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COMPLIANCE GAP

MONDAY, MARCH 22, 1982

U.S. SENATE,
SuBCOMMITTEE ON OVERSIGHT OF THE
~  INTERNAL REVENUE SERVICE,
SENATE FINANCE COMMITTEE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:11 a.m., in room
2221, Dirksen Senate Office Building, Hon. Charles E. Grassley
(chairman) presiding. .

Present: Senators Dole, Grassley, and Baucus.

Also present: Senators Chafee and Symms.

[The press release announcing hearings, background material re-
lating to S. 2198, the Taxpayer Compliance Improvement Act of
%91?2, eind the prepared statements of Senators Dole and Grassley
ollow:

[Press release No. 82-111, Subcommittee on Oversight of the Internal Revenue Service, Mar. 9, 1982)

FINANCE SUBCOMMITTEE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE SETS
HEARING ON COMPLIANCE GAP

Senator Charles E. Grassley, (R., Iowa), Chairman of the Subcommittee on Over-
sight of the Internal Revenue Service of the Committee on Finance, announced
today that the Committee will hold a hearing on March 22 on the compliance gap
and the Dole-Grassley compliance proposals, A summary of those proposals is at-
tached hereto.

i The hearing will begin at 10 a.m, in room 2221 of the Dirksen Senate Office Build-
ng.

Requests to testify.—Chairman Grassley requested that persons wishing to testify
must submit written requests to Robert E. Lighthizer, Chief Counsel, Committee on
Finance, Room 2227, Dirksen Senate Office Building, Washin%ton, D.C. 20510, to be
received no later than noon on Wednesday, March 17, 1982, Witnesses will be noti-
fied as soon as practicable thereafter whether it has been possible to schedule them
to present oral testimony. If for some reason a witness is unable to appear at the
time scheduled, he may file a written statement for the record in lieu of the person-
al appearance. In such a case, a witness should notify the Committee as soon as pos-
sible of his inability to appear. .

Consolidated testimony.—Senator QGrassley urges all witnesses who have a
common position or who have the same general interest to consolidate their testimo-
ny and designate a single spokesman to present their common viewpoint orally to
the Committee. This procedure will enable the Committee to receive a wider expres-
sion of views than they might otherwise obtain. Senator Grassley urges that all wit-
nesses exert a maximum effort to consolidate and coordinate their statements.

Legislative Reorganization Act.—Senator Grassley stated that the Legislative Re-
organization Act of 1946, as amended, requires all witnesses appearing before the
Committees of Congress “to file in advance written statements of their proposed tes-
timony, and to limit their oral presentations to brief summaries of their argument.”

oY)



- BACKGROUND ON |
FEDERAL INCOME TAX COMPLIANCE AND
DESCRIPTION OF S. 2198
(TAXPAYER COMPLIANCE IMPROVEMENT
ACT OF 1982)

- PREPARED BY THE STAFF
OF THE
JOINT COMMITTEE ON TAXATION

-

INTRODUCTION

The Senate Finance Subcommittee on Oversight of the Internal
Revenue Service has scheduled a public hearing on March 22, 1982,
on Federal income tax compliance and on S. 2198 (Senators Dole,
Grassley, Chafee, Domenici, Danforth, Stafford, and Andrews)
which would address certain taxpayor compliance shortcomings.

This pamphlet, prepared in connection with the Subcommittee’s
hearing, contains five parts. First, there is an overview of the
income tax compliance scheme established in the Internal Revenue
Code. Secondly, administrative efforts by the Internal Revenue
Service to promote compliance are summarized. Thirdly, current
and historical data are presented on the level of voluntal% compli-
ance for different segments of the taxpaying population. Fourthly,
different approaches toward increasing taxpayor compliance are
identified and discussed. Finally, a section-by-section description of
the bill, 8. 2198 (the Taxpayer Compliance Improvement Act of
1982) is provided.
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I. PROVISIONS OF PRESENT LAW RELATING TO
COMPLIANCE WITH THE FEDERAL INCOME TAX LAWS

A. Overview

The internal revenue laws impose income taxes on individuals,
estates, trusts, corporations and other organizations. These taxes
are levied and collected under a system of self-assessment which re-
quires taxpayers to file returns reporting income, deductions, cred-
its, and other information necessary to compute tax liability. This
system covers domestic as well as foreign transactions.

To assure compliance with the self-assessment system, the tax
law imposes a variety of requirements both on taxrayers and on

rsons making payments to third parties. These include minimum

ling requirements, recordkeeping requirements, withholding tax
requirements, estimated tax payment requirements, and informa-
tion reporting requirements. Taxpayers who fail to pay tax or who
underpay their tax are subject to interest charges and may incur
penalties. Similarly, failure to file required information returns
and statements may result in imposition of penalties. These re-
gglirements and the consequences of noncompliance are described

ow,

In addition, non-tax ,reportinf requirements are imposed by the
Bank Secrecy Act onfinancial institutions receiving large cash de-
posits from individuals, and on persons who bring large amounts of
cash into or out of the United States.



B. Filing Requirements

Any person subject to any tax, or required to collect and pay
over any tax, must make such returns, file such statements and
provide such information as may be required by Treasuri regula-
tions. Such returns or statements must be according to the forms
prescribed, and contain the information required by the Treasury
inclul;leing employer account numbers and employee identification
numbers.

1. Individuals

As a general rule, every individual who is a United States citizen
or resident who has gross income for the taxable year equal to or
greater than the sum of the zero bracket amount applicable to that
taxpayer plus the exemption amount ($1,000 under present law)
must file an income tax return, even if the tax has been paid by

installment or withholding payments. For example, individuals .

who are not married and not surviving spouses and who have gross
income for the taxable year of $3,800 or more (the sum of the ex-
emption amount, $1,000, plus the zero bracket amount apglicable
to such an individuai, $2,300) must file income tax returns. Similar-
ly, filing is rechired of individuals entitled to file jointly with their
spouses and whose gross income, when combined, is equal to $5,400
(1.e., the zero bracket amount applicable to a joint return ($3,400)
plus twice the exemption amount ($2,000)). If a taxpayer is entitled
to an additional exemption amount for being 66 or over, for exam-
ple, the filing threshold is increased accordingly.

These filing thresholds for individuals do not apply to nonresi-
dent alien individuals, United States citizens entitled to the bene-
fits of section 931 with respect to income from sources within
United States possessions, individuals making short-year returns
with respect to changes in accounting periods, and certain depend-
ents who have unearned income. Such persons are subject to spe-
cialized filing rules or may not be required to file at all.

Minors are subject to the same filing requirements as are other
individuals. The return of a minor must made bg the minor
himself or by his guardian or the persons charged with the care of
the minor’s person or property.

A tax return may be made by the taxpayer’s agent if, by reason
of disease or infirmity, the person liable for the return is unable to
make it, or if the taxpayer is continuously absent from the United
States (including Puerto Rico) for a period of at least 60 days prior
to the return due date. The return may also be made by an agent if
the district director determines that good cause exists for permit-
ting the return to be made by an agent.

In general, every nonresident alien individual engaged in a trade
or business in the United States at any time during the taxable



year, or who has taxable income for the taxable year (unless fully
paid by withholding) must make a return of income.

2. Corporations

Every domestic corporation (other than exempt corl)orations) in
existence during any portion of a taxable year must file an income
tax return. If a corporation is in existence for only part of a tax-
able year, it is required to make a return for that part of the tax-
able year. If an organization is otherwise exempt from tax under
section 501(a) (dealing with certain exempt organizations), but is
liable for the tax imposed on unrelated business income, it must
nonetheless make a return.

In addition, every foreign corporation engaged in a trade or busi-
ness in the United States at any time during-the taxable year or
which has income subject to tax for the taxable year (unless fully.
paid by withholding) must make a return of income.

3. Fiduciaries

The income tax return of taxable estates and trusts must be filed
by the fiduciary responsible for the estate and trust. Tax returns
are required if the estate or trust has $600 or more of gross income
during the taxable year or if any beneficiary of the estate or trust
is a nonresident alien. Generally, no income tax return is required
- for a’'trust described in section 501(a), unless the trust is liable for
the tax on unrelated business income. In addition, certain U.S.
beneficiaries of foreign trusts are re%.lired to report their interests
in the trust, and foreign trusts with U.S. beneficiaries must report.

4. Consequences of fallure to file and pay tax

In general, the Secretary is required to make any inquiries and
determinations necessary to assess a]l taxes imposed under the In-
ternal Revenue Code. If a taxpayer fails to report and pay income,
estate, gift, and certain excise taxes due, the Commissioner is au-
thorized to send a notice of deficiency to the taxpayer and to pro-
ceed with the various steps preparatory to assessment and collec-
tion of the tax.

Various additions to tax, assessable civil and criminal penalties
also attend the failure to file a timely, an accurate tax or informa-
tion return or statement and to pay on time any tax due. These
include penalties for failure to file or pay tax, negligence and
fraud, which are described below. The separate penalties for failure
tCozc%lé?ct and pay over witholding taxes are described in Section

L] 1] ow‘

Fallure to file return or to pay tax

Any failure to file an income, estate, or gift tax return or to pay
the amount shown as tax thereon on the due date (including exten-
sions), may result in an addition to tax (sec. 6651). The penalty for
failure to file on time, is an addition to tax equal to five percent of
the amount of tax required to be shown on the return for each
month or fraction thereof that the failure continues, but not in
excess of 26 percent. A failure to timely pay the amount shown as
tax on the return will result in an addition to tax equal to 0.5 per-
cent of the amount of such tax for each month or a fraction thereof



that the failure continues, not exceeding 25 percent. These addi-
tions to tax do not apply if the failure to file or pay is due to rea-
sonable cause and not to willful neglect. In either case the penalty
is computed on the net amount due the Treasury. Thus, there is no
penalty for failure to file if no tax is owed in excess of amounts
withheld or paid as estimated tax. These penalties do not apply to
any failure to file a declaration of estimated tax or to pay any esti-
mated tax. Those failures are subject to separate penalties. (See D.,
below.) The failure to pay penalty reduces any addition to tax for
failure to file.

There is also an addition to tax for failure to file certain infor-
mation returns. Any failure to file the information returns re-
quired with respect to, for example, interest and dividends will
result in a $10 penalty per failure not to exceed $25,000 for the cal-
“endar year (sec. 6652). There is a similar penalty for failure to pro-
vide a required information statement to the payee. Both penalties
are subject to a reasonable cause defense. ‘

Further, any person who is required to provide a taxpayer identi-
fication number to the Secretary or another person and who fails
to do so is subject to a $5 penalty for each failure, subject to a rea-
sonable cause exception.

Negligence

If any part of an underpayment of income, gift, or windfall profit
tax is due to negligence or intentional disregard of rules and regu-
lations (but without intent to defraud), there is added to the tax an
amount egual to 5 percent of the total underpayment. In addition,
there is added to the tax an amount equal to 50 percent of interest
paf'able with respect to that portion of the underpayment attribut-
(ab e (t)% 5%?g;§gence or intentional disregard of rules and regulations
sec, a)).

Fraud

If any part of an underpayment of any tax is due to fraud, there
is added to the tax an amount equal to 50 percent of-the entire un-
derpayment (sec. 6653(b)). In the case of any income or gift tax, the
negligence penalty does not apply if the fraud penalty applies. In
addition, if a fraud penalty is assessed for any underpayment, no
penalty for failure to file or gay tax will be assessed for that under-
payment. In addition to the 50-percent civil fraud penalty, criminal-
penalties may apply. (See paragraph (e) below.)

Jeopardy and termination assessments

In addition to the normal deficiency procedure which is available
to the Internal Revenue Service for the collection of underpay-
ments, the Internal Revenue Service has other tools at its disposal
for the collection of tax, including the jeopardy and termination as-
sessment procedures of income taxes.

The Secretary may make a jeopardy assessment of income,
estate, gift, and certain excise taxes if he determines that there is a
deficiency the collection of which would be jeopardized by delay. In
the case of a f'eopardy assessment, the Secretary may immediatelf'
assess and collect such deficiency, together with all interest, addi-
tional amounts, and additions to tax provided for by law without



prior notice (sec. 6861). A jeopardy assessment may be made at any
time prior to the earlier of a final decision of the Tax Court or the
appeal of a Tax Court decision. There are provisions for the abate-
ment of any jeopardy assessment and for review. .

The Secretary may make a termination assessment if he finds
that a taxpayer intends to do any act tending to render proceedings
to collect the income tax for the current or immediately preceding
taxable year ineffectual (sec. 6851). When a termination assessment
is made with respect to the current taxable year, the Secretary
must treat that taxable year as terminated as of the date of the
determination and treat that portion of the taxable year as if it
were an entire taxable year. The amount assessed is due and pay-
able immediately. Termination assessments are subject to review
by the Tax Court. The Secretary may not make a termination as-
sessment for the taxpayer's preceding taxable year after the due
date for that year’s return.

Criminal penalties

There are certain criminal penalties which attend a failure to
file an income tax return as required or to pay a tax when due. For
example, any person who willfully attempts to evade or defeat any
tax is guilty of a felony and is subject to a fine of not more than
$10,000 or imprisonment for not more than 5 years, or both (sec.
7201). If a person is required to pay a tax, including estimated tax,
to make a return, to keep any records, or to supply any informa-
tion and that person willfully fails to do so, then that person is

ilty of a misdemeanor and is subject to a fine of not more than

10,000 or imprisonment for not more than one year, or both (sec.
7208). The penalty for perjury on a tax return is a fine of not more
than $5,000 or imprisonment for not more than 3 years, or both. A

rson, who willfully aids, counsels or advises the preparation of a

adulent return or other document, is guilty of a felony and may
be subject to a fine of not more than $5,000 or prison for not more
than three years, or both (sec. 7206).
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- C. Withholding. and Withholding Noncompliance

1. Withholding requirements

Under present law, an employer who pays wages to individual
employees (or has employees who report tnfs) must withhold a por-
tion of such wages to satisf}r all, or part, of the employee’s Federal
income tax liability (sec. 3402). The term ‘“‘wages” fenerally is de-
fined as all remuneration, unless specifically excluded, paid for
services performed by an employee for an employer, including the
cash value of all remuneration paid in any medium other than
cash (sec. 3401(a)).

The amount to be withheld from the wages of a particular em-
gloyee is determined in accordance with tables prescribed by the

ecretary. Except in the case of certain foreign persons, there is no
requirement under present law for withholding on payment other
than wages.

Withholding exemptions

Individuals whose wages are subject to withholding may be enti-
tled to exempt them from withholding in $1,000 increments (ex-
emptions). The exemptions allowed include (1) one exemption for
the taxpayer; (2) one additional exemption for the taxpayer who
has attained, or will attain, age 66 dunn% the taxable year; (8) one
additional exemption if the taxpayer is blind; (4) an exemption for
the taxpayer’s spouse (and additional exemptions for age or blind-
ness of the spouse) unless the spouse is claiming the exemptions on
a separate return; (5) one additional exemption for each dependent
of the taxpayer; and (6) a zero bracket amount allowance, unless
the taxpayer is married and the spouse receives wages subject to
withholding or the taxpayer has withholding exemption certificates
in effect with respect to more than one employer. In addition to
these withholding exemptions, taxpayers may be entitled to claim
additional withholding exemptions for excess itemized deductions,
tax credits and additional items specified in Treasury Regulations.

An individual subject to withholding may reduce or increase the
number of exemptions claimed (under procedures set forth in the
regulations) so that withheld taxes will more closely equal his or
her anticipated tax liability. Employees who incurred no income
tax liability for the preceding taxable year and expect to have no
income tax liability for the current taxable year may claim total
exemption from wage withholding.

Withholding exemption certificates

An individual may claim withholding exemptions by furnishing
his or her employer with a withholding exemption certificate
(Form W-4), In the case of new employment, this certificate must
be furnished on or before employment begins. If no exemption cer-



-

tificate is furnished, the employee is considered as unmarried and
claiming no exemptions.

When a change occurs which decreases the number of withhold-
ing exemptions which an employee is entitled to claim, the employ-
ee must furnish the employer with a new exemption certificate re-
flecting the correct number of exemptions. Such new certificate
must be furnished within ten days after the change occurs. In addi-
tion, a new certificate is required when an employee who has
claimed complete exemption from withholding can no longer rea-
st};nixably anticipate a zero income tax liability for the current tax-
able year.

An employer is required to submit to the Internal Revenue Serv-
ice a copy of a withholding exemption certificate received from an
employee during the reporting period if (1) on the last day of the
reporting period, the employee is employed by that em{)loyer and
claims more than fourteen withholding exemptions, or (2) the em-
ployee claims complete exemption from withholding unless the em-
ployer reasonably expects that the employee's wages from the em-
ployer will not usually exceed $200 a week.

Voluntary withholding

Under present law, annuity or pension payments are subject to
withholding to the extent includible in gross income if the payee so
requests (sec. 3402(0)1)B)). Such request must be made in writing
to the payor of the annuity or pension.

The amount requested to be withheld from a pension or annuity
must be at least $6 per month and must not reduce the net amount
of any pension or annuity payment below $10.

Withholding on éambling winnings

In certain circumstances, proceeds from wagers are sublject to
withholding at a rate of 20 percent (sec. 3402(q)). In general, gam-
bling winnings are subject to withholding if the proceeds exceed
$1,000 and are at least 300 times as large as the amount wagered.
However, special rules apply to winnings from State-conducted lot-
teries and winnings from sweepstakes, wagering pools, certain pari-
mutuel pools, jai alai, and other lotteries.

The payor of gambling winnings that are subject to withholding
is required to file Form W-2G with the internal revenue service
center serving the district in which the principal place of business
of the person filing the return is located.

Withholding on foreign investors

In general, the United States taxes U.S. source income of a non-
resident alien or foreign corporation which is not effectively con-
nected with the conduct of a trade or business in the United States
at a flat rate of 30 percent (or a lower treaty rate) of the gross
amount paid. This tax is collected through withholding by the
person making the payment to the foreign recipient. Income effec-
tively connected with a U.S. trade or business is not subject to the
flat 30-percent withholding tax, but instead is includable in the
U.S. income tax return of the business and is taxed at the regular
graduated rates (and is not subject to withhelding at source).
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Certain noneffectively connected U.S. source income is exempt
from U.S. tax, and therefore withholding. For example, interest
from bank deposits, and original issue discount on obligations ma-
turing in six months or less. Also, the income of foreign govern-
ments from investments in the United States in bonds, stocks, and
%t}éer securities, or from interest on bank deposits, is exempt from

.S, tax.

2. Consequences of withholding noncompliance

In general, any person required to collect and pay over any tax
who willfully fails to do so or who willfully attempts to evade or
defeat the tax is liable for a penalty equal to the total amount of
the tax evaded, not collected, or not accounted for and paid over
(sec. 6672). -

Any person required to deposit a tax by a prescribed date who
fails to do so, or any person who makes an overstated deposit
claim, is subject to a penalty equal to 6 percent of underpayment
or 25 percent of the overstatement, as the case may be, unless the
failure or overstatement was due to reasonable cause and not will-
ful neglect. (sec. 6656).

Any person who is required to furnish certain information to em-
ployees with respect to withholding of tax, and who willfully fails
to do so or furnishes a false or fraudulent statement, is liable for a
penalty of $50 for each- failure (sec. 6674). In addition, such a
person may be subject to a criminal penalty of up to $1,000 or may
be imprisoned for not more than one year, or both (sec. 7204).

In addition, any individual who makes a false withholding state-
ment may be subject to civil penalty of $500, (1) if such statement
results in a decrease in the amount deducted and withheld, and (2)
if at the time the statement was made there was no reasonable
basis for such statement. The Secretary may waive this penalty (in
whole or in part) if the taxes imposed on the individual are equal
to or less than the sum of his credits against taxes and payments of
estimated taxes (sec. 6682). Such individual may also be subject to a
criminal penalty of not more than $1,000 or imprisonment of not
more than 1 year, or both (sec. 7205).

~
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N D. Estimated Tax

1. Corporations

Any corporation subject to tax is required to make payments of
estimated tax if it reasonably expects to have a tax liability for the
taxable year of $40 or more. The estimated tax is payable in up to
four installments over the taxable year. In general, if the estimated
tax payments for the taxable year are not at least 80 percent of the
actual tax due, then a penalty is imposed as an addition to tax.
This penalty equals the amount of interest which would accrue on
the amount of the underpayment of estimated tax during the
period of the underpayment. Generally, this addition to tax does
not apply with respect to any installment if, on or before the date
prescribed for such installment, the corporation pays the amount
which would have been due on that date if the estimated tax were
the lesser of:

(1) The corporation’s prior year tax liability;

(2) the corporation’s tax liability on prior year’s income com-
puted using tax rates for the current year; or

(3) 80 percent of the taxes which would have been due if the
income which the corporation had already received during the
current year had been computed on an annualized basis.

In 1982 and 1983, large corporations (those with taxable income
of $1,000,000 or more during any of the three previous taxable
years) otherwise qualifying for treatment under either of the first
two safe harbors will not be subject to the addition to tax if their
estimated tax payments for the taxable year are at least 65 percent
(in 1982) or 75 percent (in 1983) of the tax shown on their returns
for that taxable year. In 1984 and thereafter, the first two safe
harbor rules are not available to large corporations. In 1984 and
thereafter, therefore, a large corporation must either pay at least
80 percent of the amount of tax shown on its return for the taxable
year, or 80 percent of the taxes which would have been due if the
income which the corporation had already received during the cur-
rent year had been computed on an annualized basis.

2. Individuals

Individuals must also declare and pay estimated tax. In general,

a single person, or a married couple with one wage earner, whose
: fross income is expected to exceed $20,000 for the taxable year is
iable to declare and pay estimated tax. A married individual enti-
tled to file a joint return with his spouse, whose gross income is
expected to exceed $10,000 for the taxable year, and whose spouse
also receives wages is also liable to declare and pay such tax. Final-
ly, a married individual not entitled to file a joint return with his
or her spouse, whose gross income is expected to exceed $5,000,
must declare and pay estimated tax. However, an individual who
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expects to receive more than $500 from sources other than wages
during the year mast-declare-and pay estimated tax. Regardless of
the taxpayer’s estimated income, however, no declaration of esti-
mated tax is required if it is anticipated that the taxpayer’'s esti-
mated tax liability for the year will be less than $200 (or $300 for
1983, $400 for 1984, and $500 for 1985 and thereafter).

An individual who fails to pay an amount of estimated tax due
on or before the due-date may be subject to a penalty. The penalty
is equal to the amount of interest which would accrue on the un-
derpayment during the period of the underpayment. In general, an
underpayment for this purpose is equal to the difference between
the payments (including withholding) made on or before the due
date of each installment and 80 percent of the total tax shown on
the return for the year, divided by the number of installments that
should have been paid. The penalty is not subject to a reasonable
cause defense.

There are four exceptions to the general underpayment penalty.
No underpayment penalty is imposed upon a taxpayer if: (1) total
tax payments for the current year equal or exceed the amount due
if the current year’s tax equaled the tax shown in the preceding
year's return, or the preceding year’s tax liability, if no return
showing a liability for tax was filed for the preceding year; (2)-total
tax payments equal or exceed 80 percent of the taxes which would
be due if the income already received during the current year were
placed on an annual basis; or (3) total tax payments equal or
exceed 90 percent of the tax which would be due on the income ac-
tually received from the beginning of the year to the computation
date; or (4) total estimated tax payments equal or exceed the
amount due at current year’s rates and exemptions, but otherwise
based on the preceding taxable year’s law and income.

In 1985 and subsequent years no penalty will be imposed upon
an individual for failure to pay estimated tax if the tax shown on
the individual’s return (or, if no return is filed, the tax) is less than
$500. This exception to the penalty for failure to pay estimated
taxes is phased in in the same manner as the increase in the tax
liability threshold.
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E. Information Reporting

1. Information at source generally

Under present law, persons (other than corporations) engaged in
a trade or business, and the United States, must generally file in-
formation returns with respect to payments aggregating $600 or
more in any taxable year (sec. 6041(a)). These returns are intended
to inform the Internal Revenue Service that specified items have
been disbursed by the payor so that the Service can determine
whether the recipient of the item has treated it properly for tax
purposes.! This reporting requirement, subject to various excep-
tions, applies to various payments including rent, salaries, wages,
commissions, fees, or other forms of compensation for services, and
other fixed or determinable gains, profits, or income, regardless of
medium in which payment is made.

These information returns are required to be filed annually and
generally must contain the name, address, and tax identification
number of the recipient of the payment (secs. 6041(a) and 6109(a)).
Likewise, the payor must furnish the recipient with a written
statement showing the payor's name, address, and taxpayer identi-
fication number, and the aggregate amount of payments shown on
the return. Such statement must be furnished to the recipient on
or before January 31 of the year following the calendar year for
which the return was made (sec. 6041(d)).

Generally, amounts paid to employees, regardless of whether
they are subject to withholding, are not reportable on the usual in-
formation return (Form 1099). Instead, those amounts are reporta-
ble on information returns (Form W-2) which relate to payments to
employees.

Partnerships are required to file returns for each taxable year
stating such items as the Secretary may prescribe, including items
of gross income and deductions, and the names and addresses of
each individual partner and the amount of that partner’s distribu-
tive share (sec. 6031). If the partnership fails to file such a return,
or files an incomplete return, it will be liable for a penalty equal to
$50 per partner per month (for not more than 5 months) that the
failure continues (sec. 6698). In addition, a criminal penalty may
apply (sec. 7203).

Various reporting requirements are also imposed upon the other
entities, including custodians of common trust funds, exempt orga-
nizations, officers of foreign personal holding companies, and sub-
chapter-S corporations.

1 The Internal Revenue Service’s Information Returns Program (IRP) matches the information
returns filed with respect to payments to some individuals with their income tax returns to
detect nonfiling or underreporting of income. Under this rrogram, most information returns
filed for individuals on magnetic tape, and some of those filed on paper forms, are included in
the IRS document matching program.

94-522 0—82——2
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2. Payments of dividends

Present law imposes information reporting requirements with re-
spect to payments of dividends (sec. 6042). In general, every person
who makes dividend payments aggregating $10 or more to any
other person in a calendar\year, including dividends received as
nominee, must file information returns with the Secretary. In the
case of the payment of dividends aggregating less than $10, the re-
quirement of information reporting is discretionary with the Secre-

tary.

gividend information returns must be filed with the Internal
Revenue Service after September 30 for any calendar year, but not
before the payor’s final dividend payment for that year, and on or
before February 28 of the following year. The returns must set
forth the aggregate amount of dividend payments and the name
and address of the person to whom paid.

In addition to filing information returns with the Internal Reve-
nue Service, payors of dividends also must furnish statements to
recipients of the dividends. These statements must set forth the
name and address of the payor of the dividends and the aggregate
amount of payments made to the dividend recipient. Such a state-
ment must be furnished to a dividend recipient no later than Janu-
ary 31 of the year following the dividend payment.

or purposes of this information reporting requirement, the term
“dividend” means any distribution made by a corporation which is
a dividend under section 316 of the Code. The term dividend also
includes any payment made by a stockbroker to any person as a
su})stitute for a dividend, for example, a payment made on a short
sale. -

The dividend reporting requirements generally do not apply to
distributions or payments made by foreign corporations, distribu-
tions or payments made to foreign corporations, nonresident aliens,
or partnerships not engaged in trade or business in the United
States and composed in whole or in part of nonresident aliens. Also
excluded from the reporting requirements is the undistributed tax-
able income of electing small business corporations.

If the payor is unable to determine what portion of a payment
represents a dividend or is paid with respect to a dividend, then,
for purposes of the information return requirements, the entire
amount of the payment is considered to be a dividend or a payment
with respect to a dividend. ’

3. Payments of interest

The information reporting requirements for interest payments
are similar to the requiréements imposed on dividend payments (sec.
6049). In general, every person who makes interest payments,
whether as a principal or nominee, aggregating $10 or more to any
other person during the calendar year must filé"an information
return. In addition, a corporation which issues a bond or other evi-
dence of indebtedness in registered form after May 27, 1969 (unless
issued pursuant to a written commitment binding on and after that
date), must file an information return if, during the calendar year,
an amount of original issue discount aggregating $10 or more is in-
cludible in the gross income of any holder. In the case of the inter-
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est payment aggregating less than $10, the information reporting re-
quirement is discretionary with the Secretary. The Secretary also
has discretion to require information reporting with respect to corpo-
rate interest payments such as on bearer instruments.

Information returns for the payment of interest must be filed
with the Internal Revenue Service after September 30 for the cal-
endar year, but not before the payor’s final payment for the year,
and on or before February 28 of the following year. These returns
must set forth the aggregate amount of the interest payments to
an)é1 taxpayer and the name and address of the person to whom
paid. -

Information returns required with respect to original issue dis-
count must be filed with the Service after December 31 for the cal-
endar year in which the original issue discount accrues, and on or
before February 28 of the following year. In general, these returns
must -set forth various information, including the aggregate
amount includible in income by each holder of a discount obliga-
tion for the period during the calendar year in which the obligation
was held; the ratable monthly portion of original issue discount;
the issue price of the obligation; and the stated redemption price at
maturity.

Payors of interest and persons who are required to file informa-
tion returns with respect to original issue discount must furnish
statements to recipients setting forth the aggregate amount of in-
terest payments or original issue discount includible in income.
Statements to recipients of interest must be furnished after No-
vember 30 (but not before the final interest payment for the year)
of the calendar year and on or before January 31 of the followin
year. These statements may be furnished at any time after Apri
30 of the calendar year of payment if furnished with the final in-
terest payment for the calendar year. Statements for original issue
discount must be furnished after December 31 and on or before
January 31.

Included in the term “interest,” for purposes of these reportin
requirements are: (1) interest on evidences of indebtedness (includ-
ing bonds, debentures, notes, and certificates) issued by a corpora-
tion in registered form and, to the extent prescribed by regulations,
interest on other corporate indebtedness issued to the public (e.g.,
bearer bonds); (2) interest on bank deposits; (3) amounts (whether
or not designated as interest) paid by a mutual savings bank, sav-
ings and loan association, building and loan association, coopera-
tive bank, homestead association, credit union, or similar organiza-
tion, in respect of deposits, investment certificates, or withdrawable
or repurchaseable shares; (4) interest on amounts held by an insur-
ance company under an agreement to pag' interest thereon; and (5)
interest on deposits with stockbrokers and dealers in securities.

4. Employee tips

Under present law (sec. 6053(a)), an employee who receives and
retains tips of $20 or more in a month, including charge tips paid
over to the employee by the employer, must report such tips to his
or her employer by the tenth day of the following month. If an em-
ployee fails to report any amount of such tips to his or her employ-
er, a penalty is imposed on the employee equal to 50 percent of the
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social security or railroad retirement tax, as the case may be, im-
posed with respect to the amount of the tips which he failed to
report (sec. 6652(c)).

In turn, employers are required to report as wages subject to
income tax withholding and social security withholding only the
tips actually reported to them by their employees pursuant to sec-
tion 6053(a).2 The present law for both income tax withholding and
social security withholding refers to the amount of tips reported by
the employee to the employer under section 6053(a) as the amount
of tips which constitute wages for purposes of the withholding re-
quirements. )

Section 6041(e) specifically provides that the information report-
ing requirements do not apply to tips that are reportable under sec-
tion 6053(a). This provision, enacted by the Revenue Act of 1978,
nullified revenue rulings that any charge account tips actually
paid over by the employer to the employee must be reported to the
Internal Revenue Service by the employer under section 6041(a)
(assuming the aggregate $600 test was met) whether or not the tips
were reported to the employer by the employee.? Accordingly, the
only employee tips which an employer must report to the Internal
Revenue Service are those reported to the employer by employees
on statements furnished pursuant to section 6053(a).

In enacting section 6041(e), the 1978 Act also provided that, with
respect to the amount of tips paid to a particular employee, the
only records of charged tips which an employer can be required to
keep under section 6001 are charge receipts and copies of state-
ments furnished by employees under section 6053(a). Accordingly,
an employer will be required to keep charge receipts (which re-
ceipts reflect the amount of tips included by the customer in the
charged amount), but may not be required to record on such charge
receipts, or otherwise keep records of (except copies of sec. 6053(a)
statements), the name of any particular employee to whom the
charge tip amount is paid over by the employer.

This recordkeeping limitation relates to records of amounts of
such tips paid over to a particular employee and does not affect
any other recordkeeping requirements which may be applicable to
the employer under section 6001 (e.g., for purposes of determining
the employer’s own income tax liabilities). Nor does it affect any
recordkeeping, reporting, or return requirements imposed on em-
ployers pursuant to section 6051 with respect to.tips included in
statements furnished by employees to the employer pursuant to
section 6053(a). -

11f, because of tip-splitting or tip pooling, the amount of charge tips reported by an emgloyee
on his or het Federal income tax return differs from the amount of charge tips reported y the
employer for that employee on Form W-2, the rulings permit the employee to-attach an expla-
nation of the difference to his or her income tax return.

3Section 6041(a) requires every employer of an emg%cgee earning $600 or more yearly to
report the total of that employee's earni to the . The regulations specify that any
employee's earnilx‘\gs which are not wages subject to withholding are nonetheless required to be
reported to the IRS on the Form W-2 for the employee.
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5. Pensions

Pensions, IRAs, and annuities

An information return generally is required with respect to a
distribution made to an employee or the employee’s beneficiary
under a pension, profit-sharing, or stock bonus plan (whether or
not tax-qualified), or a tax-sheltered annuity program maintained
by an eligible tax-exempt organization or educational institution, if
the amount of the distribution which is includible in the recipient’s
income totals $600 or more for the calendar year (sec. 6041(a)).4
However, a separate reporting requirement applies to distributions
from a tax-qualified plan which benefits an owner-employee (a sole
proprietor or a partner whose partnership interest exceeds 10 per-
cent). An information return is required with respect to any owner-
employee (or beneficiary of an owner-employee) to whom distribu-
tions totaling $10 or more are made during the calendar year, with-
ggz7regard to the amount includible in the recipient’s income (sec.

). - -

The trustee or custodian of an individual retirement account or
the issuer of an individual retirement annuity (IRA) is required to
provide the individual on whose behalf the account or annuity is
established (or the individual’s beneficiary) an annual report with
regard to the status of the account or annuity, "including the
amount contributed for the year. The report is not now required to
be provided to the Internal Revenue Service (sec. 408(i)).5 Distribu-
tions from an IRA are required to be reported by information
return to the Internal Revenue Service without regard to the
amount of the distribution (sec. 408(i)).

When a United States retirement bond purchased for an employ-
ee under a tax-qualified bond purchase plan (sec. 405) is redeemed
by the employee or the employee’s beneficiary, the Bureau of the
Public Debt reports the payment of the redemption proceeds to the
Internal Revenue Service. Similarly, when a United States individ-
ual retirement bond (sec. 409) is redeemed, the Bureau reports the
payment of the redemption proceeds to the Internal Revenue Serv-

ice.

The issuer of a life insurance or annuity contract not purchased
for an employee under a tax-qualified plan or tax-sheltered annuity
program generally is required to file an information return with
respect to amounts paid to an individual under the contract, if the
payments to the individual total $600 or more for the calendar year
(sec. 6041(a)). This reporting requirement does not apply, however,
to amounts paid by reason of the death of the insured or to
amounts paid upon the contract’s surrender.

4In the case of a tax-qualified plan, this requirement for an information return applies not
only with respect to amounts actually distributed, but also to any amount includible in the
income of an employee as an amount paid to provide the employee current life insurance protec-
tion (sec. 72(mX3)). In addition, an employer who provides group-term life insurance for employ-
ees is required to separately report any rart of the cost of such insurance which is included in
an employee’s income (sec. 6052). Genera l}/, the cost of the first $50,000 of group-term life insur-
ance provided by an employer is excluded from the employee’s income (sec. 19).

8 The Commissioner may, however, require that the annual report for an IRA be filed with
the Internal Revenue Service.
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6. Transactions by brokers

Under present law (sec. 6045), every person doing business as a
broker must, when required by regulation, make a return showing
customer’s names, together with details regarding the customer’s

rofits and losses and such other information as may be required
form and regulation. Currently, however, there are no regula-
tions promulgated under this section by which the Secretarl{ exer-
cises this authority. The last regulation dealing with broker re-
turns, Regulation 103, § 19.149-1, was revoked by T.D. 5218, Febru-
ary 1, 1943 (1943 C.B. 470), which provided that no return of infor-
mation was required to be filed under the precurser of section 6045
for any calendar year subsequent to calendar year 1941.

7. Independent contractors

In general, individuals receiving compensation must be classified
as either employees or independent contractors. The classification
of individuals as either employees or independent contractors is im-
portant because a certain amount of wages paid to employees is
generally subject to (1) social security taxes imposed on the employ-
er and the employee under the Federal Insurance Contributions
Act (FICA) and (2) unemployment taxes imposed on the employer
under the Federal Unemployment Tax Act (FUTA). In addition,
Federal income tax must be withheld from compensation paid to
employees while payments to independent contractors are not sub-
ject to such withholding. On the other hand, compensation paid to
independent contractors is subject to the tax on self-employment
income (SECA).

The information reporting and withholding rules applicable to
employees are reviewed above. The only information return re-
quirement applicable to independent contractors is that contained
in the general information at source section (sec. 6041). Thus, as
discussed above, persons engaged in a trade or business must file
information returns with respect to certain payments to another
person of $600 or more in any taxable year (sec. 6041(a)). This re-
porting obligation, subject to limited exceptions, applies to pay-
ments of commissions, fees, other forms of compensation for serv-
ices, and other fixed or determinable gains, profits, or income, paid
to independent contractors. These information returns must gener-
ally contain the name, address and tax identification number of
the recipient of the payment.

Further, because there is no Federal income tax withholding
with respect to nonwage income, independent contractors may be
required to file a declaration of estimated income tax under the
rules discussed above.

8. Currency transactions

In addition to the information reporting required by the Code,
the Bank Secrecy Act authorizes the Secretary of the Treasury to -
require reporting of certain financial transactions.

nder these rules, certain banks and other financial institutions
are required to report cash transactions (including deposits and
withdrawals) of more than $10,000. The Treasury regulations pro-
vide a number of exceptions to this reporting requirement. Also,
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gersons who bring or send more than $5,000 in cash or other
earer instruments into or out of the United States must report
the event to the United States Customs Service. Finally, a United
States taxpayer who files a tax return is required to notify the In-
ternal Revenue Service, where provided for on the tax return, of
the existence of a foreign bank account or other financial account
that he controls or in which he has an interest. If the amount in
the account is over $1,000 then the amount must be reported on a
separate form to the Treasury Department.

Bank Secrecy Act information is compiled by the Treasury De-

artment, and made available to agents of the Internal Revenue

ervice.

9. Penalties relating to information reporting

As indicated earlier, the Code requires the filing of a variety of
information returns with the Internal Revenue Service. Generally,
these returns relate to payments to, and transactions with, other

ersons. The penalty for failure to file most information returns is
glo per return, subject to a maximum of $25,000 for any calendar
year (sec. 6652(a)). The penalty is not applicable if the failure is due
to reasonable cause and not to willful neglect.

Also, a person required to file an information return generally
must furnish a written statement to the person to whom the pay-
ment was made showing certain information. For example, written
statements must be furnished to recipients of payments that are re-
ported under section 6041(a) (information at source), section
6042(a)(1) (payment of dividends aggregating $10 or more), and sec-
tion 6049(a)(1) (payment of interest aggregating $10 or more). Fail-
ure to furnish such statements to payees as required subjects the
payor to a penalty of $10 for each failure, up to a maximum penal-
ty of $25,000 for any calendar year. This penalty is also not applica-
ble if the payor’s failure is due to reasonable cause and not to will-
ful neglect.

Information returns must generally show the name, address and
taxpayer identification number (TIN) of the payor and payee. If
any person (1) required by regulation to include his TIN in any
return, statement, or other document, (2) to furnish his TIN to an-
other person, or (3) to include in any return, statement, or other
document made with respect to another person the TIN of such
other person, fails to do so at- the time prescribed, such person is
liable for a penalty of $5 for each failure (sec. 6676). The broad lan-
guage of this penalty makes it applicable to both the payor and the
payee. However, it does not apply if the failure is due to reasonable
cause.

Failure to comply with the Bank Secrecy Act reporting require-
ments can result in severe criminal sanctions. Fines of up to
$500,000 and imprisonment for up to five years are provided for
long-term patterns of significant violations, and violations in fur-
therance of certain other Federal crimes. It is also a felony to make
a false or fraudulent statement in any of the required reports. Cur-
rency and monetary instruments can be seized if they are not re-
ported, or if the report omits material facts. Additional civil penal-
ties are also provided.
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F. Standards for Imposition of Penalties

Under present law, taxpayers may be subject to various additions
to tax or civil penalties for failure to comply with filing or payment
requirements of the internal revenue laws. With the exception of
the addition to tax for failure to pay estimated income tax or for
overvaluations, additions and penalities are subject to the
taxpayer’s defense of ‘‘reasonable cause,” or the Government is re-
ql_xlilrfgc} to prove negligence, fraud, or that the noncompliance was
willful.

1. Reasonable cause

The question of whether or not a taxpayer’s nqncom'pliance is
‘“due to reasonable cause and not due to willful neglect” depends
on the facts and circumstances of each case. For example, for pur-
poses of the addition to tax for failure to file a return or pay tax
(sec. 6651), if a taxpayer has an honest belief that he need not file a
return or pay an amount of tax, his failure to file or pay may be
due to reasonable cause and not willful neglect. On the other hand,
ignorance of the law requiring such filing has generally not been
viewed by the courts as reasonable cause for failing to com(fly with
filing requirements, Although a taxpayer’s uninformed an unsu{»
ported belief that he need not file or pay tax is not reasonable
cause, a taxpayer’s limited education and business experience, to-
gether with reliance on the advice of an attorney or certified public
accountant, has been held to be reasonable cause for a failure to
file a return. See, Dexter v. U.S.,, 306 F. Supp. 415 (D. Miss. 1970).

Also, a taxpayer’s failure to file has been found due to reason-
able cause where the taxpayer was mentally incompetent, or where
illness prevented the taxpayer from obtaining the necessary rec-
ords for filing. A taxpayer’s incarceration or lack of funds does not,
however, constitute reasonable cause.

2. Negligence and civil fraud

If any part of an underpayment of tax is due to “negligence or
intentional disregard of rules and regulations (but without intent
to defraud)”’ an addition to tax equal to 5 percent of the entire un-
der?ayment may be imposed. In addition, an amount equal to one-
half the interest due on the underpayment attributable to negli-
gence will be added to the tax. Similarly, if any part of an under-
payment is due to “fraud” an addition to tax equal to 50 percent of
the entire underpayment may be imposed.

Whether the taxpayer has been negligent is a question of fact.
Ordinarily, the negligence addition to tax will not be imposed
where a taxpayer placed complete reliance on his attorney or certi-
fied public accountant for filing tax returns and such agent erred
on the taxgalyer’s return. But the taxpayer may be found negligent
if he carefully reviewed his return and should have noticed the

-
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error, or if he failed to supply his agent with complete information
for the return. : . :

Also, if a taxpayer intentionally disregards rules and regulations,
he or she may be considered negligent. Likewise the taxpayer’s
own conviction that the relevant rules or regulations misinterpret
the law in a certain instance, if used as a reason for his subsequent
disregard thereof, will not necessarily prevent the negligence pen-
alty from being imposed. Generally, the Internal Revenue Service
has ruled that where an error is made due to an honest misunder-
standing of the facts or the law, the addition for negligence should
not be asserted.

In order for the fraud addition to tax to apgly it is necessary to
show that there was fraudulent intent to vade tax and an under-
payment of tax. Mere negligence, or ignorance of the law, does not
constitute fraud. Generally, a corporation is responsible for the
fraudulent acts of its officers committed on its behalf, and an indi-
vidual taxpayer cannot escape the penalty for fraud by delegating
the preparation of his returns to another. Although, ordinarily, a
taxpayer will not be held liable for the fraud addition to tax if he
acts upon advice of counsel, he must show that he gave complete
and accurate information to his attorney. Finally, a voluntary dis-
closure after the fact (for example, by the filing of an amended
return) will not necessarily relieve a taxpayer of the civil fraud
penalty, nor of criminal prosecution therefor (sec. 7203).

3. Willful noncompliance

Willful noncompliance with the internal revenue laws is a fact
question. Although “willfulness” is most often associated with
criminal penalties, it can also arise in the civil penalty area.

The concept of willfulness'is exemplified by its use in the section
6672 penalty for failure to collect, account for, and pay over taxes.
The standard of willfulness applied by the courts under that sec-
tion does not require any bad motive or evil intent on the part of
the responsible party. Rather, an intent to do the proscribed act
itself is sufficient to render the act “willful.” For example, if it is
shown that an employer knowingly and intentionally used with-
held payroll taxes to pay operating expenses or other debts of the
business the act will be deemed willful for purposes of this penalty.
Most courts reject the contention that reasonable cause or justifi-
able excuse plays a part in determining whether the responsible
party’s actions are willful.
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G. Interest on Underpayments or Overpayments of Tax

1. Underpayments

Under present law (sec. 6601(a)), if a tax is not paid on or before
the last date prescribed for payment, interest must be paid by the
taxpayer on the unpaid amount for the period of the underpay-
ment at an annual rate established under section 6621. -

Under section 6601(b), the last date prescribed for payment is de-
termined without regard to any extension of time for payment and
without regard to any notice and demand for payment issued by
reason of a jeopardy assessment. If an election to pay the tax in
installments is made, the date prescribed for payment of each in-
stallment of tax is generally the date from which interest runs. In
cases in which the last date for payment is not otherwise pre-
scribed, the last date of payment generally is deemed to be the date
the return of tax is due,

2. Overpayments

Under present law (sec. 6611), interest is allowed and paid by the
United States on the overpayment of any tax at the annual rate
established under section 6621. Under section 6611(b), interest must
be allowed and paid with respect to a credit from the date of over-
payment (the due date of the return) to the due date of the amount
against which the credit is taken; with respect to a refund, it is
paid from the date of overpayment to the date (to be determined by
the Secretary) preceding the date of the refund check by not more
than 30 days. No interest is allowed on an overpayment of income
tax if it is refunded within 45 days after the last date prescribed
for filing the return of such tax (but without regard to any filing
extensions) or, if later, within 45 days after the date the return is
filed (sec. 6611(e)).

In addition, there is a special rule for computing interest on an
overpayment that results from a carryback of a net operating loss
or net capital loss, or from certain credit carrybacks. In general
such overpayment is deemed not to have been made prior to the
close of the taxable year in which the net operating loss or net cap-
ital loss arose.

3. Rate of interest

Both the taxpayer and the United States must pay interest at
the annual rate established under section 6621. Under present law
if the current rate is at least one full percentage point above or
below the average predominant prime ‘rate for September of the
current year the rate is adjusted, effective January 1, to be 100 per-
cent of the new prime rate. )
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H. Access to a Taxpayer’s Books and Records

The Internal Revenue Service has broad, general powers to ex-
amine the books and records of taxpayers (sec. 7602). In general, it
may do so for the purpose of determining whether a tax return is
correct, making a return if none has been made, determining an
individual’s tax liability, or collecting such tax liability.

Moreover, the Service has the power to compel a taxpayer to pro-
duce his books and records by issuing a summons therefor. How-
ever, when the taxpayer has records that are within the custody of
a third-party recordkeeper, there are special procedures that the
Service must follow in order to gain access to those records (sec.
7609). In general, a third-party recordkeeper, for this purpose, is an
attorney, an accountant, a bank, a trust company, a credit union, a
savings and loan institution, a credit reporting agency, a person
who extends credit through the use of credit cards, or a broker in
stock or other securities.

If a summons served on a third-party recordkeeper requires the
production of records made of the business affairs of any person
(other than the third-party recordkeeper) who is identified in the
description of the records in the summons, then the Internal Reve-
nue Service must give notice to the person identified in the sum-
mons (hereinafter “taxpayer’’) within 3 days of the day the sum-
mons was served, but no later than 14 days before the day the re-
cords summoned are to be examined. The notice given to the tax-
payer must contain directions for staying compliance with the sum-
mons. '

The-taxpayer may stay compliance with the summons if within
14 days of receiving notice of the summons the third-party record-
keeper is given written notice not to comply with the summons and
a copy of that notice is sent by registered or certified mail to the
Internal Revenue Service officer specified in the notice given to the
taxpayer. (The notice requirements and the right of a taxpayer to
stay compliance generally do not apply if a court, after being peti-
tioned by the Service, determines that there is reasonable cause for
believing that giving notice might lead to attempts to conceal, de-
stroy, or alter records, to prevent the communication of informa-
tion from other persons through intimidation, bribery, or collusion,
or to flee to avoid prosecution, testifying, or production of records.)

The Internal Revenue Service may not examine any records re-
quired to be produced under a summons until after the 14-day
period during which the taxpayer may act to stay compliance has
expired. If the taxpayer successfully stays compliance by giving the
requisite notices, then the Service may not examine the records
without a court order or the consent of the taxpayer. In other
words, the taxpayer may require the Service to go to court and
obtain an order to enforce the summons against the third-party re-
cordkeeper. Present law states that a proceeding brought to enforce

-~
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a summons takes precedence over all other cases except those the
court considers of greater importance.

If compliance with the summons is stayed and the person who
stayed compliance is the person whose tax liability is under investi-
gation (or a person under the direction or control of the person
whose tax liability is under investigation), then the running of the
statutes of limitations for criminal prosecutions and the assessment
and collection of tax is suspended while a proceeding to enforce the
summons is pending.
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I1. IRS ADMINISTRATIVE EFFORTS TO IMPROVE
TAXPAYER COMPLIANCE

A. Taxpayer Services Provided by the Internal Revenue Service
1. Programs under the Associate Commissioner (Operations)

In general

The IRS conducts a year-round tax information program in each
of its 7 regions, 59 internal revenue districts, 10 internal revenue
service centers, and in various foreign countries (through the Office
of International Operations). The basic assistance part of the pro-
gram is operated by an Office of Tax Information under the super-
vision of the Associate Commissioner (Operations) and the Assist-
ant Commissioner (Examinations). Assistance ranges from inter-
preting technical provisions of the tax law to answering questions
on tax account status and furnishing forms requested by taxpayers.
In addition, since 1977, the Service has operated a special Problem
Resolution Program (discussed below) to handle situations in which
normal procedures are considered inadequate.

Taxpayer assistance is provided by three principal methods: tele-
phone assistance, assistance to taxpayers who walk into an Inter-
nal Revenue Service office, and taxpayer information and educa-
tion programs, including programs directed at special groups.

Telephone assistance

A toll-free telephone network, centralized in 52 answering loca-
tions, allows taxpayers to call IRS personnel for tax assistance.
This service covers all of the United States, Puerto Rico, and the
Virgin Islands. In addition, assistance is provided without cost to
deaf and hearing-impaired taxpayers through a television/tele-
phone/teletypewriter system.

Walk-in taxpayer assistance

The walk-in taxpayer assistance program is available both at
permanent and temporary (during the filing season) sites located
throughout the country. This is basically a self-help program which
includes answering taxpayers' questions and furnishing tax forms
and publications. The IRS no longer provides direct return prepa-
ration assistance.

Taxpayer information and education

In addition to its telephone and walk-in assistance programs, the
IRS presently conducts a year-round public information program
with special emphasis on the filing period (January through April).
This program includes training participants in several volunteer
programs and supervising the programs, directing educational pro-
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grams for taxpayers, and preparing media efforts for targeted
groups and the general public.

The Volunteer Income Tax Assistance Program (VITA), begun in
1969, provides assistance in completing tax returns to low-income,
elderly, and non-English speaking persons who have difficulty ob-
taining assistance from paid tax return preparers or IRS walk-in
_ assistance personnel. Community volunteers are trained by the IRS
in simple tax return preparation skills. These individuals then
offer free tax return preparation assistance in neighborhood loca-
tions throughout the country.

Tax Counseling for the Elderly, a similar volunteer program, was
established by the Revenue Act of 1978, to help meet the special
tax needs of persons aged 60 and older. Under this program, the
IRS enters into agreements with selected nonprofit orianizations
which provide volunteers to furnish tax assistance to the elderly.
The volunteers are reimbursed by the IRS, through the sponsoring
organizations, for out-of-pocket expenses incurred in providing the
assistance.

The Student Tax Clinic Program is conducted at 13 colleges and
universities across the country. Under this program, law and grad-
uate accounting students represent low-income taxpayers before
the IRS in examination and appeal proceedings.

Small Business Workshops and Tax Practitioner Institutes are
conducted in each internal revenue district to educate small busi-
nessmen and tax practitioners on recent tax developments which
meBr affect them.

isaster and Emergency Assistance Programs are conducted by
IRS in cooperation with other government agencies to provide spe-
cialized tax information to victims of major disasters and emergen-
cies.

The Understanding Taxes and Fundamentals of Tax Preparation
Programs provide free student publications to high schools and col-
leges. Additionally, under this program, IRS employees may meet
with teachers to explain these publications and answer questions
on tax laws and procedures.

2. Problem Resolution Program and Office of the Taxpaqer
Ombudsman \

In 1977, the Internal Revenue Service implemented a taxpayer
complaint response system, known as the Problem Resolution Pro- _
gram (PRP), in each of its districts. Under this program, there is a

roblem Resolution Officer in each district who reports directly to
the district director. In 1979, this program was expanded to cover
all Internal Revenue Service centers, as well as districts.

PRP was established to handle taxpayers’ problems and com-
pl’ ats not promptly or properly resolved through normal proce-
dures, or those problems which taxpayers believe have not received
appropriate attention. In addition, the program provides for the
analysis of problems resolved by it to determine their underlying
causes so corrective action can be taken to prevent their recur-
rence.

In 1979, the IRS established a Taxpayer Ombudsman in the
Office of the Commissioner of Internal Revenue. The Ombudsman
works under the direct supervision of the Deputy Commissioner of

\
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Internal Revenue. The responsibilities of the Ombudsman include
the administration of the Problem Resolution Program; representa-
tion of taxpayer interests and concerns within the IRS decision-
making process; review of IRS policies.and procedures for possible
adverse effects on taxpayers; proposal of ideas on tax administra-
tion that will benefit taxpayers; and representation of taxpayer
views in the design of tax forms and instructions.

In 1981, 318,179 individual taxpayer problems were resolved by
the Problem Resolution Program.
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B. Internal Revenue Service Collection and Enforcement Efforts

The major function of the IRS is to collect revenue and enforce
the tax laws. The enforcement efforts complement IRS collection
efforts both by assisting directly in those collection efforts and by
encouraging voluntary compliance with the tax laws.

The following is a summary of the major IRS collection and en-
forcement efforts in fiscal year 1981.1

1, Collection efforts

Returns received -

During 1981, the IRS received and processed 166.5 million re-
turns and supplemental documents. Over 94 million of these (about
56.5 percent) were individual income tax returns.

Mathematical correction

During fiscal year 1981, the IRS checked the mathematics on
about 91.4 million individual returns. As a result of this, refunds or
credits were issued to 3.2 million taxpayers who overstated their
tax liabilities by $778 million. Tax liability was understated by $1.2
billion, as a result of math errors, on 3.9 million returns.

With respect to estimated tax payments claimed on individual
income tax returns, taxpayers understated those payments by $446
million and overstated about $950 million.

Tax receipts

Gross tax receipts in fiscal year 1981 were $606.8 billion. Income
taxes accounted for more than two-thirds of this amount. Individu-
al income tax receipts were $332.9 billion and corporation income
tax receipts were $73.7 billion.

Social security, self-employment, Federal unemployment, and
railroad retirement taxes accounted for $152.9 billion. In addition,
excise tax revenue was $40.4 billion. Finally, receipts from estate
and gift taxes were $6.9 billion.

Refunds

In 1981, the IRS paid $63.3 billion in refunds to 73.6 million tax-
payers. Of this amount, $48.4 billion went to filers of Forms 1040
and 1040A. .

Penalties

During 1981, the IRS accessed $22 million civil penalties,
amounting to about $3 billion (about $1 billion in penalties was

!The information discussed in this section was derived from the 1981 Annual Report of the
Commissioner of Internal Revenue.
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abated). These penalties were assessed primarily for failure to pay
tax, pay estimated tax, late filing, and negligence and fraud.

Combined annual wage reporting

Combined Arinual Wage Reporting is a system that is designed to
reduce the reporting burden for employers while still satisfying the
reporting requirements of both the IRS and the Social Security Ad-
ministration.

In January 1980, the IRS began a program to ensure that
amounts reported on employment tax returns filed with the IRS
agree with Forms W-2 filed with the Social Security Administra-
tion. This reconciliation is designed to assure that the correct tax
has been reported and that employees have received the correct
social security coverage. From January 1980, through September
30, 1981, $327.6 million in additional tax has been assessed under
this program.

2 Enforcement efforts

Examinations

In 1981, the IRS implemented a new system for g{gouping individ-
ual income tax returns for examination selection. This new system
involves grouping returns by total positive income (TPI) and total
gross receipts (TGR).

TPI, which is used for nonbusiness returns, is the sum of all posi-
tive income values appearin}g) on a return. Under the previous
system of grouping returns by adjusted gross income, losses re-
duced income items and resulted in the grouping of high-income re-
turns (with tax shelter losses) with low-income returns.

TGR is the sum of business gross receipts and is used to class
business returns. Business returns are classed further according to
Schedule C (Business or Profession) or Schedule F (Farm). Returns
of taxpayers who are predominantly wage earners but have small
amounts of business income are classed as nonbusiness returns.

Examination and correction results

The IRS examined 1,930,292 returns in 1981. Examination cover-
age of income, estate, and gift tax returns was 1.84 percent.

The IRS examination program resulted in recommendations for
additional tax and penalties of $10.5 billion. Of that amount, indi-
vidual income tax returns accounted for $2.6 billion, corporate
income tax returns for $6.3 billion, fudiciary returns for $38.8 mil-
lion, estate and gift returns for $1.4 billion, and employment and
excise returns for $125 million. This program also disclosed overas-
sessments on 114,994 returns, resulting in refunds of $395 million.

In addition to the IRS examination program, 814,023 returns
were verified or corrected through correspondence from IRS service
centers, including 668,610 that result from the matching of infor-
mation documents. This type of examination resulted in recom-
mended additional tax and penalties of $205 million.

Information returns program

The Internal Revenue Service received 645 million information
documents in its tax year 1980 information returns program. More

94-622 0—82——3
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than 336 million of these documents were submitted on magnetic
media. The Internal Revenue Service matches most of the informa-
tion returns submitted on magnetic media to verify that correct
amounts are reported on taxpayers’ returns. About 26 percent of
the information returns submitted on paper are matched, and 84
percent of the combined magnetic media and paper receipts are
matched. In 1981, the Internal Revenue Service beganm associating
information returns with cases of taxpayers who filed income tax
returns in previous years but failed to do so for the current year.

As a result of its information returns program, the Internal Rev-
enue Service notified over 1.2 million taxpayers of potential dis-
crepancies between income reported on their tax returns and
income reported on information returns. Furthermore, 1.6 million
taxpayers were sent notices of apparent failure to file tax returns
based on information returns. The information returns program re-
sulted in collection of an additional $500 million for returns proc-
essed in 1981,

Windfall profit tax

In 198], the IRS trained more than 700 personnel in oil and gas
issues and in windfall profit tax administration. Moreover, 370 em-
ployees were trained to handle inquiries about the windfall profit
tax. Windfall profit tax liabilities reported on returns processed
through September 30, 1981, amounted to about $16.9 billion.

Large corporations

The coordinated examination program (CEP) covers financial in-
stitutions and utilities whose gross assets exceed $1 billion and
other coré)orations whose gross assets exceed $250 million. CEP is a
two-tiered program involving a national CEP and a regional CEP.
- The most complicated cases are assigned to the national program.

At the end of 1981, -there were 942 large corporation cases in the
national CEP and 536 cases in the regional CEP. Recommended tax
deficiencies and penalties, during 1981, were $4.33 billion.

Tax shelters

As of September 30, 1981, there were 248,828 returns with tax
shelter issues in the examination process. During 1981, 49,474 re-
tu'tilll's were closed with recommended tax and penalties of $593.5
million.

In 1981, the IRS established special examination groups for com-
modity shelters.

W-4 program (withholding allowance certificates)

The W-4 program was established in 1980 to check abuses by em-
ployees who file incorrect withholding allowance certificates with
employers to avoid having high income tax withheld from wages.

uring 1981, the IRS expanded the monitoring of employer com-
pliance with the withholding requirements. Furthermore, the IRS
18 in the frocess of developing a computer system to detect employ-
ers with large payrolls who have not submitted Forms W-4 to the
IRS. In addition, a program is being established to follow up auto-
matically on certain W-4 filers who failed to file 1980 income tax
returns. -
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Unreported income program

IRS unreported income programs resulted in the identification of
more than 24,000 returns. Examination of these returns reflected a
noncompliance rate of 83 percent.

The IRS currently is working to develop the capability to identify
potential unreported income on filed returns through its discrimi-
nant function (DIF) scoring system.

International enforcement

Examinations of business operations outside the U.S. are handled
by approximately 235 international examiners located in 13 key
districts. In 1981, these examiners participated in the examination
of 2,900 returns and recommended adjustments and penalties of
$2,8 billion. -

The Office of International Operations (OIO) has jurisdiction to
audit foreign persons with U.S. income. It has foreign posts located
in 16 key cities around the world. These foreign posts are headed
by revenue service representatives who manage the examination,
collection, and taxpayer service programs at those posts. In addi-
tion, OIO and its overseas representatives are responsible for the
exchange of information with U.S. treaty partners, and for other
overseas tax information gathering. In 1981, OIO examined over
18,5600 returns and recommended additional tax and penalty assess-
ments of about $950 million.

Criminal investigation

The general enforcement program of the Criminal Investigation
Division of the IRS (CID) identifies income tax evasion cases with
prosecution potential. The program also attempts to provide bal-
anced eriminal tax enforcement and geographical and occupational
coverage of various types of alleged-tax law violations. During 1981,
priority enforcement efforts included investigating individuals who
filed multiple claims for tax refunds, illegal tax protesters, and pro-
moters of fraudulent tax shelters.

The special enforcement program of the CID identifies and inves-
tigates individuals who derive substantial income from illegal ac-
tivities and violate the tax laws. The program also includes such
projects as the Federal strike force program against organized
crime,. the high-level drug dealers project, wagering tax enforce-
ment, and other efforts against racketeers.

Cooperation with other agencies

The IRS is involved in the Federal strike force program against
organized crime. The Department of Justice coordinates investiga-
tions in 15 strike forces located in 25 cities. The CID also partici-
pates in financial investigative task forces established by U.S. at-
torneys to coordinate the various Federal law enforcement agen-
cies’ efforts against major narcotics organizations. Furthermore,
IRS special agents are detailed to the Drug Enforcement Adminis-
tratifm to identify narcotics traffickers subject to the internal reve-
nue laws.
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Narcotics traffickers -

Since 1980, the IRS has more than doubled the number of staff
years involved in investigations of high-level drug traffickers, fi-
nanciers, and money launderers in its special enforcement pro-
gram. .

Illegal tax protestors

In early 1979, the IRS established a comprehensive program to
identify illegal tax protestor schemes and to take appropriate
action through examination, criminal investigation, and collection
programs to assure compliance with the tax laws. As of June 30,
1981, 13,600 illegal tax protestor returns were under examination.

Collection of delinquent accounts

During 1981, the IRS disposed of 2.2 million delinquent accounts
and collected $5.9 billion in overdue taxes. Of that amount, $2.2 bil-
lion was collected in response to computer notices sent to taxpayers
and $3.4 billion was collected on delinquent accounts. In addition,
overdue taxes of $285 million were collected when 1.5 million delin-
quent returns, involving $1.8 billion in additional assessments,
were secured. '

IRS service center collection branches handle computer delin-
quency notices. This is the first step in communication with tax-
payers who have not filed returns or paid taxes. In addition, the
service centers perform such procedures as associating taxpayer
correspondence, screening cases to determine that a final notice
has been sent, and verifying taxpayers’ employment.

If taxpayers do not resolve delinquent accounts or delinquent
return investigations in response to notices from service centers,
their cases are transferred to district offices. Most of these trans-
ferred cases are worked first by clerical and paraprofessional em-
ployees in the collection office function. However, the more diffi-
cult delinquent accounts and return investigations are referred to
the collection field function to be handled by revenue officers.

Nonfilers and delinquent returns

The Internal Revenue Service has special programs to deal with
the problems of nonfilers and delinquent return filers. New proce-
dures for early identification and contact of income tax nonfilers
were established in 1980 and further refined in 1981. In addition,
. in 1981, changes were made in the delinquent returns programs to
place greater emphasis on matching information -documents and
tax returns.
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III. BACKGROUND ON TAX NONCOMPLIANCE

Estimated amounts of unreported income

During the 1970’s, a number of analysts of the Federal individual
income tax system concluded that substantial amounts of individu-
al income were not reported on individual income tax returns. The
estimates of the unreported amounts of income, usually attributed
to the underground economy, have varied substantially, and the
methods used in making the estimates also have differed.

Peter M. Gutmann, in estimating what he called “the subterra-
nean economy,” from which no income is reported for tax Eur oses,
has developed estimates of currency in circulation held by banks
and outside of banks, demand deposits and gross national product
(GNP). By establishing a ratio of currency to demand deposits in an
historic period (1937-1941), which preceded the onset of World War
II higher taxes, rationing and price controls, he determined the
amount of money needed for le%:al monetary transactions at any
given level of GNP. This ratio then was applied to 1976 data for
currency, demand deposits, and GNP, and the resulting estimates
applied to 1976 and 1978 GNP and money supply data yielded an
estimate of the subterranean economy of about 10 percent of
GNP—$176 billion in 1976 and $200 billion in 1978.

Other assertions of the existence of the underground economy
often are based on anecdotal information that include references to
self- employed individuals in all kinds of activities (including mer-
chants who travel from one flea market to another each weekend)
who do not report income, unreported interest and dividend re-
~ ceipts, rents, royalties, capital gains, lottery winnings, and prizes

and awards. Such informal information indicates the presence of
an underground economy of unreported income, but it provides no
guide to the magnitude of the problem.

The Internal Revenue Service reported in 1979 (Publication 1104
(9-79)) on its study of the underground economy in which it esti-
mated separately the amount of income earned in each of the
major income sources and further estimated the details for particu-
lar subcategories of income by independent contractors, self-em-
ployed business people, tip income, etc. The estimates were com-
pared with the amounts reported on income tax returns, with the
difference being the unreported amount. These estimates indicated
that in 1976 individuals failed to report about $13 to $17 billion of
income tax due on about $75 to $100 billion of unreported income
from legal sources. These amounts were about 7 dpercent of $1.073
trillion of income reported from legal sources and about 9 percent
of tax due. In addition, the report also estimated that $6 to $9 bil-
lion in taxes were not paid on $25 to $35 billion of unreported indi-
vidual income from criminal activities in narcotics, illegal gam-
bling and prostitution.
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These estimates amount to a range of $100 to $135 billion of total
unreported income (from legal and illegal sources) for 1976. Given
the difficulty of making accurate estimates of unreported income,
the difference is quite small between Professor Gutmann'’s estimate
of $176 billion in 1976 and $135 billion as the top of the range esti-
mated by the Internal Revenue Service for the same year.

The Internal Revenue Service unreported income study did not
focus on foreign income and the use of foreign secrecy jurisdictions
to evade U.S. taxes. The significant problems raised by these types
of transactions have been addressed in hearings before the House
Ways and Means Oversight Subcommittee (April 24 and 25, 1979),
and by a 1981 IRS study on tax havens. No reliable estimates of
their impact on U.S. revenues have been made, however.

Unreported income from legal sources, 1976

Table 1 lists several types of income that have been underreport-
ed by taxpayers. In general, the unreported total was less than 10
percent of the amount of legal income reportable in 1976.

TABLE 1.—EsTIMATED AMOUNT OF UNREPORTED INCOME FOR 1976 A8
PERCENT OF REPORTABLE AMOUNT, BY TYPE OF INCOME

[Dollar Amounts in Billions)

Amount of income 1

Reportable on tax Reported on tax returns
returns

Type of Income e As a

percent of
From To Total 'a.momt‘
le t
Legal-source incomes:
Self-employment 3..........coovorvcevisennecssssisiinn $93 $99 360 60-64
Wages and Salaries ...........cc..ervrvvecnirirmeensisnnns 902 908 81 97-98
L O 54 58 49  84-90
DIVIENES % ..oovveevsesvcsssesmessisasssssssnens 2] 0. 25 84-92
Rents and royalties................cccourvececessisiinn 9 12 6  50-65
Pensions, annuities, estates, and trusts........... 31 33 27 84-88
Capital GAINS ........overververrrserrisscsrrsesmssesserenns 22 24 19  78-83
Others.............. e 9 10 7 70-75
Tl cooorervvenrivcsrerseenrrsssressnsiassesssisenns 1,148 1172 1,073  92-94

1Sum of components may not add to totals due to rounding. Percents of amounts reporlable were computed from

unrounded figures.

2A smallgamount of illegal-source incomes are included in the figures below. These inclusions will not significantly affect
the percentages shown in the right-hand column. .

8 Self-employment income covers net earnings of farm and nonfarm proprietorships and partnerships Wiat times referred to
as unincorporated business income) as well as net earnings of self-empioyed individuals working outside the context of
regularly established businesses in the legal sector. ) "

< Dividends include an estimated of distributed net profits of qualified Small business corporations.

8 |ncludes alimony, lottery winnings, prizes and awards and other types of income.

The unreported income in each of the eight listed categories
shows different percentages of compliance.

The highest degree of compliance, 97-98 percent, was in wages
and salaries, which also is the predominant source of income—
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about 78 percent of reportable income. Wage and salary income is
subject to the withholding tax, and W-2 information returns are
filed each January with the IRS with respect to the preceding
year’s income. Sufficient copies of the W-2 returns are distributed
to the taxpayers for filing with Federal and State returns and for
retention in the taxpayer’s records.

Self-employment income is the next largest income category,
about $96 billion or 8 percent of total reportable income. The study
estimated that only about 60 percent of this income was reported
on income tax returns. Unlike wage and salary income, for which a
person other than the taxpayer is the payor who withholds some
tax each pay period and is responsible for filing W~2 information
returns, the self-employed person often operates alone, maintains
{1e.w or no records, and has nobody withholding or filing a W-2 for

im.

Unreported wages and salaries and self-employment income have
some common characteristics that make estimating the total
amounts difficult and seriously restrict the ability of IRS to attrib-
ute the unreported amounts accurately to an individual taxpayer.
A substantial portion--as much as two-thirds—of the unreported
income is believed to be due to cash transactions. Another major
explanation involves informal business activities which include
substantial amounts of off-the-record transactions, whether or not
payments have been made in cash. The participants in the infor-
mal activities may be full- or part-time workers or moonlighters.

Interest or dividend income is reported to the IRS and the tax-
payer by the payor or his disbursing agent. The sum of these two
sources of income is greater than the amount of self-employment
income, but the reporting by the payor on Form 1099 has helped to
achieve an 87 percent compliance rate. About the same level of
compliance also characterized income from pensions, annuities, es-
tates and trusts.

The estimates indicate the lowest compliance rate (50-65 percent)
for reportable income was in the rent and royalty area.

Unreported income from illegal sources, 1976

Separate estimates were made by the IRS of the unreported net
income from gambling, illegal drugs and prostitution. Illegal gam-
bling, consisting of the numbers racket, bookmaking and other as-
sorted forms of gambling, produced between $8.0 to $10.0 billion in
unreported income. Illegal drug traffic unreported income, estimat-
ed at $19.9 billion which is the midpoint of the range from $16.2 to
$23.6 billion, was derived from traffic in heroin, cocaine, marijua-
na, and a residual category that included hashish and psychotropic
drugs and others. Prostitution unreported income was estimated at
$1.1 to $1.6 billion; these estimates were based on police arrest re-
cords of streetwalkers and information collected by police of the
volume of callgirl business. No estimates were made of the unre-
ported income from other illegal sources, because there is too much
uncertainty about the size of total incomes generated by such
crimes as loansharking, welfare fraud, bribery, illegal kickbacks,
and various other forms of larceny and white-collar crime.
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GAO study of nonfilers ~

The General Accounting Office released a study in 1979 in which
it discussed the efforts by IRS to detect and pursue individuals who
failed to file Federal individual income tax returns in 1972. This
study differed from the IRS study, discussed above, in that it con-
centrated on the types of individuals do not file returns. The IRS
study focused on the amounts and kinds of unreported income, and
did not distinguish between income that was underreported or
omitted on a filed return or income that was unreported because
no return was filed. .

On the other hand, GAO tried to identify the nonfilers, con-
stracted a profile of individuals who most Sprobably would be non-
filers and recommended procedures for IRS to use in reducing the
number of nonfilers.

GAO recommended that Congress consider alternative wafys to .
amend section 6651(a) to impose a late filing charge on nonfilers,
-identified by the IRS, who subsequently file returns resulting in re-
funds. It also was recommended that Congress request the IRS to
develop and provide the appropriate committees with information
on the amount of additional funds needed to improve the effective-
ness of IRS nonfiler compliance efforts. The information should in-
clude estimates of the costs for (1) estimating and analyzing the
nonfiler population, (2) developing a better nonfiler case selection
method, and (3) investigating all nonfilers selected.

For 1972 income tax returns, GAO estimated that between 4.1
and 5.3 million individual and joint returns were not filed by those
who should have filed. The taxable income of the nonfilers was es-
timated between $26 and $35 billion, and they had a tax liabilit,
between $1.3 and $2.4 billion. The tax liability estimate was not ad-
justed for income tax withholding that could have reduced the esti-
mate of lost tax receipts. Withholdings of nonfilers were estimated
at $500 million by GAO and about $1 billion by IRS.

Using the Exact Match File (see the section that follows), GAO
developed a socio-economic profile of nonfilers who had the follow-
ing characteristics: '

(1) About 26 percent of the nonfilers had 8 or fewer years of
schoolinf; 15 percent of the 63 million filers had the same level
of schooling. Nonfiling decrgased as education levels increased.
GAO believed that individuals with low levels of education
may find tax laws too complicated and may not be aware of
their filing responsibilities.

(2) About 52 percent of nonfilers had incomes of $5,000 or
less in contrast with 19 percent of filers in this income range.
Individuals with higher incomes are more likely to be filers.
GAO suggested that low income nonfilers may not have real-
ized that their incomes exceeded the filing threshold.

- (8) Laborers and workers made up about 33 percent of the

nonfiler population, but 18 percent of the population of filers.
Of the laborers and service workers required vo file returns, 13
percent were nonfilers. About 43 percent of all farm laborers
and 64 percent of all private household workers were nonfilers.

(4) Se f-employed individuals made up 17 percent of the non-

filer population and 9 percent of the filer population. Of the
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' _ self-employed individuals, 15 percent did not file «<ven though
required to file.

Preliminary estimates resulting from recent studies

Preliminary data for 1981 developed in a study which has not yet
been published by the Internal Revenue Service indicates that the
revenue loss resulting from noncompliance by individuals may be
$72 billion in 1981 and $77 billion 1n 1982, This study projects a
compliance gap of $102 billion in 1985 absent any change in the tax
laws or the current level of enforcement funding. The preliminary
data shows underpa{ments of $72 billion by individuals (including
$8 billion attributable to criminal activities) and $4 billion by cor-
porations.

Of the $64 billion estimated underpayment by individuals en-
gaged in legal activities, $47 billion results from underreporting of
income, $12 billion from overstatement of deductions, credits and
exemptions, and $5 billion from failures to file tax returns.

Compliance rates by selected income source according to IRS pre-
liminary estimates are shown in Table 2.

TABLE 2.—IRS EsTIMATES OF TAX COMPLIANCE RATES, SELECTED
INCOME SOURCES, 1981 (PRELIMINARY)
{In percent)

Source Source
Wages.......oeveervinninrnvenninnns 99 Pensions..........ccvirenrennnne 80
Farm business..............cc.... 92 Nonfarm business.......... 80
Interest........cccovvvniverrrennnnns 89 Capital gains........c.cccenne 56
Dividends ..........ccccvuvenennnens 85 Tip income ......ccoeevrririnnas 16

State tax refunds............... 81 Illegal income................. 5

Estimation methods

The Internal Revenue Service used several sources to make esti-
mates of underreported income, overstated expenses and the associ-
ated tax gap. The primary source of misre%zrting on returns filed
was the Service's Taxpayer Compliance Measurement Program
(TCMP). TCMP data are derived from a randomly selected national
probability sample of individual returns filed. The weighted results
of this sample provide estimates of underreported income by source
and overstated deductions, exemptions, and credits discoverable by
a reasonable examination. However, not all unreported income is
ascertainable upon examination. As a result, IRS conducted a spe-
cial TCMP-IRP study to determine how much unreported income
covered by information reporting was not discovered by TCMP. The
results of this special study were used to develop a factor to apply
to the TCMP results to estimate total unreported income on indi-
vidual returns filed.

Major outside sources of data on nonfiler incomes were two
Exact Match Files reiating to tax years 1972 and 1977. These files
were constructed from studies representing joint efforts by the
Census Bureau, the Social Security Administration (SSA) and the
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Internal Revenue Service. They link information obtained from na-
tional household surveys with data from administrative records in
SSA and IRS files. The Exact Match Files generated serve as data
bases of public record to be used for general statistical research.

Income data from the national income and product accounts
(NIPA) were also used, albeit with considerable modifications,
mainly as checks of results obtained from the more direct IRS esti-
mation methods. Subtracting estimates of income reported on indi-
vidual tax returns from comparable NIPA estimates of income paid
involves complex, roundabout estimation procedures. Moreover, the
NIPA concepts of income differ in some instances from concepts
relevant for tax purposes. Even so, the Internal Revenue Service
was able to make some use of national income data, particularly in
. the areas of interest and dividends.
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IV. POSSIBLE APPROACHES TO IMPROVING COMPLIANCE ‘

The precise reasons for the decline in voluntary compliance
cannot be easily identified; however, a number of factors may con-
tribute to the problem. For example, the complexity of the tax code
and frequent changes in its provisions may contribute to higher
levels o taxrayer misunderstanding than existed in earlier times.
This higher level of misunderstanding would lead to an increase in
inadvertent noncompliance. Noncompliance may be due to inade-
quacies in the information reporting and withholding systems. If a
taxpayer is not informed of items which should be included on his
tax return or if incorrect amounts are reported, both the Internal
Revenue Service and the taxpayer may have difficulty determining
the proper treatment of that item. In addition, the Internal Reve-
nue Service is less able to detect noncompliance in the case of an
inaccurately reported item. If the penalties provided under present
law are insubstantial in amount or uncertain in their application,
taxpagrers may consider the cost of noncompliance as relatively
low. Similarly, the number of times the Internal Revenue Service
contacts taxpayers and the number of returns selected for audit
maﬁ directly affect the public perception of the risks associated
with noncompliance. The growth in international business, and the
increased sophistication of taxpayers also opens new opportunities
for noncompliance. A number of approaches could lead to increased
voluntary compliance either through better understanding of the
internal revenue laws or through increasing the risks associated
with noncompliance.

Education

To comply with the internal revenue laws, taxpayers must have
"a general awareness of the requirements imposed on them and an
ability to obtain accurate information when they seek to ~ mply
with these requirements. For example, many believe that tne fre-
quent failure of taxpayers to pay estimated tax is the result of a
relatively low level of awareness with respect to the estimated tax
payment requirements. Similarly, a significant number of the indi-
viduals who fail to file the required income tax returns are subject
to wage withholding and may incorrectly believe that payment of
tax through the withholding system relieves them of the obligation
to file an annual return. It has been suggested that the relatively
low level of compliance with respect to pension payments may
result from the belief by many taxpayers that retirement income is
not subject to Federal income taxation. A broad-based prosg;ram of
public education or an increase in the Internal Revenue Service’s
taxpayer assistance program might have a positive effect in reduc-
ing noncompliance in these and similar areas. There are, however,
no data which sugfest whether such an educational program would
be more or less effective in reducing noncompliance than greater
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information reporting requirements, broader withholding require-
ments, or increased sanctions for failure to comply.

Simplification

The complexity of the tax laws and the frequency with which
they are modified may adversely affect the ability and willingness
of taxpayers to comply with the requirements of those laws. For ex-
ample, a taxpayer who believes that the required returns cannot be
understood or filed properly may be less likely to file a return than
one who fully understands the requirements. Similarly, because of
the law’s complexity a taxpa{)er may have the impression that the
law does not equitably distribute the tax burden, which may con-
tribute to a reduction in the voluntary self-assessment. In addition,
complexity may place added burdens on the Internal Revenue
Service and reduce the likelihood that any particular item will be
examined. Thus, proponents of tax simplification argue that great-
er compliance can be achieved by reducing the complexity of the
tax laws. On the other-hand, such simplification may entail sub-
stﬁntive tax changes which may not be perceived by many as desir-
able.

Information reporting

The information reporting requirements of the Code are intended
to serve two purposes. First, they remind taxpz:iyers of their obliga-
tion to report amounts on their tax returns and provide them with
the information needed to report the amounts. Second, they pro-
vide the Internal Revenue Service with the information necessar
to detect noncompliance. The information reporting system can fail
to accomplish these results in several circumstances. For example,
if information returns are not filed or are filed in an incomplete or
unprocessable form, their value in detecting noncompliance is lost.
In addition, if information reports are available on only some of
the elements of a taxpayer’s income, then the Internal Revenue
Service may not be able to detect noncompliance since its informa-
tion will be incomplete. Thus, if a taxpayer has income of $10,000
but processable reports are filed on only $5,000, the Internal Reve-
nue Service will not readily detect any underreporting while proc-
essing the return as long as at least $5,000 is reported.

The quality of information reporting can be improved by requir-
ing more returns to be in machine processable form, by increasing
the penalties for failure to report or failure to provide accurate and
complete reports, and by expanding the number of transactions
subject to such reporting. Internal Revenue Service data also indi-
cates that information transmitted in connection with withheld
taxes has a significantly lower error rate than information on
pv .y informational returns. Simplifying returns, where appropri-
ate, could also increase the quality of information reporting.

Detection of noncompliance can also be improved thrcugh
strengthening the ability of the Internal Revenue Service to obtain
relevant information from third parties. For example, tax treaties
could provide for information exchanges between taxing authorities
or to germit U.S. access to records held by third parties overseas.
In addition, the ability of the Internal Revenue Service to gain
access to records held by third parites could be improved by placing
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restrictions on the ability of taxpayers and third parties to delay
response to summonses.

Withholding

The most recent Internal Revenue Service compliance data indi-
cates that 99 percent of all wages subject to withholding are report-
ed on tax returns. This high compliance rate is generally attribut-
ed to the fact that tax is withheld before the taxpayer receives pay-
ments, to the high degree of accuracy in information reported with
respect to withheld amounts, and to the ability of the Internal Rev-
enue Service to detect noncompliance effectively. In addition, per-
sons entitled to credits or refunds arising from wage withholding
have a strong incentive to file returns and claim those credits or
refunds. Although withholding appears to result in higher compli-
ance rates, some people may question whether withholding require-
ments should be expanded, without further attempting to improve
the information reporting system.

Increased Internal Revenue Service enforceme::t efforts

The ultimate deterrents to noncompliance are Internal Revenue
Service enforcement efforts and the penalties imposed on taxpayers
who fail to comply. Thus, an increase in compliance could be ex-
pected from increased spending on Internal Revenue Service en-
forcement activities, including increased audits of tax returns, and
from increased penalties. On the other hand, reliance solely on this
approach to increase compliance could reduce voluntary compli-
ance if taxpayers were to develop a strongly negative attitude
toward the Internal Revenue Service as a result of increased intru-
sions by the Internal Revenue Service into their lives.

\
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V. SECTION-BY-SECTION DESCRIPTION OF . 21981
(TAXPAYER COMPLIANCE IMPROVEMENT ACT OF 1980)

Overview

The “Taxpayer Compliance Improvement Act of 1982” is intend-
ed to reduce taxpayer noncompliance through a series of provisions
designed to encourage complete and accurate reporting of income
and deductions. The bill includes provisions improving information
reporting, increasing penalties for noncompliance, amending the
methods under which interest is computed and substantially revis-
ing the withholding rules for pension distributions. Under the bill
interest on bearer obligations and obligations of the United States,
charged tips, transactions involving securities and commodities,
and State and local income tax refunds would be subjected to new
reporting requirements. The bill'’s penalty provisions include a
minimum penalty for extended failure to file returns; a substantial
increase in the penalty for failure to supply taxgayer identification
numbers or to file information returns, and withholding in cases of
continuing violations; a 10-percent penalty for any substantial un-
derpayment of tax when the items giving rise to the underpayment
were not disclosed on the return; and a (Fenalty on corporate offi-
cers and agents, including attorneys and certified public account-
ants, who commit fraud with respect to a corporation’s tax. The in-
terest proposals include provisions for adjusting the interest rate
payable by or to the Treasury, and compounding such interest,
semiannually. Where applicable, these provisions would cover for-
eign as well as U.S. transactions.

Title I—Administrative Provisions
Subtitle A—Reporting Requirements

Section 101(a)—Interest on bearer instruments and obligations of
the United States

Under present law, the definition of interest subject to informa-
tion reporting permits the Secretary to provide that interest in-
cludes interest on bearer evidences of indebtedness issued by a cor-
poration of a type offered to the public. The Secretary has not exer-
cised this authority. Further, interest as fresently defined in the
statute, does not include interest on obligations of the United
States or its agencies or instrumentalities. There is, therefore, no
requirement under the Internal Revenue Code for reporting of in-
terest on bearer obligations or obligations of the United States.

The bill would expand the information reporting requirements of
present law to require reporting of interest (including discount on

1 Sponsored by Seﬁawrs Dole, Grassley, Chafee, Domenici, Danforth, Stafford and Andrews.
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original issue) on all corporate obligations, including i 2arer obliga-
tions, and interest (including discount on original issue' on obliga-
tions of the United States and its agencies and instt 'mentalities.
The mechanics of such reporting would be prescribed under regula-
tions. These new reporting requirements would apply to interest
payments reportable on returns, the due date for filing of which is
after December 31, 1982. Thus, interest paid in 1982 would be sub-
ject to the new reporting requirement.

Section 101(b)~Information returns of brokers

Present law requires that every person doing business "as a
broker make a return, when required under regulations issued by
the Secretary, showing customer names, profits and losses, and
such other information as'the Secretary may require. There are,
currently, no regulations issued under this section.

The bill would direct the Secretary to issue regulations with re-
spect to commodities and securities brokers under the provisions of
present law. It would be contemplated that the broker would be re-
quired to report only such information as would normally be ac-
quired by the broker in the conduct of its business. Thus, if the
broker had all information necessary to compute gain and loss, it
would be required to include such information. Absent such infor-
mation the broker would be required -only to report the proceeds of
sale. These new regulations would also require reporting on the
sale or transfer before maturity of any bond. or other evidence of
indebtedness other than any sale or transfer by a corporation of
any Treasury obligation or any corporate bond or evidence of in-
debtedness the issuance of which is not required to be registered
with the Securities and Exchange Commission, having a maturit
of not more than one year. Short-term obligations held by individ-
uals would be subject to such reporting.

These regulations would be issued within six months of enact-
ment of the_bill. The first returns under these new regulations
would relate to transactions occurring in 1983.

Section 102—Information reporting on State and local income tax
refunds

Refunds of State or local income taxes that were deducted in a
previous taxable year are includible in a tax%zyer’s gross income to
the extent the deduction gave rise to a tax benefit. Under present
law, there is no requirement that information returns for such re-
funds be filed with the United States or that persons receive infor-
mation statements on those refunds during the tax filing season.

The bill would require that information returns for State and
local tax refunds of $10 or more be filed with the Internal Revenue
Service, reporting the amount of any refund payment, credit or
offset, the taxfgeayer’s name and taxpayer identification number to
the Internal Revenue Service. It would be anticipated that States
may satisfy such obligations through voluntary information ex-
change agreements. A statement with respect to each such return
would have to be furnished to the recipient of the refund during
Januar%hof the year following the year in which the refund is
made. This new requirement would apply to refunds, credits, and
offsets after December 81, 1982.
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Section 103—Reporting of charged tips

Under present law, an employee who receives tips in excess of
$20, in cash or its equivalent, in the course of his employment must
report all such tips in a monthly statement furnished to his em-
ployer. The employer must generally take these tigz (but no others)
into account in determining the amount of tax to be withheld from
the employee’s wages. No other reporting requirements are im-
posed on employers with respect to tips. -

Under the bill, any employer (other than a small employer) who
paf's over to an employee $600 or more of charged tips in any tax-
able year would be required to report those tips to the Internal
Revenue Service. Withholding on these charged tips (to the extent
not paid over to other employees under pooling arrangements)
would be required, as under present law, when the employee re-
ports them together with other tip income to the employer. The
amount reported by an employee on his tax return may be differ-
ent, of course, from that reported by the employer because of pool-
ing and other tip sharing arrangements. Small employers, who are
defined as persons who normally have employed five or fewer em-
ployees during the previous calendar year, would be exempt from
this reporting requirement. The new rules would apply to charge
tips paid over to employees after December 31, 1982.

Section 104—Form of information returns

In general, returns reguired by the tax laws must be made ac-
cording to the forms and regulations prescribed by the Secretary.
As a general rule, these returns must be in written form except
that in certain cases the return may be made by filing the required
information on magnetic tape or other medium, provided that the
prior consent to the Commissioner is obtained. There is no statu-
tory or regulatory requirement that any particular sort of return
be filed on magnetic tape or in other machine readable form.

The bill would clarify the authority of the Secretary to require
that returns be in a form that would permit their prompt and effi-
cient processing, including the filing of multiple returns in ma-
chine readable form. These provisions would apply to returns the
due date for filing of which is after 1982.

Subtitle B—~Maodification of Interest Provisions

Section 111—Interest to be compounded semiannually

Under present law, interest payable to or by the United States
under the tax law is not compounded. Instead, interest is computed
on a simple basis.

Under the bill, all interest payable under the Internal Revenue
Code would be compounded semiannually. This compounding re-
quirement would apply beginnfgg in 1983 to amounts of interest at-
tributable to periods before 1983 but remaining unpaid, as well as
%18 2other interest accruing under the internal revenue laws after

Section 112—Semiannual determination of rate of interest

Under present law, the rate of interest to be paid on underpay-
ments, on overpayments, and for other purposes, must be esta

N
\
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lished by the Treasury no later than October 15 of any year, based
on the average predominant prime rate (the rate quoted by com-
mercial banks to their preferred customers for short-term loans),
during September of that year, Leffect:ive January 1 of the following
year.

. Under the bill, interest rates would be determined semiannually
- and would be based on the average adjusted prime rate charged by
commercial banks during the six-month period ending September
30 (effective January 1 of the succeeding calendar year), and March
31 (effective July 1 of the same calendar year). The amendment
\fg)s%ld be effective for adjustments taking effect after December 31,

Sectiotn 113—Restrictions on payment of interest on certain refunds,
etc.

In general, under present law, interest on réfunds, credits and
offsets runs from the date of overpayment, which is usually the
last date prescribed for filing the particular return. Further, under
present law, if an overpayment of income tax is refunded within 45
days after the last date prescribed for filing the return, or if later,
within 45 days after the date the return is filed, no interest is pay-
able on the overpayment.

Under the bill, no interest would be paid on overpayments shown
on late returns for any day before the date on which the return is
filed or on refunds made within 45 days after the return is filed.
Likewise, an overpayment resulting from a net operating loss car-
ryback, a net capital loss carryback or credit carryback would be
deemed not to have occurred prior to the date a claim is filed for
such overpayment or credit. Under the bill, for purposes of the pay-
ment of interest on overpayments, a return would not be treated as
filed until it is filed in processable form. The amendments made by
this provision would be applicable to interest paid after enactment
e:fgfcept ghat interest accruing prior to March 11, 1982, would not be
affected.

Subtitle C—Penalty Provisions

Section 121—Fraud penalty on corporate directors, officers, employ-
ees and agents

Under present law, a director, officer, employee or agent of a cor- -
poration who knowingly participates in fraud with respect to the
corporation’s tax liability may be subject to a criminal penalty but
is not subject to any civil fraud penalty with respect to the
co?oration’s underpayment of tax. -

he bill would impose a new civil fraud penalty on corporate di-
rectors, officers, employees or agents (including attorneys, account-
ants, etc.), who knowingly participate in fraud that results in an
underpayment of tax by the corporation. Such directors, officers,
employees, or agents, would be jointly and severally liable for a
penalty equal to 50 percent of the part of the corporate under;pay—
ment due to fraud, but the amount that could be collected from
any one individual would not exceed $100,000. Participation giving
rise to this penalty would include ordering a subordinate to partici-
pate in a fraud or condoning the participation of a subordinate in

94-522 O0—82——4 -
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fraud. This civil fraud penalty could be asserted at any time before
the later of six years after the due date of the corporate return (in-
cluding extensions) or one year after expiration of any extension of
the statute of limitations on assessment of the corporation tax. The
giewl < 2nalty would apply to returns due to be filed after December

Section 122—Minimum penalty for extended failure to file

Under present law, if a taxpayer fails to file a tax return on the
date prescribed (with extensions of time for filing), a penalty is im-
poasedp based on the amount of any underpayment of tax for the
year. The penalty is 5 percent of the underpayment per month, or
fraction thereof, while the failure continues, but not more than 25
percent in the aggregate. Thus, no penalty is imposed on the tax-
payer if there is no underpayment for the year or if a refund is
due. Likewise, no penalty is imposed if the failure is due to reason-
able cause and not due to willful neglect.

The bill would add a new minimum penalty for the extended fail-
ure to file any income tax return. If an income tax return is not
filed within 60 days of the date prescribed (with extensions), the
penalties for failure to file would not be less than $100. Also, this
minimum penalty would not be imposed if the failure to file the
return was due to reasonable cause. The penalty would apply to re-
turns due after December 31, 1982.

Section 123—Criminal penalty for failure to file estimated tax

Present law imposes a criminal penalty for willful failure to pay
any estimated tax at the time required by law. A person convicted
of such willful failure is guilty of a misdemeanor and may be fined
not more than $10,000 or imprisoned not more than one year (or
both), together with costs of prosecution. Such penalty may apply
even if no civil Fenalty can be assessed.

The bill would provide that any person who fails to make an
estimated tax payment would not be subject to the criminal penal-
ty for such failure if the civil penalty for failure to pay estimated

-tax is not applicable. .

Section 124——Penalty for failure to file information returns or
supply identifying numbers

Present law imposes a penalty on any person who fails to file on
the date prescribed (with extensions) information returns includin
returns relating to certain information at source, payments of divi-
dends aggregating $10 or more, payments of patronage dividends
aggregating $10 or more, payments of interest ag%e;)gating $10 or
more, reporting requirements of certain fishin at operators,
income tax withheld, or payments of wages in.the form of group-
term life insurance. The penalty is $10 for each such failure, but
the total for all such failures during a calendar year can not
exceed $25,000. The penalty is not imposed if the failure is due to
reasonable cause and not to willful neglect.

Also, present law imposes a penalty of $5 per failure on any
person who is required by regulations to include his taxpayer iden-
tification number (TIN) in any return, statement or document, to

- furnish his TIN to another person, or to include in any return or
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statement made with respect to another person the TIN of such
other person, and who fails to comply with such requirement at the
time prescribed. The penalty is not imposed if the failure is due to
g'easona(\ible cause. In practice, this penalty is rarely, if ever,
imposed.

he bill would increase the penalty for failure to file the infor-
mation returns noted above to $50 per failure, the total amount for
all such penalties for any calendar year cannot exceed $50,000. The
bill would also require a minimum penalty for such failures if the
failures are due to intentional disregard of the filing requirements.
In such circumstances, the penalty would not be less than 10 per-
cent (5 percent in the case of reports of brokers) of the aggregate
amount of the items not pmf)erly reported.

In addition, the bill would increase from $5 to $50 per failure
(but not to exceed $50,000 in any year) the genalty for a person
who fails (1) to include his TIN in a return, (2) to furnish his TIN
to another person, or (3) to include, in any return or statement
filed or made with respect to another person the TIN of such other
person. In the case of the third type of failure, the bill would
1mpose an increased penalty on any filer who intentionally disre-
%arded the requirement to include a payee’s TIN on a return. Such
l}leyt would be subject to a penalty of $100 per failure, with no
imit.

Also, the bill would provide for withholding at source at a tax
rate of 15 percent if a taxpayer fails to supply a TIN or supplies an
incorrect TIN to another person who must file a return with re-
spect to payments to the taxpayer. If the TIN is not supplied, the
payor-filer would start withholding when aggregate payments to
the taxpayer for the calendar year exceeded any threshold requir-
ing the relporting of such payments. If the TIN is incorrect, the
payor would start withholding upon notice from the Secretary that
the taxpayer has failed to supp g the correct TIN within 60 days
after notice from the Secretary. Such withholding generally would
%cirll}:inue as long as the taxpayer failed to supply or correct his

The penalty ;ln'ovisions would apply after December 31, 1982. The.
withholding rules would apply only for gayments made (or other
amounts reported) after December 31, 1983.

Section 125—Penalty for substantial understatement

Under present law, a penalty is imposed for failure to pay tax
shown on a return or required to be shown on a return, or if any
part of any underpayment is due to negligence, certain valuation
overstatements, or civil fraud. These penalties either are not im-

sed if the failure is due to reasonable cause, or require the Serv-
ice to carry a positive burden of proof. Reasonable reliance on the
advice of a tax advisor generally will prevent application of the
fraud and neglisence penalties.

The bill would add to the Code a new penalty for substantial un-
derpayment of tax arising out of items not disclosed on the
taxpayer’s return. In the case of an individual, an understatement
of tax liability would be substantial only if it exceeds the greater of
$5,000 or 10 percent of the amount of tax required to be shown on
the return. For corporations, the understatement would be substan-
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tial only if it exceeds $10,000 or 10 percent of the tax required to be
shown on the return. The new penalty would be 10 percent of that
part of any underpayment of tax arising from an undisclosed item.
This new penalty may apply to an underpayment in addition to the
negligence penalty but would not apply if a fraud penalty or the
valuation penalty is imposed. An item would be considered dis-
closed only if information on the return or an attachment to the
return is adequate to apprise the Secretary of the nature and
amount of the item. This penalty would apply to returns required
to be filed after December 31, 1982.

Subtitle D—Withholding on Certain Deferred Income

Section 131—Withholding on pension payments

Under present law, income tax generally is not withheld from
amounts paid to an employee or beneficiary under a tax-qualified
pension, profit-sharing, or stock bonus plan, under a tax-sheltered
annuity program, or under an IRA (an individual retirement ac-
count or annuity or a U.S. retirement bond). Also, payments under
a commercial annuity contract are not generally subject to with-
holding tax. Tax is required to be withheld, however, ifJ a voluntary
withholding request by the recipient is in effect with respect to the
annuity. ' -

Under the bill, in the case of a qualified plan, tax may generally
be withheld, unless the taxpayer elects otherwise, from taxable
benefit payments (typically, annuity payments) as if those pay-
ments were wages paid by the plan. In the case of certain total dis-
tribution of benefits, however, tax would be withheld under special
rules designed to reflect the 10-year forward income averaging and
capital gains treatment provided for lump-sum distributions.

n the case of a tax-sheltered annuity program, an IRA, or a com-
mercial annuity contract, the bill would provide that tax would be
withheld on taxable payments, unless the taxpayer elects otherwise,
as if those payments were wages.

Under the bill, no tax would be withheld from benefit payments
(other than total distributions from qualified plans) if the recipient
elects not to have the withholding tax apply. Such election may be
made for any reason. In the case of a total distribution from a
qualified plan, the withholding tax would not apply if the recipient
provides notice that the distribution will be rolled over, tax-free, to
another qualified plan or to an IRA.

Title II—Rules and Regulations; Etc.

Section 201—Time for prescribing rules and regulations

Present law (sec. 7805) provides that the Secretary shall pre-
scribe all needful rules and regulations for the enforcement of the
Internal Revenue Code, including rules and regulations necessary
due to changes in the tax law. There are no specific time require-
ments for issuance of such rules and regulations.

Under the bill, the Secretary would be instructed to issue rules
and regulations pertaining to amendments to the Code made by the
bill and any subsequent Code amendments ‘‘as soon as possible.”
Furthermore, the bill would require the Secretary to report annu-
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ally to the Congress concerning any delays in issuing regulations
required by changes in the Code, the reasons for the delay, and
progress made in eliminating such delays.

" Section 202—Paperwork reduction

Under present law (Paperwork Reduction Act of 1980), informa-
tion collection requests must be referred to the Office of Manage-
ment and Budget for approval. The OMB has taken the position
that this requirement applies to Treasury Regulations as well as to
tax forms.

Under the bill, the Paperwork Reduction Act of 1980 would not
apply to any rule or regulation promulgated under the Internal
Revenue Code or to any information collection request that the
Secretary determines to be authorized by the Code or by any rule
or regulation.

Section 203—Report on forms

The final provision of the bill would require the Secretary, no
later than March 31, 1983, to study and report to the Congress
methods of modxfymg the demgn of the forms used by the Internal
Revenue Service to achieve greater accuracy in the reporting of
income and the matching of information reports and returns with
the actual income tax returns.

Revenue Estimates
The revenue estimates for S. 2198 are not yet available.
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To amend the Internal Revenue Code of 1954 to improve taxpayer compliance,
and for other purposes.

IN THE SENATE OF THE UNITED STATES

MaRcH 11 (legislative day, FEBRUARY 22), 1982

Mr. DoLe (for himself, Mr. GrassLey, Mr. CHAFEE, Mr. DomEeniCI, Mr.
DANFORTH, and Mr. STAFFORD) introduced the following bill; which was read
twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to improve
taxpayer compliance, and for other purposes.

Be it enacted by the; Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE; AMENﬁMENT OF 1954 CODE.

(a) SHORT TrTLE.—This Act may be cited as the “Tax-
payer Compliance Improvement Act of 1982”.

(b) AMENDMENT OF 1954 CoDE.—Except as otherwise
expressly provided, whenever in this Act an amendment or

repeal is expressed in terms of an amendment to, or repeal of,
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a section or other provision, the reference shall be considered
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2 -
1 to be made to a section or other provision of the Internal
2 Revenue Code of 1954.
3 TITLE I—ADMINISTRATIVE PROVISIONS

\

4 SUBTITLE A—REPORTING REQUIREMENTS

5 SEC. 101. TRANSACTIONS INVOLVING CERTAIN OBLIGATIONS.
6 (a) REPORTING OF INTEREST ON UNITED STATES AND
7 CORPORATE BEARER OBLIGATIONS.—

8 (1) INTEREST.—Subparagraph (A) of section

9 6049(b)(1) (defining interest) is amended to read as fol-
10 lows:

11 “(A) interest on evidences of indebtedness
12 (including bonds, debentures, notes, and certifi-
13 cates) issued by the United States or any agency
14 or instrumentality thereof or a corporation;”.

15 (2) ORIGINAL iISSUE DISCOUNT.—Subparagraph
16 (C) of section 6049(a)(1) (relating to requirements of
17 returns) is amended to read as follows:

18 “(C) which is a corporation (or the United
19 States or any agency or instrumentality thereof)
20 that has outstanding any bond, debenture, note, or
21 certificate or other evidence of indebtedness as to ]
22 which there is during any calendar year an
23 amount of original issue discount (within the

24 meaning of section 1232(h)) aggregating $10 or
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more includible in the gross income of any

holder,”.

(3) CONFORMING AMENDMENT.—Section 6049 is
amended by adding at the end thereof the following
new subsection:

“d Specia RuLes ReraTINé TO0 UNITED

STATES.—

“(1) UNITED STATES TREATED AS pERSéN.——
For purposes of subsection (5), the term ‘person’ shall
include the United States or any agency or instrumen-
tality thereof.

“(2) PAYMENTS BY THE UNITED STATES.—In
the case of payments made by the United States or
any agency or instrumentality thereof, officers and em-
ployees of the United States or any agency or instru-
mentality thereof having information with respect to
such paym;ants shall, under regulations prescribed byA
the Secretary, make the returns and statements re-
quired by this section.”.

(b) RETURNS OF BROKERS.—

(1) REGULATIONS TO BE PRESCRIBED.—Not
later than 6 months after the date of the enactment of
this Act, the Secretary of the Treasury or his delegate
shall prescribe regulations under section 6045 of the

Internal Revenue Code of 1954 which require com-
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modities and securities brokers to make the returns de-
seribed in such section with respect to transactions in
their capacity as such brokers.

(2) REPORTING WITH RESPECT TO CERTAIN
SALES AND TRANSFERS.—In the regulations pre-
scribed in accordance with paragraph (1), the Secretary
of the Treasury or his delegate shall require that in
any return required to be filed under such regulations
there shall be included information with respect to any
sale or transfer before maturity of any bond or other
evidence of indebtedness other than any sale or trans-
fer by a corporation of any—

(A) Treasury bill with a maturity of not more -
than 1 year, or
(B) bond or other evidence of indebtedness of

a corporation which—

(i) is not required to be registered with
the Securities and Exchange Commission,
and

(i) has a maturity of not more than 1
year.

(c) PENALTY FOR FAILURE To FiLE SECTION 6045

23 RETURNS.—Paragraph (2) of section 6652(a) (relating to re-

24 turns relating to information at source, etc.) is amended by
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5
inserting ‘“‘réquired by section 6045 (relating to returns of
brokers) or”’ i)efore “required”’.

" (@) EFFEGTIVE DATE.—The amendments made by this
section shall apply ;o ref\ums the due date for filing of which
(including extensions) is after December 31, 1982.

SEC. 102. STATE AND LOCAL INCOME TAX REFUNDS.
(a) IN GENERAL.—Subpart B of part ITI of subchapter
A of chapter 61 (relating to information concerning transac-
tions with other persons) is amended by adding at the end
thereof the following new section: -
“SEC. 6050E. STATE AND LOCAL INCOME TAX REFUNDS.
‘“(a) REQUIREMENT OF REPORTING.—Each individual
who— )
“(1) is charged under the laws of any State or po-
litical subdivision thereof with refunding State or local
income taxes (within the meaning of section 164(2)(3));
and
“(2) with respect to any person during any calen-
dar year makes payments of, or credits or offsets, re-

funds of such taxes aggregating $10 or more,

shall make a return according to the forms or regulations

- prescribed by the Secretary, setting forth the aggregate

amount of such payments, credits, or offsets, and the name
and address of the person with respect to whom such pay-

ment, credit, or offset was made.
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“(b) STATEMENTS TOo BE FURNISHED TO PERSONS

Wirh Respecr T0 WHOM INFORMATION Is Fur-
NISHED.—Every person making a return under subsection
(a) shall furnish to each person whose name is set forth in
such return a Writteantatement showing—
“(1) the name of the State or political subdivision
thereof, and
‘‘(2) the aggregate amount of refunds, credits, and
offsets to the person shown on the return.
The written statement required under the preceding sentence
shall be furnished to the person during January of the calen-
dar year following the calendar year for which the return
under subsection (a) was made.”.
(b) ConrorMING AMENDMENT.—The table of sections
for subpart B of part III of subchapter A of chapter 61 is
amended by adding at the end thereof the following new

item:

“Sec. 6050E. State and local income tax refunds.”.

(c) EFFECTIVE DATE.—The amendments made by this
section shall apply to payments of refunds, and credits and
offsets made, after December 31, 1982,

SEC. 103. REPORTING OF CHARGED TIPS.

(a) IN GENERAL.—Subsection (e) of section 6041 (relat-
ing to section not applying to certain tips) is amended to read
as follows:

‘“(e) SEcTiON DOES NoT APPLY TO CERTAIN TiPS.—
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“(1) IN GENERAL.—Except as provided in para-
graph (2), this section shall not apply to tips with re-
spect to which section 6053(a) (relating to reporting of
tips) applies.

“(2) CHARGED TIPS.— )

“(A) IN GENERAL.—In the case of an em-
ployer other than a small employer, paragraph (1) ]
shall not apply to charged tips which are paid
over by such employer to an employee. |

“(B) SMALL EMPLOYER.—For purposes of
this paragraph—

“@) IN GENERAL.—The term ‘small
employer’ means with respect to ‘any calen-
dar year an employer who normally em-
ployed 5 or fewer employees during the pre-
ceding calendar year.

“(ii) AGGREGATION OF EMPLOYEES.—

~ Under regulations prescribed by the Secre-
tary, rules similar to the rules of subsections

(a) and (b) of section 52 shall apply.”.

(b) ConForMING AMENDMENT.—The last sentence of

22 section 6001 (relating to notice or regulations requiring rec-

23 ords, statements, and special returns) is amended by inserting

24 “, records necessary to comply with section 6041 by reason
25 of section 6041(e),” after “charge receipts’’.
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(c) EFFECTIVE DATE.—The amendments made by this
section shall apply to tips paid over by an employer to an
employee after December 31, 1982. B -
SEC. 104. INFORMATION kETURNS.

(8 METHOD OF REPORTING BY LARGE PAYORS.—
Section 6011 (relating to general requirement of return,
statement, or list) is amended by redesignating subsection (e)
as subsection (f) and by inserting after subsection (d) the fol-
lowing new subsection:

“¢e) ForM oF REPORTING MusT BE MACHINE
PROCESSABLE IN CERTAIN CASES.—The Secretary may by
regulations require any person required to file a return under
this title to file such return in such form (including magnetic
media in the case of any person required to file multiple re-
turns) as the Secretary determines necessary to make such
return capable of being processed by such equipment as will
be used by the Secretary.”.

(b) EFFECTIVE DATE.—The amendments made by this
section shall apply to returns the due date for filing of which
(including extensions) is after December 31, 1982.

SUBTITLE B—MODIFICATION OF INTEREST PROVISIONS
SEC. 111. INTEREST COMPOUNDED SEMIANNUALLY.

(a) IN GENERAL.—Subchapter C of chapter 67 (relating

to determination of rate of interest) is amended by adding at

the end thereof the following new section:
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1 “SEC. 6622. INTEREST COMPOUNDED SEMIANNUALLY.

2 “In computing the amount of any interest required to be
3 paid under this title or section 2411(a) of title 28, United
4 States Code, by the Secretary or by the taxpayer, such inter-
5 est shall be compounded semiannually.”.
6 (b) CONFORMING AMENDMENTS.—
7 (1) Section 6601(e) (relating to applicable rules) is
8 amended by striking out paragraph (2) and redesignat-
9 ing paragraphs (3) and (4) as paragraphs (2) and (3),
10 re;pectively.
11 (2) The table of sections for subchapter C of chap-
12 ter 67 is amended by inserting after section 6621 the
13 following new item:
" “Sec. 6622. Interest compounded semiannually.”.
14 (3)(A) The heading for subchapter C of chapter 67
15 is amended by inserting ;‘; Compounding of Interest”
16 after “Rate’’.
17 (B) The item relating to subchapter C in the table
18 of subchapters for chapter 67 is amended by inserting
19 “; compounding of interest” after “rate”.
20 (¢) EFFecTIVE DATE.—The amendments made by this

21 section shall apply to interest accruing after December 31,

22 1982.
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MADE SEMIANNUALLY.

(a) IN GENERAL.—Subsection (b) of section 6621 (relat-

ing to determination of rate of interest) is amended to read as

follows:

“(b) ADJUSTMENT OF INTEREST RATE.—

(1) ESTABLISHMENT OF ADJUSTED RATE.—If
the adjusted prime rate charged by banks (rounded to
the nearest full percent)—

“(A) during the 6-month period ending on

September 30 of any calendar year, or

_ “(B) during the 6-month period ending on

March 31 of any calendar year,
is ai least 1 percentage point more or less than the in-
terest rate in effect under this section on either such
date, respectively, then the Secretary shall establish,
within 15 days. after the close of the applicable 6-
month period, an adjusted rate of interest equal to such
adjusted prime rate.

“(2) EFFECTIVE DATE OF ADJUSTMENT.—Any
adjusted rate of interest established under paragraph
(1) shall become effective—

“(A) on January 1 of the succeeding year in

the case of an adjustment attributable to para-

graph (1)(A), and
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“(B) on July 1 of the same year in the case
of an adjustment attributable to paragraph

(1)(B).”.

(b) EFrFeCTIVE DATE.—The amendment made by this
section shall apply to adjustments taking effect after Decem-
ber 31, 1982.

SEC. 113. RESTRiCTlONS ON PAYMENT OF INTEREST FOR CER-
TAIN PERIODS.

(a) INTEREST WITH RESPECT TO DELINQUENT RE-
TURNS.—Section 6611(b) (relating to period for which inter-
est on refunds is paid) is amended by adding at the end there-
of the following new paragraph:

“(3) LaTe RETURﬁs.—Notwithstanding para-
graph (1) or (2), in the case of a lieturn of tax which is
filed after the last date prescribed for filing such return
(determined w1th regard .to extensions), no interest
shall be allowed or paid for any day before the date on
which the return is filed.”. .

(b) No INTEREST IF RETURN NOT IN PROCESSABLE
ForM.—Section 6611 (relating to interest on overpayments)
is amended by redesignating subsection (i) as subsection (j)
and by adding after subsection (h) the following new subsec-
tion:

“@i) No INTEREST UNTIL RETURN IN PROCESSABLE

ForMm.—For purposes of subsections (b)(3), (e), and (h), a
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1 return shall not be treated as filed until it is filed in such form

2 as may be processed by the Secretary.”.

3
4
5
6
7
8
9

10
11
12
13
14
15
16
17<
18
19
20
21
22
23
24
25

(c) No INTEREST ON REFUNDS CAUSED BY CERTAIN

CARRYBACKS UNTIL CLAIMS FILED BY TAXPAYER.—

(1) NET OPERATING LOSS AND CAPITAL LOSS
CARRYBACKS.—Paragraph (1) of section 6611(f) (relat-
ing to refund of income tax caused by carryback or ad-

justment for certain unused deductions) is amended by

“striking out “prior to the close of the taxable year in

which such net operating loss or net capital loss
arises” and inserting in lieu thereof ‘“‘before an applica-
tion under section 6411 or a claim for credit or refund
is filed with respect to such overpayment”.

(2) CREDIT CARRYBACKS.—Paragraph (2) of sec-
tion 6611(f) is amended by striking out ‘‘before the
close of such subsequent taxable year”’ and inserting in
lieu thereof “‘before an application under section 6411
or a claim for credit or refund is filed with respect to
such overpayment”’.

(d) EFFECTIVE DATES.—

(1) IN GENERAL.—The amendments made by sub-
sections (a) and (b) shall apply to returns filed after the
30th day after the date of the enactment of this Act.

(2) .SuBsECTION (2).—The amendments made by

subsection (c) shall apply to payments of interest made

L

94-522 O—82——b5
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after the date of the enactment of this Act with respect

to interest accruing after March 11, 1982.

SuBTITLE C—PENALTY PROVISIONS

SEC. 121. FRAUD PENALTY ON CORPORATE DIRECTORS, OFFI.

CERS, EMPLOYEES, AND AGENTS.

(2) IN GENERAL.—Section 6653 (relating to failure to

pay tax) is amended by inserting after subsection (e) the fol-

lowing new subsection:

“) Fraup PENALTY IMPOSED ON CORPORATE DiI-

RECTORS, OFFICERS, EMPLOYEES, AND AGENTS.—

“(1) IN GENERAL.—If 1 or more directors, offi-
cers, employees, or agents of a corporation knowingly
participated in any fraud which resulted in a part of
any undefpayment of tax by such corporation, then
there is hereby imposed on all such individuals an ag-
gregate penalty equal to 50 percent of the amount of
such part. Except as provided in paragraph (2), each
individual described in the preceding sentence shall be
jointly and severally liable for any penalty imposed
under this paragraph.

“(2) $100,000 LIMITATION PER INDIVIDUAL PER
RETURN.—The amount of the penalty imposed under
paragraph (1) with respect to any individual with re-
spect to any return shall not exceed $iO0,000. .



© VO 3 & v - W N =

[ G R S T o T - B S T T . T T S = S = U Y
W N = O W O St W NN~ O

63

14

“(3) KNOWING PARTICIPATION.—For purposes of
this subnsection——- '

“(A) IN GENERAL.—Knowing participation
in fraud includes only participation with respect to
which such individual knew, or should have
known, that such participation would result in an
underpayment of tax.

“(B) CERTAIN ACTIVITIES INCLUDED.—
Participation in fraud by an individual includes—

“(i) ordering a subordinate (whether or
not an officer or employee of the corporation
by which the individual is employed) to par-
ticipate in such fraud, or

“(ii) knowing of, and not attempting to
prevent, participation by such a subordinate
in such fraud.”.

(b) STATUTE OF LiMITATIONS.—Subsection (c) of sec-
tion 6501 (relating to limitations on assessment and collec-
tion) is amended by adding at the end thereof the following
new paragraph:

“(8) FRAUDULENT CONDUCT OF CORPORATE DI-
RECTORS, OFFICERS, EMPLOYEES, AND AGENTS.—In
the case of a penalty imposed under section 6653(c),

the penalty may be assessed, or a proceeding in court
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for collection of such penalty may be begun without as-

sessment, before the later of—

“(A) 6 years after the last day prescribed by
law (determined with regard to extensions) for
filing the return of the corporation to which such
penalty relates, or

“(B) in the case of any such return with re-
spect to which an agreement is in effect under
paragraph (4), 1 year after the last day on which
the tax may be assessed, or a proceeding in court
may be begun without assessment, under such
agreement.”’.

(c) EFFECTIVE DATE.—The amendments made by this
section shall apply with respect to returns the due date for
filing of which (including extensions) is after December 31,
1982.

SEC. 122. MINIMUM PENALTY FOR EXTENDED FAILURE TO
FILE.

(2) IN GENERAL.—Subsection (a) of section 6651 (relat-
ing to failure to file tax return or to pay tax) is amended by
adding at the end thereof the following new sentence: “In the
case of a failure to file a return of tax imposed by chapter 1
within 60 days of the date prescribed for filing of such return
(determined with regard to any extensions of time for filing),

unless it is shown that such failure is due to reasonable cause
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and not due to willful neglect, the addition to tax under para-
graph (1) shall not be less than $100.”.

(b) CONFORMING AMENDMENTS.—Section 6651(c)(1)
(relating to additions under more than one paragraph) is
amended—

(1) by inserting ““(but not below $100 in any case
in which the last sentence of subsection (a) applies)”
after “‘reduced” in subparagraph (A), and

(2) by inserting ‘“(determined without regard to
the last sentence of such subsection)’’ after “paragraph
(1) of subsection (a)"’ in subparagraph (B).

(c) EFFECTIVE DATE.—The amendments made by this
section shall apply to returns the due date for filing of which
(including extensions) is after December 31, 1982.

SEC. 123. RELIEF FROM CRIMINAL PENALTY FOR FAILURE TO
FILE ESTIMATED TAX WHERE TAXPAYER
FALLS WITHIN STATUTORY EXCEPTIONS.

Section 7203 (relating to willful failure to file return,
supply information, or pay tax) is amended by adding at the
end thereof the following new sentence: “In the case of any
person with respect to whom there is a failure to pay any
estimated tax, this section shall not apply to such person with
respect to such failure if, by reason of section 6654(d), there
is no addition to tax under section 6654 with respect to such
failure.”’.
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SEC. 124. FAILURE TO FILE INFORMATION RETURNS OR

SUPPLY IDENTIFYING NUMBERS.

(a) MinsmUM PENALTY FOR FAILURE To FILE INFOR-
MATION RETURNS.—Subsection (a) of section 6652 (relating
to fail{xre to file certain information returns, ete.), as amended
by section 101(c), is amended to read as follows:

“(a) RETURNS RELATING TO INFORMATION AT
SOoURCE, PAYMENTS OF DIVIDENDS, E'fo., AND CERTAIN
TRANSFERS OF STOCK.—

(1) IN GENERAL.—In the case of each failure—

“(A) to file a statement of the aggregate
amount of payments to another person required
by—

“(i) section 6041 (a) or (b) (relating to
certain information at source),

“(ii) section 6042(a)(1) (relating to pay-
ments of dividends aggregating $10 or
more),

“(ii1) section 6044(a)(1) (relating to pay-
ments of patronage dividends aggregating
$10 or more),

“(iv) section 6049(a)(1) (relating to pay-
ments of interest aggregating $10 or more),
" “Yv) section 6050A(a) (relating to re-
porting requirements of certain fishing boat

6perators), or
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“(vi) section 6051(d) (relating to infor-

mation returns with respect to income tax

withheld), or

“(B) to make a return required by section
6045 (relating to returns of brokers) or required
by section 6052(a) (relating to reporting payment
of wages iﬁ the form of group-term life insura{\ce),

on the date prescribed therefor (determined with regard

‘to any extension of time for filing), unless it is shown

that such failure is due to reasonable cause, there shall
be paid (upon notice and demand by the Secretary and
in the same manner as tax), by the person failing to
file a statement referred to in subparagraph (A) or fail-
ing to make a return referred to in sﬁubparagrap'h (B),
$50 for each such failure, but the total amount im-
posed on the delinquent person for all such failures
during any calendar year shall not exceed $50,000.
“(2) PENALTY IN CASE OF INTENTIONAL DISRE-
GARD.—If 1 or more failures to which paragraph (1)
applies are due to intentional disregard of the filing re-
quirement, then with respect to such failures—
“(A) the penalty imposed under paragraph
(1) shall not be less than an amount equal to—
“() in the case of a return not described

in subparagraph (B), 10 percent of the ag-
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gregate amount of the items required to be

reported, and

“(ii) in the case of a return required to
be filed by section 6045, 5 percent of the
gross proceeds required to be reported, and
“(B) the $50,000 limitation under paragraph

1) shall not apply.”.

(b) INCREASE IN CiviL PENALTY ON FAILURE To
SuPPLY IDF;NTIF;ING NUMBERS.—Subseéction (a) of section
6676 (relating to failure to supply identifying numbers) is
amended to read as follows:

“(a) C1viL PENALTIES.—

“(1) In GENERAL.—If any person who is required

by regulations prescribed under section 6109—

“(A) to include his identifying number in any

_ return, étatement, or other document, )

“(B) to furnish his identifying number to an-
other person, or

“(C) to include in any return, statement, or
other document made with respect to another
person the identifying number of such other
person,

fails to comply with such requirement at the time pre-

scribed by such regulations, such person shall, unless it

is shown that such failure is due to reasonable cause,
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pay a penalty of $50 for each such failure, except that

the total amount imposed on such person for all such

failures during any calendar year shall not exceed

$50,000.

“(2) PENAL;I‘Y FOR INTENTIONAL DISREGARD.—
If 1 or more failures to which paragraph (1)(C) applies
are due to intentional disregard of the inclusion re-
quirement, then paragraph (1) shall be applied witﬁ re-
spect to such failures—

“(A) by substituting ‘$100’ for ‘$50’, and
“‘(B) without regard to the $50,000 limita-
tion.”.

(c) WITHHOLDING OF TaXx IN CERTAIN CASEs.—Sec-
tion 3402 (relating to withholding at source) is amended by
adding at the end thereof the following new subsection:

“(s) EXTENSION OF WITHHOLDING TO CERTAIN INDI-
vIDUALS WHERE IDENTIFYING NUMBER MISSING OR IN-
CORRECT.—

“(1) I GENERAL.—If, in the case of a return de-
scribed in subparagraph (A) (other than clause (vi)) or
subparagraph (B) of section 6652(a)(1), a qualified
payee with respect to such return—

“(A) fails to provide a required- identification

number, or
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“(B) provides an incorrect required identifica-

tion number,
then the person required to file such return shall
deduct and withhold from the amount of any payment
required to be included in such return a tax equal to
15 percent of such amount. i

“(2) AMOUNTS AND PERIODS OF WITHHOLD-
ING.—

“(A) FAILURE TO SUPPLY NUMBER.—In the
case of a failure described in paragraph (1)(A), the
tax under paragraph (1) shall be deducted and

- withheld on any amount which is paid during any
period during which a required identification
number has not been provided (or during the 7-
day period following such period).

“(B) INCORRECT IDENTIFICATION
NUMBER.—In the case of an incorrect required
identification number described in paragraph

* (1)(B), the Secretary shall notify the qualified
payee that the qualified payee has 60 days to cor-
rect such number. If the qualifie_d payee fails to
correct within such 60-day period, the tax under
paragraph (1) shall be deducted and withheld on

any amount which is paid during the period—
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purposes of this subsection—
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“(i) beginning on the 8th day after the
date the Secretary notifies the payor that the
payee has an incorrect required identification
number, and
“(ii) ending on the 8th day after the
date the Secretary notifies the payor that
such number has been corrected.

“(C) MINIMUM AMOUNT REQUIRED BEFORE
WITHHOLDING.—No amount shall be deducted
and withheld with respect to any payment re-
quired to be included in any return described in
paragraph (1) unless the aggregate amount of
such payment and all previous payments during
the period for which such return covers exceeds
the minimum amount which must be paid before
such return is required to be filed.

“(3) DEFINITIONS AND SPECIAL RULES.—For

“(A) QuALIFIED PAYEE.—The term ‘quali-
fied payee’ means any person with respect to
whom a payment is madg if such payment is re-
quired to be included in ;my return described in
paragraph (1), other than— '

*“(i) the United States or any agency or

instrumentality thereof,
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“(i) any State or political subdivision
thereof,
“(ii) an organization which is exempt
from taxation under section 501(a), or
“(iv) any foreign government or interna-
tional organization.

“(B) REQUIRED IDENTIFICATION
NUMBER.—The  term ‘required identification
number’ means an identifying number which is re-
quired to be furnished under section 6109.

“(C) PAYMENTS.—The term ‘payments’ in-
cludes amounts other than payments which are
required to be included in any return described in
paragraph (1).

‘(D) AMOUNTS FOR WHICH WITHHOLDING
OTHERWISE REQUIRED.—No tax shall be deduct-
ed or withheld under this subsection with respect
to any amount for which withholding is otherwise
required by this title.

“(E) APPLICATION FOR NUMBERS.—The
Secretary shall prescribe regulations for exemp-
tions from the tax imposed by paragraph (1)
during periods during which a person is waiting

for receipt of a required identification number.
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“(F) AMOUNTS REQUIRED TO BE INCLUDED
IN RETURNS.—The determination as to whether a
payment is required to be included in any return
described in paragraph (1) shall be made without
regard to any minimum amount which must be
paid before a return is filed.
“(G) COORDINATION WITH OTHER BSEC-
TIONS.—For purposes of this chapter (other than
~  subsection (n)), and so much of subtitle F (other
than section 7205) as relates to this chapter, pay-
ments of amounts to a qualified payee shall be
treated as if they were wages paid by an employ-
er to an employee.”.
(d) EFFECTIVE DATES.—
(1) The amendments made by subsections (a) and
(b) shall apply to returns the due date for the filing of
which (including extensions) is after December 31,
1982. '
(2) The amendment made by subsection (c) shall
apply to amounts paid after December 31, 1983.
SEC. 125. PENALTY FOR SUBSTANTIAL UNDERSTATEMENT.
(a) IN GENERAL.—Subchapter A of chapter 68 (relat-
ing to additions to tax and additional amounts) is amended by
fedesignating section 6660 as section 6661 and by inserting

after section 6659 the following new section:
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1 “SEC. 6660. SUBSTANTIAL UNDERSTATEMENT OF LIABILITY.

2 “(a) PENALTY IMPOSED.—

3 “(1) IN GENERAL.—If, in the case of & return of
4 tax imposed by chapter 1 for any taxable year, the un-

5 derpayment of tax with respect to such return exceeds

6 the greater of—

1 “(A) $5,000, or

8 “(B) 10 percent of the amount of tax re-
9 quired to be shown on such return,
10 then there shall be added to the tax shown on such
11 return an amount equal to 10 percent of such under-
12 payment.

13 “(2) CORPORATIONS.—In the case of a corpora-
14 tion other than an electing small business corporation
15 (as defined in section 1371(b)) or a personal holding
16 company (as defined in section 542), paragraph (1)
17 shall be applied by substituting ‘$10,000’ for ‘$5,000’.
18 “(b) UNDERPAYMENT DEFINED.—For purposes of this
19 section—
20 “(1) IN GENERAL.—The term ‘underpayment’ has
21 the same meaning given such term by section 6653(c).
22 “(2) REDUCTION FOR UNDERPAYMENT ATTRIB-
23 . UTABLE TO DISCLOSED ITEMS.—The amount of any

24 underpayment determined under paragraph (1) shall
25 not be greater than the amount which would be deter-
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mined if the disclosed items had been properly included
in the return.

“(3) REDUCTION FOR UNDERPAYMENT DUE TO
VALUATION OVERSTATEMENTS.—The am;mnt of any
underpayment under paragraph (1) (determined with
regard to paragraph (2)) shall be reduced by that por-
tion of the underpayment attributable to a valuation
overstatement to which section 6659 applies and which
is not a disclosed item.

“(c) D1scLOSED ITEM DEFINED; APPLICATION WITH

Fraup PENALTY.—For purposes of this section—

“(1) DiscLosep I1TEM.—The term ‘disclosed
item’ means any item which is described in the return,
or in a statement attached to the return, in a manner
adequate to apprise the Secretary of the nature and
amount of such item.

“Y2) APPLICATION WITH FRAUD PENALTY.—If
any penalty is assessed under section 6653(b) for an
underpayment of tax with respect to a return, no pen-
alty shall be assessed under this section with respect to
such underpayment.”.

(b) CONFORMING AMENDMENT.—The table of sections

23 for subchapter A of chapter 68 is amended by striking out the

24 last item and inserting in lieu thereof the following:

“Sec. 6660. Substantial understatement of liability.
“Sec. 6661. Applicable rules.”.
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(c) EFFECTIVE DATE.—The amendments made by this
section shall apply to returns the due date for filing of which
(including extensions) is after December 31, 1982.

SUBTITLE D——WITHHOLDII;IG ON DEFERRED INCOME
SEC. 131. WITHHOLDING ON CERTAIN DEFERRED INCOME.

(a) IN GENERAL.—Chapter 24 (relating to collection of
income tax at sour\ce on wages) is amended by adding at the
end thereof the following new section:

“SEC. 3405. SPECIAL RULES FOR CERTAIN DEFERRED
INCOME.

“(a) GENERAL RuULE.—For purposes of this chapter
(and so much of subtitle F as relates to this chapter), any
payment of a qualified distribution to an individual shall be
treated as if it were a payment of wages by an employer to
an employee.

“(b) ELECTION NOT TO HAVE SECTION APPLY.—

“(1) NONTOTAL DISTRIBUTIONS.—

‘“(A) IN GENERAL.—An individual may elect
with respect to any calendar year not to ha\;e_ the
provisions of subsection (a) apply to any portion of
any qualified distribution received by such individ-
ual from a payor during such calendar year which
is not part of a total distribution.

“(B) TIME AND MANNER OF ELECTION.—
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1 “(i) IN GENERAL.—An election under
2 subparagraph (A) shall be made by notifying
3 the payor of such election at such time and
4 in such manner as the Secretary may pre-
5 scribe by regulations.

6 “(ii) NOTICE OF RIGHT TO ELECT.—
7 Notice of the right to make an election under
8 this section shall be given to the recipient at-
9 such times as the Secretary shall prescribe
10 by regulations.
11 “(C) PERIOD OF ELECTION REMAINING IN
12 EFFECT.—An election under subparagraph (A)
13 shall take effect at such time as the Secretary
14 may prescribe by regulations and shall remain in
15 effect for the calendar year for which made unless
16 revoked earlier. -

17 “(2) TorAL DISTRIBUTIONS.—In the case of a
18 qualified distribution which is part of a total distribu-
19 tion, the provisions of subsection (2) shall not apply to
20 that portion of such qualified distribution with respect
21 to which the individual receiving such distribution noti-
22 fies the payor, in such form and manner as the Secre-
23 tary may prescribe, that such portion will not be in-
24 cludible in gross income by reason of a qualified roll-
25

over.

94-522 O—82—6



© W A N oA W N

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

78

29

“(c) AMOUNT WITHHELD IN THE CASE OF ToTAL

DisTrIBUTIONS.—In the case of a qualified distribution

which is part of a total distribution—

“(1) IN GENERAL.—Notwithstanding section
3402, the Secretary shall prescribe tables or computa-
tional procedures for purposes of computing the amount
of tax to be withheld under subsection (a) which are
based on the amount of tax which would be imposed
on such distribution under section 402(e) if—

“(A) the recipient elected to treat such distri-
bution as a lump-sum distribution (within the
meaning of section 402(e)(4)(A)), and

“(B) such distribution were attributable
solely to active participation after December 31,
1973.

“(2) SPECIAL RULE FOR DISTRIBUTIONS BY REA-
SONS OF DEATH.—In the case of qualified distributions
from or under an eligible retirement plan described in -
subparagraph (A), (B), or (C) of subsection (g)(3) which
are made by reason of a participant’s death, the Secre-
tary, in prescribing tables or procedures under para-
graph (1), shall take into account the exclusion from
gross income provided by secti(;n 101(b) (whether or

not allowable).
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“(d) MAxiMmumM AMOUNT WITHHELD.—The maximum
amount to be withheld under subsection (a) on any qualified
distribution shall not exceed the sum of the amount of money
and the fair market value of other'property (o‘ther than em-
ployer securities of the employer corporation (within the
meaning of section 402(a)(3)) received in the distribution.

“(e) L1ABILITY FOR WITHHOLDING.—

“1) In GENERAL.—Except as provided in para-
graph (2), the payor of a qualified distribution shall
deduct and withhold, and be liable for, payment of the
tax required to be deducted and withheld under this
section.

“(2) PLAN ADMINISTEATOR LIABLE IN CERTAIN
cASES.—In the case of an eligible retirement plan de-
scribed in subparagraph (A), (B), or (H) of subsection
(g)(3), paragraph (1) shall not apply and the plan ad-
ministrator shall deduct and withhold, and be liable for,
payment of the tax unless the plan administrator—

“(A) directs the payor to deduct and with-
hold such tax, and

‘“(B) provides the payor with such informa-
tion as the Secretary may require by regulations.

“(f) RoLLOVERS OF AMOUNTS WITHHELD.—

“(1) IN GENERAL.—If—
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“(A) any tax is deducted and withheld under

subsection (a) on a qualified distribution which is
part of a total distribution, and

‘“(B) the entire amount of such qualified dis-
tribution (other than the amount of such tax) is

not includible in gross income by reason of a

qualified rollover,
then there shall not be includible in gross income that
portion of the amount of such tax with respect to
which the recipient, before August 15 of the calendar
year following the calendar year in which the distribu-
tion was made, takes such actions as are necessary (as
determined under regulations prescribed by the Secre-
tary) to have such portion treated as a qualified roll-
over.

“(2) INCLUSION IN INCOME OF AMOUNTS NOT
ROLLED OVER.—If a recipient does not take the ac-
tions described in paragraph (1) with respect to any
portion of the tax described in such paragraph, the
amount of such portion shall be includible in gross
income in the taxable year in which the qualified distri-
bution of which it was a part was made.

“(2) DEFINITIONS.—For purposes of this section—
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“(1) QUALIFIED DISTRIBUTION.—The term

‘qualified distribution’ means any distribution or pay-

ment—

“(A) from or under an eligible retirement
plan or commercial annuity, and

“(B) which is includible in the gross income
of the recipient for the taxable year of the recipi-
ent in which it is received or any preceding tax-
able year.

“2) TOTALLDIS'I‘RIBUTION.—-

“(A) IN GENERAL.—The term ‘total distribu-
tion’ means the distribution or payment (within 1
taxal—)le year of the recipient) of the balance to the
credit of the individual on whose behalf the recipi-
ent is entitled to such distribution or payment.

“(B) SPECIAL RULE FOR ACCUMULATED
DEDUCTIBLE EMPLOYEE CONTRIBUTIONS.—For
purposes of subparagraph (A), accumulated de-
ductible employee contributions (within the mean-
ing of section 72(0)(5)(B)) shall be treated sepa-
rately in determining if there has been a total dis-
tribution.

‘“(3) ELIGIBLE RETIREMENT PLAN.—The term

‘eligible retirement plan’ means—
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“(A) an employees’ trust described in section
401(a) which is exempt from taxation under sec-
tion 501(a),
“(B) an annuity described in section 403(a),
“(C) an annuity contract described in section
403(b),
‘(D) a plan described in section 405(a),
“(E) an individual retirement account de-
seribed in section 408(a),- - -
“(F) an individual retirement annuity de-
seribed in section 408(b),
“(G) a retirement bond described in éection
409, or
“(H) a plan described in section 301(d) of the
Tax Reduction Act of 1975.
For purposes of this paragraph, a trust, plan, account,
annuity, or bond shall be treated as described in a sub-
paragraph of ‘this paragraph if it at any time was, or
determined by the Secretary to be, described in any
such subparagraph.
- “(4) CoMMERCIAL ANNUITY.—The term ‘com-
mercial annuity’ means an insurance or annuity con-
tract issued by an insurance company licensed to do

business under the laws of any State.
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“(5) PLAN ADMINISTRATOR.—The term ‘plan ad-
ministrator’ has the meaning given such term by sec-
tion 414(g).

“(6) QUALIFIED ROLLOVER.—The term ‘qualified
rollover’ means a rollover described in section
402(a)(5), 402(a)(7), 403(a)4), 403(b)(8), 405(d)(3),
408(d)(3), or 409(b)(3).”.

(b) FiLING OF REPORTS.—

(1) IN GENERAL.—Section 6047 (relating to infor-
mation concerning certain trust; and annuity and bond
purchase plans) is amended by redesignating subsection
(e) as subsection (f) and by inserting after subsection (d)
the following new subsection:

“(e) REPORTS BY EMPLOYEES AND PLAN ADMINIS-
TEATORS.—The Secretary may by regulations require that
the employer maintaining, or plan administrator (within the-
meaning of section 414(g)) of, an eligible retirement plan de-
scribed in subparagraph (A), (B), (D), or (H) of section
3405(g)(3) make returns and reports regarding such plan to
the Secretary, to the participants and beneficiaries of such
plan, and to such other persons as the Secretary may pre-
scribe by regulations. Such reports shall be in such form,
made at such time, and contain such information as the Sec-

retary may prescribe by regulations.”.
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(2) SECTION 6041.—Section 6041 (relating to in-
formation at source) is amended by adding &t the end
vthereof the following new subsection:

“) SectioN Nor To ArpLY TO CERTAIN Pay-
MENTS.—This section shall not apply to payments which are
required to be included in returns and reports under section

6047(e).”.
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(c) CONFORMING AMENDMENTS.—

(1) Section 31(a)(1) (relating to credit for wage
withholding for income tax purposes) is amended by in-
serting “‘or 3405" after 3402”.

(20(A) Paragraph (1) of section 3402(o) (relating
to extension of withholding to certain payments other
than wages) is amended—

(i) by inserting “‘and’’ at the end of subpara-

graph (A),

(ii) by striking out subparagraph (B), and

(iii) by redesignating subparagraph (C) as
subparagraph (B).
(B) Paragraph (2) of section 3402(o) is amended—

() by striking out subparagraph (B), and

(ii) by redesignating subparagraph (C) as sub-
paragraph (B). )

(C) Paragraph (3) of section 3402(o) is amended—

(i) by striking out “an annuity or”’, and
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(i) ~by striking out ‘“‘annuity payments or’’ in
the heading.

(D) Paragraph (4) of section 3402(o) is amend-
ed—

() by striking out “an annuity or’ in the
matter which precedes subparagraph (A) thereof;
and

(ii) by striking out subparagraph (C) and in-
serting in lieu thereof the following:

“(C) shall take effect with respect to pay-
ments made more than 7 days after the date on
which such request is furnished to the payor.”.
(8)(A) The table of sections of chapter 24 is

amended by adding at the end thereof the following

new item:

“Sec. 3405. Special rules for certain deferred income.”.

(B) The heading for chapter 24 is amended by in-
serting  “AND  CERTAIN DEFERRED
INCOME"” after “WAGES”.

(d) EFFECTIVE DATE.—The amendments made by this

20 section shall apply to payments made after December 31,
21 1982.
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TITLE I—RULES AND REGULATIONS;

\ PAPERWORK REDUCTION
SEC. 201. TIME FOR PRESCRIBING RULES AND REGULATIONS;
REPORT.

(a) REguLATIONS TO BE TIMELY PRESCRIBED.—Sec-
tion 7805 (relating to rules and regulations) is amended by
adding at the end thereof the following new subsection:

‘“(d) ExpEDITED RULES AND REGULATIONS.—In the
case of any rule or regulation required by any amendment of,
or addition to, this title made after the date of the enactment
of this section, the Secretary shall prescribe such rules and
regulations as soon as possible.”’. ,

(b REPORT BY SECRETARY.—The Secretary of the
Treasury shall report to the Congress annually with respect
to—

(1) any delays in issuing regulations required by
changes-in the Internal Revenue Code of 1954 and the
reasons for such delays, and

(2) any progress made in eliminating such delays.
() EFFEcTIVE DATE.—The amendment made by this

section shall apply to regulations pursuant to amendments of,
and additions to, the Internal Revenue Code of 1954 made
by this Act or made on or after the date of the enaétment of

this Act.
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SEC. 202. PAPERWORK REDUCTION.

(a) IN GENERAL.-—Section 7852 (relating to other ap-
plicable rules) is amended by adding at the end thereof the
following new subsection:

“) PAPERWOI;K RepucTtioN.—Chapter 35 of title 44,
United States Code, shall not apply to any collection of infor-
mation requirement contained in any rule or regulation en-
forcing any provision of this title or to é.ny information collec-
tion request which the Secretary determines to be authorized
by any provision of this title or any such rule or regulation.”.

(b) EFFecTIvE DATE.—The amendment made by sub-
section (b) shall be effective as of April 1, 1981.

SEC. 203. REPORT ON FORMS. '

Not later than March 31, 1983, the Secretary of the
Treasury or his delegate shall study and report to the Con-
gress methods of modifying the design of the forms used by
the Internal Revenue Service to achieve greater accuracy in
the reporting of income and the matching of information re-
ports and returns with the returns of tax imposed by chapter

)
1.

~
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STATEMENT OF SENATOR BoB Dol
ON

THe TaxpAYER COMPLIANCE IMPROVEMENT AcY
MARCH 22, 1982 '

| AM PLEASED THAT UNDER THE LEADERSHIP OF SENATOR GRASSLEY,
THE ORIGINAL SPONSOR WITH ME OF S. 2198, THE SUBCOMMITYEE ON
OVERSI1GHT OF THE IRS HAS SCHEDULED A HEARING TODAY ON S. 2198 aAND

ON THE PROBLEMS OF TAXPAYER COMPLIANCE-

W . 8

THIS IS AN IMPORTANT BILL. IT IS IMPORTANT BECAUSE IT
CONSTITUTES THE FIRST COMPREHENSIVE, STRUCTURAL REFORM OF THE
VOLUNTARY COMPLTANCE SYSTEM SINCE ENACTMENT oF THE 1954 Cobe.
S. 2198 1s ALSO IMPORTANT BECAUSE, TOGETHER WITH THE
_ADMINISTRATION'S ADDITIONAL IRS BUDGET AUTHORITY AND LIMITED
ADDITIONAL SPENDING ON IRS DATA PROCESSING AND EXAMINATION
FUNCTIONS, IT WILL GENERATE AN ESTIMATED ADDITIONAL $20 BILLION
OVER THE NEXT 3 YEARS. THUS, THE BILL CAN BE AN IMPORTANT PART

OF OUR DEFICIT REDUCTION PLAN.

COLLECTING TAXES OWED IS A FIRST STEP

We 1N CONGRESS ARE WRESTLING DAILY WITH WHAT IS AT LEAST A
$150 BILLION PROBLEM, THE 1983 FEDERAL DEFICIT. NOT ONLY WILL WE
BE ASKED TO CUT IMPORTANT nxscnsfloNAnv SPENDING PROGRAMS AND
ENTITLEMENTS, BUT WE WILL BE ASKED TO RAISE TAXES, INCLUDING THE
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TAXES OF PERSONS WHO HAVE PREVIOUSLY PAID THE TAXES THEY OWE. |
THINK WE MUST DO BOTH. BuT BEFORE WE DO EITHER, | BELIEVE wE
MUST MAKE FURTHER EFFORTS TO COLLECT THE MORE THAN $70 BILLION OF

TAXES THAT TODAY GOES UNREPORTED AND UNPAID.

GOOD TAX ADMINISTRATION

1S 600D GOVERNMENT

1 BELIEVE THIS BILL AND ITS PROPOSALS WILL RECEIVE STRONG
BIPARTISAN SUPPORT. FAIR AND EFFECTIVE TAX ADMINISTRATION IS NOT
A PARTISAN GOAL. CONCERN ON BOTH SIDES OF THE AISLE WITH THE
IMPENDING DEFICITS, AS WELL AS WITH THE FAIRNESS OF OUR TAX
SYSTEM, INSURES BROAD, BIPARTISAN SUPPORT FOR THIS MEASURE. On
THE OTHER SIDE OF THE HILL, THE DISTINGUISHED RANKING MINORITY
HEMBER OF THE House WAYs AND MEANs CoMMITTEE, BARBER CONABLE, HAS
INTRODUCED THIS BILL- I UNDERSTAND THAT CHAIRMAN ROSTENKOWSKI,
IS ALSO REVIEWING THESE PROBLEMS AND THE OPPORTUNITY FOR
LEGISLATIVE ACTION. | HOPE HE WILL BE ABLE TO JOIN US IN THIS

EFFORT.

I LooK FOrRWARD TO HEARING THE VIEWS OF OUR WITNESSES ON THIS

IMPORTANT MEASURE.
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OPENING STATB‘E‘IT OF SEPAT0R CHMARLFES GRASSLEY F 1nv
MarcH 22, 1982 BEFORE THE SUBCOMMITTEE ON WERSIGHT 0= Tve IRS

I'D LIKE TO CALL THIS HEARING OF THE SUBCOMMITTEE ON (WERSIAHT OF

THE INTERNAL REVENUE SERVICE TO ORDER., THE TOPIC OF OUR HEARING |
ToDAY ‘IS S, 2198, THE TAXPAYER COMPLIANCE IMPROVEMENT &CT, A MEASIRE
SPONSORED BY SENATOR OLE AND ME, AND CO-SPONSORED BY TWO OTHER.
Finance CovmITTEE MEMBERS, SENATORS CHAFEE AND TWNFORTH,  THIS 1S A
VERY IMPORTANT STEP IN ACHIEVING EQUITY FOR ALL TAXPAYERS. "R BILL
LOOKS AT THE ENTIRE TAX SYSTEM IN A COMPREHENSIVE WAY IN AN ATTEMPT -
TO MAXIMIZE COMPLIANCE, THE “WORKING MEN AND WOMEN OF AMERICA ﬁm'r
MIND PAYING TAXES — THEY JUST WANT EVERYBODY TO PAY THEIR CAIR SHARE.,

S, 2198 DOES NOT CREATE NEY TAX LIABILITY: HOWEVER, IT MAKES A THOROUGH
ATTEMPT TO COLLECT TAXES FROM THOSE m_o' OWE THEM AND HAVE NOT PAID,

BotH SenaTorR DoLE AND | FEEL 1T wOULD BE TREMENDOUSLY UNFAIR TO BERIN
LOOKING FOR VAYS TO INCREASE TAXES WITHOUT FIRST TRYING TO COLLECT TAXES
ALREADY OWED BY THOSE WHD ARE TRYING TO AVOID THEIR LEGAL OBLIGATION TO

PAY TAX, THERE IS NO REASON TO INCREASE THE HONEST TAXPAVER'S BILL WITHOST
MAKING A SINCERE ATTEMPT TO COLLECT TAX FROM DISHONEST OR NEGLIGENT
TAXPAYERS. I BELIEVE OUR PROPOSALS MILL HAVE BROAD BI-PARTISAN SUPPORT
AND PROPERLY SO, SINCE DENOCRATS AND PEPUBLICANS, ALIKE ARE CONCERNED

WITH THE LEVEL OF PROJECTED DEFICITS AND THE NEED FOR A FAIR TAX SYSTEM.

THIS BILL ALSO HAS THE ADDED BENEFIT OF RAISING MONEY FOR THE TREASURY,
ACCORDING TO THE PRELIMINARY ESTIMATES OF THE STAF® 0F THE JOINT CoMMITTEE
o TAXATION, THIS MEASURE, WHEN CO'PLED WITH ADDITIONAL SPENDING EOR
IMPROVED COLLECTION, WILL RAISE APPROXIMATELY $3.0 BILLION IN FY 83,

$8.1 BiLLron IN FY 84, anp $9.3 Biesion N FY 85, | unoERSTAND Tve

STAFF IS CURRENTLY REVIEWING THESE ESTIMATES AND FINAL ESTIMATES WILL
BE RELEASED WHEN AVAILABLE,
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OUR BILL DOES NOT INCLUDE BROAD-BASED WITHHOLDING AS A COLLECTION
TECHNIGUE. RATHER, IT RELIES ON EXTENSIVE INFORMATION REPORTING BY
TAXPAYERS OR THIRD PARTY PAYORS TO THE INTERNAL REVENUE SERVICE. YMILE
ALL OF THE SPONSORS OF THIS BILL ARE CONCERNED ABOUT THE ADDITIONAL
REPORTING BURDEN THIS BILL PLACES ON CERTAIN PERSONS, WE FELT IT WAS

A BETTER ALTERNATIVE THAN “WITHHOLDING" TO COLLECT TAXES OWED THE
GOVERNMENT ,

IN AN EFFORT TO IMPROVE VOLUNTARY COMPLIANCE, WHICH IS SLIPPING, WE
HAVE INSTITUTED SOME NEW AND STRONGER PENALTIES FOR THOSE “HO FAIL TO
COMPLY WITH THE LAW. “E HAVE CREATED A PENALTY FOR THOSE INDIVIDUALS
_VHO SUBSTANTIALLY UNDERSTATE THEIR TAX LIABILITY BY AT LEAST $5,000
WITHOUT FLAGGING THE ISSUE LEADING TO THE DEFICIENCY, THIS PROVISION
~ 1S SPECIFICALLY DESIGNED TO DISCOURAGE HIGH INCOME TAXPAYERS FROM PLAYING
THE AWDIT LOTTERY, IMPROVED PENALTIES ARE NECESSARY TN BE SURE VOLUNTARY
" COMPLIANCE DOES NOT SLIP FURTHER., VOLUNTARY COMPLIANCE 1S THE MAINSTAY
OF OUR REVENUE COLLECTION SYSTEM, MITHOUT VOLUNTARY COMPLIANCE, THE
GOVERNMENT WOULD NOT BE ABLE TO COLLECT THE TAX DUE WITHOUT SERIOUS
INFRINGEMENTS ON EACH INDIVIDUAL'S PRIVACY, |

\

LoF "?",:.’) T T S SR SRR IR

THE ENACTMENT OF S, 2198 WILL ENHANCE TAXPAYER'S PERCEPTION OF THE SYSTEM
OF VOLUNTARY COMPLIANCE. THESE CHANGES SET OUT A-SYSTEM WHICH 1S
FUNDAVENTALLY FAIR — IT REQUIRES EACH TAXPAYER TO PAY WHAT HE OR

SHE OMES, ALSO, BY COLLECTING THESE OUTSTANDING OBLIGATIONS DUE AND -

OWING, IT PERMITS THE FEDERAL GOVERNVENT TO REDUCE THE DEFICIT, $2) BILLION
OVER THREE YEARS WILL NOT BALANCE THE BUDGET, BT IT IS A RELATIVELY PAINLESS

STE® TOWARD THAT GOAL.,

THE SUBCOMMITTEE IS LOOKING FORWARD TO ALL OF THE WITNESSES, BEGINNING
WITH THE COMMENTS OF THE DMINISTRATION WITNESSES, ASSISTANT Secasm?
oF THE TREASURY JOHN CHAPOTON AND COMMISSIONER OF INTERNAL REVEMUE
Roscoe EeGER.  FIRsT, | WOULD LIKE TO ASK SENATOR Baucus or SenaTor DoLE
IF THEY HAVE OPENING REMARKS. : o
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Senator GrassLEy. I would like to call this hearing of the Sub-
committee on Oversight of the Internal Revenue Service to order.

The topic of our hearin% today is S. 2198, the Taxpayers Compli-
ance Improvement Act of 1982, a measure sponsored by Senator
Dole and myself, and cosponsored by two other Finance Committee
members, Senator Chafee and Senator Danforth.

This is a very important step in achieving equity for all taxpay-
er. Our bill looks at the entire tax system in a comprehensive way
in an attempt to maximize compliance. The working men and
women of America don’t mind paying taxes, they just want to
malll<e sure that everybody else pays their fair share of taxes as
well.

S. 2198 does not create new tax liability; however it makes a
thorough attempt to collect taxes from those who owe them and
have not paid. Both Senator Dole and I feel it would be tremen-
dously unfair to begin looking for ways to increase taxes without
first trying to collect taxes already owed by those who are trying to
avoid their legal obligation to f)ay taxes. There is no reason to in-
crease the honest taxpayer’s bill without making a sincere attempt——
to collect taxes from dishonest or negligent taxpayers.

I believe our proposals will have broad bipartisan support, and
proEerly so, since Democrats and Republicans alike are concerned
with the level of projected deficits and the need for a fair tax
system.

This bill also has the added benefit of raising money for the
Treasury. According to the preliminary estimates of the staff of the
Joint Committee on Taxation, this measure when coupled with ad-
ditional spending for improved collection will raise approximately
$3 billion in fiscal year 1983, $8.1 billion in fiscal year 1984, and
$9.33 billion in fiscal year 1985. That’s about $20 billion for the
next 3 fiscal years.

Our bill does not include broad-based withholding as a collection
technique; although, that idea has been put forward recently and
by past administrations. Rather, our bill relies on extensive infor-
mation reporting by taxpayers or third-party payors to the Internal
Revenue Service. ile all of the sponsors of this bill are con-
cerned about the additional reporting and the burden from report-
ing this bill places on certain persons, we felt it was a better alter-
native than withholding to collect taxes owed the Government.

In an effort to improve voluntary compliance, which is slipping,
we have instituted some new and stronger penalties for those who
fail to comply with the law. We have created a penalty for those
individuals who substantially understate their tax liability by at
least $5,000 without flagging the issue leading to the deficiency.
This provision is specifically designed to discourage high-income
taxpayers from playing what is referred to as the audit Iotterf'. Im-
proved penalties are necessary to be sure voluntary compliance
does not sli{) further. Voluntary compliance is the mainstay of our
revenue collection system. Without voluntary compliance the Gov-
ernment would not be able to collect the taxes due without serious
infringements on each individual’s privacy.

The enactment of this bill will enhance taxpa{‘ers’ perception of
the system of voluntary compliance. These changes set out a
system which is fundamentally fair. It encourages each taxpayer to
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pay what he or she owes. Also, by collecting these outstanding obli-
gations due and owing it permits the Federal Government to
reduce the deficit. Twenty billion dollars over these 3 years will not
bal?nce the budget, but it is a relatively painless step toward that
goal.

The subcommittee is looking forward to all of the witnesses, be-
ginning with the comments of the administration witnesses: Assist-
ant Secretary of the Treasury, John Chapoton, and Commissioner
of Internal Revenue, Roscoe Egger.

First of all, I wculd like to call on Senator Dole. If Senator
Baucus comes yet before we start our questioning, I will call on
Senator Dole as the ranking majority member to give any opening
remarks that he might have.

Senator Dole.

Senator DoLk. First, I want to commend Senator Grassley for his
i;uick hearings on what I consider to be a very sound proposal. And

would ask that my statement be made a part of the record.

He has underscored the importance of this bill. It is not a gim-
mick and it is not something we are going to take lightly. It is
something that, if in fact we can keep what we have in the legisla-
tion, we could pick up an estimated $20 billion over the next 3
years, and that’s a lot of money. ]

But we have got a $150 billion or higher problem in this Con-
gress in fiscal year 1983, and we are looking for revenues as well as
spending cuts, entitlement cuts, revenue enhancement, manage-
ment initiatives, user fees, every conceivable way to pick up
enough revenue. And I think, before we spend too much time focus-
ing on some of those areas, we ought to make certain that some
people and some businesses are at least paying some tax before we
go back to others and ask for another contribution.

So, 1 suggest this is a very important hearing. It is really the
fliggz effort to take a hard look at our self-assesment system since

I commend Senator Grassley for his leadership, for cosponsoring
S. 2198. It is my hope that we can wrap this up fairly quickly and
E:t it on the so-called package—we hope it’s a package—that will

added to the debt ceiling that is going to sail through here, I
holpe not later than May 1. I've moved up the timetable 30 days.
know there are some who won’t like this bill. People just don’t
like to pay taxes, particularly those who have never tried it.
[Laughter.]
. It would seem te¢ me that, once you get used to it, it's not so bad.
It's like anything else. But we will hear from some who will say,
“Oh, you can’t do this to waiters,” and you can’t do this to others.
Why can’t you do this to people who have an income and don’t
report it? That’s the question.
would think the great majority of Americans who pay their
taxes would be insisting that we do at least this much. And if we
don’t succeed in this voluntary effort through more information,
maybe we will have to go to withholding; because when you with-
hold taxes, you get about 99 percent compliance. But when ycu
don’t withhold taxes, you get down tc—well, even capital gains,
you only get about 56 percent compliance; that’s $5 billion a year
we are losing in taxes. When you get down to tips and things of

94-522 O—82——17
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that kind, it's even less. Then you get into the so-called illegal
sector of tax compliance—drugs, prostitution, and gambling—and
you get even less. I think maybe some pay it by mistake. But it is
hardly perceptible when you get into those areas.

So, we are going to have a good hearing. We have some outstand-
ing witnesses today. I appreciate the chance to make an opening
statement.

Senator GrassLey. Thank you, Senator Dole. And I want to
thank you and your staff for the help and contribution that you
have made in putting together what I think is a piece of legislation
that ought to pass with little controversy, especially compared to
the controversy that it could have engendered without the fine
groundwork that was laid.

Senator Danforth is necessarily away from the committee, and
he has a statement that will be submitted for the record.

I would like to call on Commissioner Egger.

Would you start, please? Then we will hear from all three of you
before we ask questions.

STATEMENT OF HON. ROSCOE L. EGGER, JR., COMMISSIONER OF
INTERNAL REVENUE, WASHINGTON, D.C.

Commissioner Eager. Thank you, Mr. Chairman.

I appreciate very much the opportunity to appear here today to
discuss the compliance tax gap. I am pleased that you have chosen
to grapple with this tough issue, and I am particularly gratified by
the interest of Senators Dole and Grassley, who have attempted to
find legislative solutions to this problem by focusing on methods to
collect tax from those who are not paying their fair share, without
imposing new tax burdens on those who already voluntarily comply
with the tax laws.

In my testimony, I will attempt to briefly review the various-
components of this tax gap, point out the Service’s efforts to deal
with these areas, and indicate what additional legislative measures
would be helpful to us. To assist me here today, I have Jim Owens,
our Deputy Commissioner. - -

The term ‘““tax gap” as I will use it here today is meant to apply
to all revenue lost to the U.S. Treasury through noncompliance
with our tax laws. As such, it includes losses from unreported
income and underreported income, as well as overstated expenses,
deductions, and exemptions claimed on filed returns. It covers rev-
enues lost from the noncompliance by corporations and by individ-
uals in both the legal sector and the illegal sector of our economy.

The Service has been deeply concerned with this issue for some

ears, and issued a formal report on it called “Estimates of Income

nreported on Individual Income Tax Returns.” This report was
issued in September of 1979. The report introduced two terms men-
tioned earlier which I would like to define now for our collective
ease of reference.

First, “Legal Sector” which includes earnings and income from
regularly established enterprises or occupations and from legal ac-
tivities that are sometimes called irregular because they take place
in informal settings. Examples of these legal earnings are unre-
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ported interest and dividends, unreported tips, and unreported
earnings of independent contractors and other individuals.

By comparison, “Illegal Sector” incomes are those derived from
organizing, financing, producin%, and delivering illegal goods or
services related to drugs, gambling, prostitution, and so on. Esti-
mates in this sector are particularly difficult to obtain, needless to

say.

’{‘he Service is working now to update the data in the 1979
report, and we expect to have the new report available this
summer. One definitional change we will be making in the new
report will be to distinguish our estimates between amounts relat-
ed to underreporting or nonreporting and amounts related to the
overstatement of expenses or deductions. We believe this differenti-
ation is essential in guiding the Service's enforcement efforts to the
areas of greatest opportunity. Additional changes include a new
analysis of the corporate sector tax gap, coverage of more tax
years, and more sophisticated methodology %enerally. I have in-
cluded a more detailed description of these differences as an appen-
dix to this statement.

I am prepared to discuss some of our preliminary findings and
data from the new report today, although I must caution that the
figures I have now may be revised somewhat in our final report.

e bulk of the data now available relates to individuals. Detailed
information on corporations and the illegal sector will not be avail-
able until later this year. I also have information on the size and
the scope of the accounts receivable problem facing us, which we
perceive as an important part of our overall compliance effort,
even though not an integral part of the tax gap per se.

The tax gap has been a problem for years, but recently the dol-
lars involved have reached alarming levels. Our latest estimate is
that the total legal sector gap has trgled in 8 years, from $29 bil-
lion in 1978 to %87 billion in 1981. Our projections are that this
legal sector tax gap will continue to increase if no improvements
are made, and will reach nearly $120 billion in 1985. At the same
time, the gap in the illegal sector has increased from about $2.5 bil-
lion in 1978 to $8 billion in 1981, with a projected increase to $18
billion by 1985. ‘

In addition to these tax gap estimates, we have approximately
$20.6 billion from cases in our 1981 accounts receivable inventory.
These are amounts owed by taxpayers which in the past we have
not been able to collect, largely because of inadequate resources. I
am pleased to report here today that the revenue initiative in our
119(18 ngldget proposal should allow us to reduce this inventory con-
siderably.

Despite the magnitude of the Kroblem, I cannot emphasize too
strongly that most taxpayers in this country are conscientious and
that the tax system is basically sound and reliable. The tax report-
ed voluntarily—that is, without any enforcement effort—is ap-
rroximately 80 percent of the total taxes owed. We should not over-
ook, however, the fact that this voluntary compliance results
largely from a good set of tax administration rules based on with-
holding and information reporting, and a tradition of effective and
fair tax administration.
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The Service is committed to studying areas of noncompliance on
a continuing basis to improve what is, by any measure, one of the
finest tax systems ifi the world,

I believe the Dole-Grassley bill has taken a major, positive step
in this direction. This bill would provide several much-needed ex-
tensions of information reporting requirements and would provide
penalties designed to give current rules more teeth. I am convinced
that only as we focus on those areas where taxpayers are not re-
porting their full tax liability can we assure honest taxpayers that
others are paying their fair share of taxes.

Now, Mr. Chairman, I would like to briefly review the various
components of the tax gap as we see them. I will also attempt to
indicate, for each component, our area of greatest concern and ad-
ditional measures which would assist us in these problem areas.

Perhaps it would be helpful, conceptually, at least, to view the
tax gap as a sort of real-life Rubik’s Cube; that is, the tax gap is
multidimensional and is composed of a number of interrelated
parts. Efforts aimed at one aspect of the tax gap may not be suit-
able or even relevant to other aspects. Most importantly, however,
the problem must be visualized in its entirety for maximum com-
prehension. ’

Because the largest portion of the tax gap is from legal income
that is not reported by individuals, I will concentrate, in the discus-
sion of each comgonent, on the tax gap arising from unreported
income by individual taxpayers. In discussing each component I
will try to give you an idea of the estimated revenue lost from the
underreporting. Our final report will contain more information on
the revenue lost as the result of overstated deductions and credits
by individuals, and more information on the corporate and legal re-
turns filed because we are still developing information on the
income sources of nonfilers: '

The largest single category of unreported income is from individ-
ual nonfarm business activities, which in 1981 accounted for $26
billion or 81 percent of the total tax gap. This category includes un-
reported income from a large number of small transactions at the
retail level, nonreporting of payments received by independent con-
tractors, and receipts from direct or door-to-door sales. About 20
percent of it comes from-self-employed moonlighters and informal
suppliers who provide goods and services. The other 80 percent
comes from what we call the formal sector, which includes full-
time sole proprietorships; for example, physicians, lawyers, retail
store operators, building contractors, salesmen, et cetera.

Very little of this income is required to be reported under cur-
rent information-reporting requirements. Even where reporting is
required, compliance by payers is poor, and some of these who do
report provide inadequate or inaccurate information. When -the in-
accurate information is the taxpayer identification number of the
gayee, it makes it very difficult for the Service to use the informa-

ion.

A recent study of small- and medium-sized corporate payers re-
vealed that about 50 é)ercent of these corporations failed to file any
of the form 1099 MISC’s required, and another 11 percent did not
file all the documents. More importantly, when we followed up to
see if the recipient of the income had reported the payments, we
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.found that compliance by palyees who did not receive information
statements was considerably lower than by those who did.

The employee-independent contractor area is particularlg in
need of congressional attention. Since 1979 Congress has prohibited
the IRS from issuing regulations and rulings in this area. Our abil-
ity to make a significant dent in the tax gap from independent con-
tractors and direct sellers is larfely dependent on congressional
action. We will be testifying shortly in more detail on this problem.

The tax compliance problem with farm income reported on tax
returns is primarily the overstatement of business deductions. This
also is an area that is normally dealt with through our regular ex-
amination program,

The second largest unreported income area is capital gains,
which accounted for $9.1 billion of the tax %ap for 1981 or 11 per-
cent of the total tax gap, compared to $2 billion or 7% percent in
1978. This growth is related closely to the effect of inflation on
asset values and on taxpayer behavior.

At the present time there is no information reporting require-
ment on most of the transactions giving rise to caﬁi:al gains. Cer-
tain portions of underreporting in this area could be addressed by
information reporting. This is ;laarticularly true for underreporting
of the gains directly attributable to the sale of securities and com-
modities. We realize, of course, that this is only one conceptual ap-
proach to the problem, and we anticipate further study to deter-
mine what information could be obtained readily and how that in-
formation would be most useful to the Service. -

Other portions of this component may be more difficult to get at
le%islatively, such as the substantial underreporting of gains on the
sale of personal residences and on other real estate; gains on the
sale of collectibles such as iold and silver, gems, and art objects;
gains On timber and livestock; and sale of property used in a trade
or business. One administrative technique we are beginning to per-
fect for selected items in this category is our deferred adverse tax
consequences program. Using this program, we can track the defer-
ral of tax consequences from one return year to another. For exam-

le, deferred gains on the sale of residences could be tracked to
1nsh1;'e tlhat the cost basis of replacement residences are reduced ac-
cordingly. '

We are also undertaking a research project which would test the
feasibility of using private sector data on real estate transactions to
insure correct reporting of such sales on tax returns.

The tax gap for unreported and underreported dividends and in-
terest is estimated at $8.2 billion in 1981 for filers and nonfilers to-
gether; $7.8 billion of this is for the filers only. This is an increase
of 356 percent from the estimated gap for both groups of $1.8 bil-
lion in 1978.

Approximately 87 percent of the dividend and interest tax gap is
due to the failure of individuals to report dividend and interest
payments that are covered under current information reporting re-
quirements.

In addition, approximately 26 percent of the tax gap in this com-
ponent results from current law which exempts major payers, in-
cluding the U.S. Government, from reporting interest on bearer se-
curities and other debt obligations.
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The only way to achieve maximum compliance here, however, is
through a withholding system. As a tax administrator, I am
ﬁl(i?lged that this administration has endorsed the concept of with-

olding.

Taken together, these income sources represent the third most
important source of the unreported income tax gap at about $7.2
billion, or about 9 percent of the total tax Fap rom individual
income tax returns for 1981, This is a substantial increase from the
$1.9 billion of 1978, and most of these increases come from partner-
ships, versus the electing small business corporations.

hile underreporting of income by partnerships and electing
small business corporations is clearly a substantial problem, per-
haps equally important is the overstatement of expenses and de-
ductions. One of the reasons for the growth in this portion of the
problem is the increase in the number of persons willing to play
the audit lottery. This can be defined as a game played by a grow-
ing number of taxpayers and practitioners in which they report
items on their return in a manner clearly inconsistent with estab-
lished Service position or judicial interpretation of the law or the
reg‘ulations as applied to the taxpayer’s circumstances.

hese practices are coupled with the reporting of sufficient infor-
mation to preclude the imposition of the fraud or nefgligence penal-
ty, but not sufficient to clearly indicate the nature of the item.

Taxpayers do this for two basic reasons: First, the probability of
their return being selected for audit is very amall. Second, and
probably more important, the taxpayer’s risk is generally limited
to the interest on the deficiency that might be determined.

While the Economic Recovery Tax Act provision for an addition
to the tax in cases of valuation overstatement will undoubtedly
help discourage the audit lottery, much more needs to be done. We
need to further increase the risk to persons who are inclined to
play this game. ’

Perhaps the biggest administrative problem the IRS encounters
in auditing returns of partners is the requirement to deal separate-
ly with the return for each member in a partnership. This encour-
ages promoters of abusive tax shelters to structure their schemes
as partnerships that are multitiered, with wide geographic disper-
sion of partners. Because of this, we often argue the same issues
many times over. We believe that partnerships should have a sepa-
rate statute of limitations for J)artnershi items; single audit and-
administrative agpeals proceedings should take place in the IRS
district where the partnership is located; and the partnership
should have a single judicial proceeding to contest an IRS partner-
sh’ilP adjustment.

he tax gap from pensions is estimated to be about $2.8 billion in
1981, which is a fourfold increase from the $700 million in 1978.
Underreporting in this area can be expected to grow even more in
the future. This results from several factors: One is a general rise
in the percent of the U.S. population past retirement age; a second
is the expansion of pension or retirement plans; a third factor is
the complexity faced by a retiree in attempting to determine such
things as how much of the pension to report and, for many, how to
comply with the estimated tax payment rules.
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It is important to note here that when we refer to pensions, we
are not speaking of the social security system."We are only speak-
ing of Rensions arising from employer or union pension plans, and
from IRA’s, annuity plans, deferred compensation plans, et cetera.
Given these complexities, the simglest way to insure full reporting
in this area is through a withholding system. Since such a system
would be very similar to the present graduated withholding system
it should be very easy to develop. In much the same way the initial
institution of the withholding system was viewed as a service to
wage earners, we believe institution of a simliar system for pen-
sioners can be viewed as a benefit, enabling them to continue meet-
ing their tax obligations on a pay-as-you-go basis with a minimum
impact on the individuals.

n the wage and salary area, while the dollar amount of the tax
fap from unreported income, approximatel{ $4.8 billion in 1981, is
arge, the revenue loss from wages and salaries and other related
employee compensation represents only 1 percent noncompliance
for wages as a whole. This extremely high compliance effort is di-
rectly attributable to withholding. Much of the noncompliance in
this component is from cash payments made to so-called casual em-
ployees or moonlighters and other household and agricultural
workers. In these circumstances, neither reporting nor withholding
is generally required; even if it is, it does not occur. There is no
paper trail to follow in our enforcement activities, and we have an
extremely difficult time trying to uncover noncompliance.

The second major source of noncompliance with wage reporting
is from tips. We estimate that the tax gap from tips alone was ap-
proximately $2.8 billion in 1981, nearly one half of the total unre-
ported income in this component. Most of the noncompliance here
occurs because of our currently loose information reporting with_
withholding requirements, which only require employers to report
and withhold on the tip income voluntarily reported to them b
their employees. Since some portion of tips are charged on credit
cards and thus recorded as such on the charge statement, we be-
lieve employers should at least be responsible for reporting these
amounts to the IRS.

The tax gap components I have covered up to now have mainly
involved underreporting in returns filed. An equally serious prob-
lem, however, is nonfilers—those who simply do not file a return,
but should. This could be anyone; anywhere in the tax system.

The tax gap for nonfilers is responsible for $4.9 billion or 6 per-
cent of the total individual tax gap. However, the tax gap from
nonfilers has grown four times since 1973 compared to about three
times for the tax gap on returns filed. Current law imposes a pen-
alty for delinquent filing only if the taxpayer owes a tax. Many
nonfilers, however, are either owed a refund or owe no tax. In
trying to secure delinquent returns, we cannot distinguish between
those who owe tax and those who do not. The imposition of a mini-
mum penalty for failing to file would help achieve better compli-
ance with the filing requirements and should help offset the sub-
stantial administrative costs of atteménsting to locate taxpayers who
fail to file even if only for their refunds.

Another aspect of the nonfiling problem is that created by illegal
tax protestors. These individuals often fail to file returns as a con-
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scious way of protesting against the tax system. Alternatively, they
file fraudulent withholding requests on form W-4 to reduce or ac-
tually eliminate amounts taken from their salaries, The new Eco-
nomic Recovery Tax Act penalty of $500 for filing false W-4's will
certainly aid our enforcement efforts- in this area. However, as a
result of our compliance efforts in this area, a burden has been
placed on some employers who are now finding that, by complying
with IRS withholding instructions, they are being subjected to un-
founded lawsuits by the protestors.

I believe it is unfair to make employers shoulder the burden and
expense of these lawsuits, and it seems clear that the IRS and the
Justice Department’s efforts to act as friends of the court are not
enough. Therefore, I would urge the committee to consider adding
a provision to this legislation to effectively deal with this problem.
We would be happy to work with you and the committee on this
point.

Our recent work in the corporate area has indicated that our
major problem involves overstatement of expenses, deductions, and
credits. However, estimates in this area are extremely difficult to
develop. Precise numbers will be included in our final report. The
Service’s efforts in this area have been focused on the large cor
rations. Virtually all of them are audited on a 3-year cycle. For
many small corporations, however, the earlier discussion on the
audit lottery and the lack of penalties applies equally as well here
as in the partnership area. :

Our estimates of the illegal sector were developed in conjunction
with the work of the National Narcotics Intelligence Consumers
Committee and include the tax gap from illegal drugs, gambling,
and prostitution. We are working to develop estimates in other
areas such as white eollar crime, but we do not know when we will
have usable results.

Because precise estimates in this sector are difficult to obtain, we
can only estimate within a range of possibilities. The estimated tax
%ap in this illegal sector is between $6 billion and $10 billion in

981, compared to $2 billion to $3 billion in 1978. Most of this in-
crease is due to an increase in income from illegal drugs.

We have testified earlier in support of two provisions that we be-
lieve would aid us substantially in combating tax losses from the
illegal sector. The first of these provisions would amend IRC sec-
tion 7609 to require taxpayers who wish to challenge a summons
issued to a third-party recordkeeper to file a motion to quash. This
change will eliminate the present delays in enforcing a third-party
summons caused when the Service must get a U.S. attorney to go
to court to enforce the summons. The second provision would
insure that evidence of civil tax liability obtained by a grand jury
g part of a criminal investigation would be made available to the

rvice.

Many of the r;‘vrovisions in this legislation will have wide-ranging
impacts on both the private sector and the Service. In particular,
our administrative data processing operations will be directly af-
fected. Efficient implementation of your proposals will require that
adequate leadtime be provided all concerned parties, regardless of
what the exact dates are. We will be pleased to work with you and
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the cl:onzlmittee staff, as necessary, to refine the necessary leadtimes
involved. -

Without question, the single most effective and fairest means of
closing the tax gap and insuring high levels of compliance is with-
holding at the source. IRS estimates indicate that where there is
withholding, compliance is in the 97- to 99-percent range.

Information reporting is the next most effective agproach for in-
suring high levels of income reporting compliance, but only when
the taxpayer receives a copy of the information report and when
complemented by IRS matching and enforcement programs. As I
have discussed above, there are clearly additional areas to which
the concepts of information reporting can be extended. Where in-
formation reporting alone is relied on, compliance drops to some-
thing less than 90 percent.

To insure the full effectiveness of information reporting to the
Service, however, several other factors must be considered. First,
the information should also be sent to the payee. Unless a copy of
what was sent to the IRS reaches the taxpayer at the time that he
or she completes the return, it can too easily be forgotten.

Second, there must be effective penalties on payers to insure that
all information is in fact reported and that they obtain correct tax-
payer identification numbers from the payees. As I discussed earli-
er, most of our recent research indicates that there currently is a
substantial degree of noncompliance by payers with the present re-
porting requirements. While we are taking steps administratively
to begin to deal with this problem, the additional penalties in the
bill are needed.

A third factor that impacts our ability to use information returns
is the format in which it is submitted. If the information is sent on
magnetic media, we are generally able to match 100 percent, but if
it is sent on paper documents the percentage we are able to match
is much lower. We have been quite successful in getting businesses
to use magnetic media on a voluntary basis, but we believe giving
the Service the authority to set standards in this area that will im-
prove substantially our ability to administer the information re-
turns program in the future.

Where neither withholding nor information reporting is pre-
scribed, and the IRS must rely on its auditing efforts alone, compli-
ance in the range of 60 to 80 percent can be expected. Traditional
examination enforcement efforts should, in my view, be limited to
th<t)§e areas where they are most preferable or the only available
option, |

To an extent, tax gaps can be closed by more effective enforce-
ment and by a commitment of additional enforcement resources. A
significant portion of the gap, however, is simply not amenable to
traditional examinations and audits. -

All things considered, extension of withholding provisions pro-
vide the surest way of closing certain tax gaps. Expanded informa-
tion reporting with apéaropriate penalties can also be very effective,
particularly as the IRS further expands its ADP capabilities.

Additional or increased penalties which reflect current economic
realities and deter current faddish forms of noncompliance also
close the door quickly on certain tax gap problem areas.
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Again, Mr. Chairman, I thank you for letting me appear before
this committee. I hope I have given you a context for our position,
and I will leave it to Mr. Chapoton to discuss the specific provisions
of the proposed legislation.

[The prepared statement follows:]
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STATEMENT OF
ROSCOE L. EGGER, JR.
COMMISSIONER OF INTERNAL REVENUE
BEFORE THE ‘
SUBCOMMITTEE ON OVEKSIGHT
OF THE INTERNAL REVENUE SERVICE
COMMITTEE ON FINANCE

) MarcH 22, 1982
MR. CHAIRMAN AND MEMBERS OF THE SUBCOMMITTEE:

| APPRECIATE THE OPPORTUNITY TO APPEAR BEFORE YOU TODAY
TO DISCUSS THE COMPLIANCE “TAX GAP.” | AM PLEASED THAT YOU
HAVE CHOSEN TO GRAPPLE WITH THIS TOUGH 18SUE, AND [ AM
PARTICULARLY GRATIFIED BY THE INTEREST OF SENATORS DOLE AND
GRASSLEY, WHO HAVE ATTEMPTED TO FIND LEGISLATIVE SOLUTIONS
TO THIS PROBLEM BY FOCUSING ON METHODS TO COLLECT TAX FROM
THOSE WHO ARE NOT PAYING THEIR FAIR SHARE, WITHOUT IMPOSING
NEW TAX BURDENS ON THOSE WHO ALREADY VOLUNTARILY COMPLY WITH
THE TAX LAWS.

IN MY TESTIMONY, | WILL ATTEMPT TO BRIEFLY REVIEW THE
VARIOUS COMPONENTS OF THE TAX GAP, POINT OUT THE SERVICE'S
EFFORTS TO DEAL WITH THESE AREAS, AND INDICATE WHAT ADDITIONAL
LEGISLATIVE MEASURES WOULD BE HELPFUL TO US. TO ASSIST ME,

I HAve Jim Owens, ouR Deputy. COMMISSIONER, HERE TODAY.
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DEFINITION OF THE TAX GAP AND RELATED ITEMS

THE TERM “TAX GAP" AS | WILL USE IT HGRE TODAY 1§ MEANT
TO APPLY TO ALL REVENUE LOST TO THE U.S. TREASURY THROUGH
NONCOMPLIANCE WITH OUR TAX LAWS. - A8 8UCH, 1T INCLUDES
LOSSES FROM UNREPORTED INCOME AND UNDERREPORTED INCOME, AS
WELL AS OVERSTATED EXPENSES, DEDUCTIONS, AND EXEMPTIONS
CLAIMED ON FILED RETURNS. [T COVERS REVENUES LOST FROM
NONCOMPLIANCE BY CORPORATIONS AND BY INDIVIDUALS IN BOTH THE
LEGAL SECTOR AND THE ILLEGAL SECTOR OF THE ECONOMY.

THE SERVICE HAS BEEN DEEPLY CONCERNED WITH THIS I18SUE
POR SOME YEARS, AND ISSUED A FORMAL REPORT ON IT, ESTIMATES
QF INCOME {INREPORTED ON INDIVIDUAL INCOME JAX RETURNS, IN
SePTEMBER 1979. THE REPORT INTRODUCED TWO TERMS MENTIONED
EARLIER WHICH | woULD LIKE TO DEFINE NOW FOR OUR COLLECTIVE
EASE OF REFERENCE. “LEGAL SECTOR” EARNINGS INCLUDE INCOMES
FROM REGULARLY ESTABLISHED ENTERPRISES OR OCCUPATIONS, AND
FROM LEGAL ACTIVITIES THAT ARE SOMETIMES CALLED IRREGULAR
BECAUSE THEY TAKE PLACE IN INFORMAL SETTINGS. EXAMPLES OF
THESE LEGAL EARNINGS ARE UNREPORTED INTEREST AND DIVIDENDS,
UNREPORTED TIPS, AND UNREPORTED EARNINGS OF INDEPENDENT
CONTRACTORS AND OTHER INDIVIDUALS. By COMPARISON, “ILLEGAL SECTORY
INCOMES ARE THOSE DERIVED FROM ORGANIZING, FINANCING, PRODUCING,
AND DELIVERING ILLEGAL GOODS OR SERVICES RELATED TO DRUGS,
GAMBLING, PROSTITUTION, AND SO ON. ESTIMATES IN THIS SECTOR
ARE PARTICULARLY DIFFICULT TO OBTAIN, NEEDLESS TO SAY.
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THE SERVICE IS WORKING NOW TO UPDATE THE DATA IN THE
1979 REPORT, AND EXPECTS TO HAVE THE NEW REPORT AVAILABLE
THIS SUMMER. ONE DEFINITIONAL CHANGE WE WILL BE MAKING IN
THE NEW REPORT WILL BE TO DISTINGUISH IN OUR ESTIMATES
BETWEEN AMOUNTS RELATED TO UNDERREPORTING OR NON=REPORTING,
AND AMOUNTS RELATED TO THE OVERSTATEMENT OF EXPENSES OR
DEDUCTIONS: WE BELIEVE THIS DIFFERENTIATION I8 ESSENTIAL
IN GUIDING THE SERVICE’S ENFORCMENT EFFORTS TO THE AREAS OF
GREATEST OPPORTUNITY. ADDITIONAL CHANGES INCLUDE A NEW
ANALYSIS OF THE CORPORATE SECTOR TAX GAP, COVERAGE OF MORE
TAX YEARS (1973-1981), AND MORE SOPHISTICATED METHODOLOGY
GENERALLY. | HAVE INCLUDED A MORE DETAILED DESCRIPTION OF
THESE DIFFERENCES AS AN APPENDIX TO THIS STATEMENT.

| AM PREPARED TO DISCUSS SOME OF OUR PRELIMINARY FINDINGS
AND DATA FROM THE NEW REPORT TODAY, ALTHOUGH | MUST cauTION
YOU THAT THE FIGURES [ HAVE NOW MAY BE REVISED IN OUR FINAL
REPORT. THE BULK OF THE DATA NOW AVAILABLE RELATES TO
INDIVIDUALS, AND DETAILED INFORMATION ON CORPORATIONS AND
THE ILLEGAL SECTOR WILL NOT BE AVAILABLE UNTIL LATER THIS
YEAR. | ALSO HAVE INFORMATION ON THE SIZE AND SCOPE OF THE
ACCOUNTS RECEIVABLE PROBLEM FACING US, WHICH WE PERCEIVE AS
AN IMPORTANT PART OF OUR OVERALL COMPLIANCE EFFORT, IF NOT h

AN INTEGRAL PART OF THE TAX GAP PER SE-.
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OVERVIEW OF TAX GAP

THE TAX GAP HAS BEEN A PROBLEM FOR YEARS, BUT RECENTLY
YHE DOLLARS INVOLVED HAVE REACHED ALARMING LEVELS. Our
LATEST ESTIMATE 1S THAT THE TOTAL LEGAL SECTOR GAP HAS
TRIPLED [N EIGHT YEARS, FROM $29 BILLION IN 1973 T0 $87
BILLION IN 1981. OUR PROJECTIONS ARE THAT THIS LEGAL SECTOR
TAX GAP WILL CONTINUE TO INCREASE, IF NO IMPROVEMENTS ARE
MADE, AND WILL REACH NEARLY $120 BILLION IN 1985. AT THE
SAME TIME, THE GAP IN THE ILLEGAL SECTOR HAS INCREASED FROM
ABOUT $2 1/2 BILLION IN 1973 10 $8 BILLION IN 1981, WITH A
PROJECTED INCREASE TO $13 BILLION IN 1985.

, IN ADDITION TO THESE TAX GAP ESTIMATES, WE HAVE APPROXIMATELY
$20.5 BILLION DOLLARS FROM CASES IN OUR 1981 ACCOUNTS RECEIVABLE
INVENTORY. THESE ARE AMOUNTS OWED BY TAXPAYERS WHICH IN THE

PAST WE HAVE NOT BEEN ABLE TO COLLECT, LARGELY BECAUSE OF
INADEQUATE RESOURCES. | AM PLEASED TO REPORT THAT THE REVENUE
INITIATIVE IN OUR 1983 BUDGET SHOULD ALLOW US TO REDUCE THIS
INVENTORY . ’

DESPITE THE MAGNITUDE OF THE PROBLEM, | CAN'T EMPHASIZE
TOO STRONGLY THAT MOST TAXPAYERS ARE CONSCIENTIOUS, AND THAT
THE TAX SYSTEM IS BASICALLY SOUND AND RELIABLE. THE TAX
REPORTED VOLUNTARILY = THAT 1S, WITHOUT ANY ENFORCEMENT
EFFORT - 18 APPROXIMATELY 80 PERCENT OF WHAT IS OWED. WE
SHOULD NOT OVERLOOK, HOWEVER, THE FACT THAT THIS VOLUNTARY
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COMPLIANCE RESULTS LARGELY FROM A GOOD SET OF TAX ADMINISTRATION
RULES BASED ON WITHHOLDING AND INFORMATION REPORTING, AND A
TRADITION OF EFFECTIVE AND FAIR TAX ADMINISTRATION.

THE SERVICE IS COMMITTED TO STUDYING AREAS OF NONCOMPLIANCE
ON A CONTINUING BASIS TO IMPROVE WHAT IS, BY ANY MEASURE,
ONE OF THE FINEST TAX SYSTEMS IN THE WORLD. | BELIEVE THE
DoLE~GRASSLEY BILL HAS TAKEN A MAJOR, POSITIVE STEP IN THIS
DIRECTION. THIS BILL WOULD PROVIDE SEVERAL MUCH<-NEEDED
EXTENSIONS OF INFORMATION REPORTING REQUIREMENTS, AND WOULD
PROVIDE PENALTIES DESIGNED TO GIVE CURRENT RULES MORE TEETH.
I AM CONVINCED THAT ONLY AS WE FOCUS ON THOSE AREAS WHERE
TAXPAYERS ARE NOT REPORTING THEIR FULL TAX LIABILITY CAN WE
ASSURE HONEST TAXPAYERS THAT EVERYONE IS PAYING THEIR FAIR

SHARE .

COMPONENTS OF THE TAX GAP

Now, MR. CHAIRMAN, | WOULD LIKE TO BRIEFLY REVIEW THE
VARIOUS COMPONENTS OF THE TAX GAP AS WE SEE THEM. 1 WiLL
ALSO ATTEMPT TO INDICATE, FOR EACH COMPONENT, OUR AREA(S) OF
GREATEST CONCERN AND THE ADDITIONAL MEASURES WHICH WOULD
ASSIST US IN THESE PROBLEM AREAS. ,

PERHAPS 1T WOULD HELP CONCEP;UALLY TO VIEW THE TAX GAP
AS A SORT OF REAL-LIFE RuBIK's CuBe. THAT IS, THE TAX GAP
1S MULTI-DIMENSICNAL, AND IS COMPOSED OF A NUMBER OF INTERRELATED
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PARTS. EFFORTS AIMED AT ONE ASPECT OF THE TAX GAP MAY NOT
BE SUITABLE, OR EVEN RELEVANT, TO OTHER ASPECTS. MosT
IMPORTANTLY, HOWEVER, THE PROBLEM MUST BE VISUALIZED IN ITS

ENTIRETY FOR MAXIMUM COMPREHENSION.

BECAUSE THE LARGEST PORTION OF THE TAX GAP 1S FROM
LEGAL INCOME THAT 1S NOT REPORTED BY INDIVIDUALS, | WILL
CONCENTRATE IN THE DISCUSSION OF EACH COMPONENT ON THE TAX
GAP ARISING FROM UNREPORTED INCOME BY INDIVIDUAL TAXPAYERS.
IN DISCUSSING EACH COMPONENT, | WILL TRY TO GIVE YOU AN IDEA
OF THE ESTIMATED REVENUE LOST FROM THE UNDERREPORTING. OUR
FINAL REPORT WILL CONTAIN MORE INFORMATION ON THE REVENUE
LOST AS A RESULT OF OVERSTATED DEDUCTIONS AND CREDITS BY
INDIVIDUALS AND MORE INFORMATION ON THE CORPORATE AND ILLEGAL
SECTORS. UNLESS OTHERWISE NOTED, THESE FIGURES DEAL ONLY WITH
RETURNS FILED, BECAUSE WE ARE STILL DEVELOPING INFORMATION
ON THE INCOME SOURCES OF NONFILERS.

1. FarM AND Non-FarM BUSINESSES

THE LARGEST SINGLE CATEGORY OF UNREPORTED INCOME
1S FROM INDIVIDUAL NONFARM BUSINESS ACTIVITIES, WHICH
IN 1981 ACCOUNTED FOR $26 BILLION OR 31 PERCENT OF THE
TOTAL TAX GAP. THIS CATEGORY INCLUDES UNREPORTED
INCOME FROM A LARGE NUMBER OF SMALL TRANSACTIONS AT THE
RETAIL LEVEL, NONREPORTING OF PAYMENTS RECEIVED BY
INDEPENDENT CONTRACTORS, AND RECEIPTS FROM DIRECT OR
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DOOR TO DOOR SALES. ABOUT 20 PERCENT OF IT COMES FROM
SELF-EMPLOYED MOONLIGHTERS AND "INFORMAL SUPPLIERS" WHO
PROVIDE GOODS AND SERVICES. THE OTHER 80 PERCENT COMES
FROM WHAT WE CALL THE FORMAL SECTOR, WHICH INCLUDES

"FULL TIME SOLE PROPRIETORSHIPS = FOR EXAMPLE, PHYSICIANS,
LAWYERS, RETAIL STORE OPERATORS, BUILDING CONTRACTORS,
SALESMEN, ETC.

VERY LITTLE OF THIS INCOME IS REQUIRED TO BE
REPORTED UNDER CURRENT INFORMATION REPORTING REQUIREMENTS.
EVEN WHERE REPORTING 1S REQUIRED, COMPLIANCE BY PAYERS
1S POOR, AND SOME OF THESE WHO DO REPORT PROVIDE INADEQUATE
OR INACCURATE INFORMATION. WHEN THE 1NACCURATE INFORMATION
IS THE TAXPAYER IDENTIFICATION NUMBER OF THE PAYEE, IT
MAKES IT VERY DIFFICULT FOR THE SERVICE TO USE THE
INFORMATION «

A RECENT STUDY OF SMALL AND MEDIUM SIZED CORPORATE
PAYERS REVEALED THAT ABOUT 50 PERCENT OF THESE CORPORATIONS
FAILED TO FILE ANY OF THE Forms 1099 MISC’s ReauiRrep,

AND ANOTHER 11 PERCENT DID NOT FILE ALL THE DOCUMENTS.
MORE IMPORTANTLY, WHEN WE FOLLOWED UP TO SEE IF THE
RECIPIENT OF THE INCOME HAD REPORTED THE PAYMENTS, WE
FOUND THAT COMPLIANCE BY PAYEES WHO DID NOT RECEIVE
INFORMATION STATEMENTS WAS CONSIDERABLY LOWER THAN BY

THOSE WHO DID.

94-522 O0—82——8
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THE EMPLOYEE~INDEPENDENT CONTRACTOR AREA 1S PARTICULARLY
IN NEED OF CONGRESSIONAL ATTENTION. SINCE 1979,
CONGRESS HAS PROHIBITED THE IRS FROM ISSUING REGULATIONS
AND RULINGS IN THIS AREA. OUR ABILITY TO MAKE A SIGNIFICANT
DENT IN THE TAX GAP FROM INDEPENDENT CONTRACTORS AND
DIRECT SELLERS IS LARGELY DEPENDENT ON CONGRESSIONAL
ACTION. WE WILL BE TESTIFYING SHORTLY IN MORE DETAIL
ON THIS PROBLEM. ) '

THE TAX COMPLIANCE PROBLEM WITH FARM INCOME REPORTED
ON TAX RETURNS IS PRIMARILY THE OVERSTATEMENT OF BUSINESS
DEDUCTIONS. THIS ALSO IS AN AREA THAT 1S {ORMALLY
DEALT WITH THROUGH OUR EXAMINATION PROGRAM.

CapiTaL GAINS

THE SECOND LARGEST UNREPORTED INCOME AREA 1S
CAPITAL GAINS, WHICH ACCOUNTED FOR $9.]1 BILLION OF THE
TAX GAP FOR ]981 OR 11 PERCENT OF THE TOTAL TAX GAP
FROM INDIVIDUALS, COMPARED TO $2 BILLION OR 7 1/2
PERCENT IN 1973. THIS GROWTH IS RELATED CLOSELY TO THE
EFFECT OF INFLATION ON ASSET VALUES AND ON TAXPAYER
BEHAVIOR. ‘ '

-

AT THE PRESENT TIME, THERE 1S NO INFORMATION
REPORTING REQUIREMENT ON MOST OF THE TRANSACTIONS
GIVING RISE TO CAPITAL GAINS. CERTAIN PORTIONS OF
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UNDERREPORTING IN THIS AREA COULD EASILY BE ADDRESSEE
BY INFORMATION REPORTING. THIS IS PARTICULARLY TRUE
FOR UNDERREPORTING OF THE GAINS DIRECTLY ATTRIBUTABLE
TO THE SALE OF SECURITIES AND COMMODITIES. WE REALIZE,
OF COURSE, THAT THIS IS ONLY ONE CONCEPTUAL APPROACH TO
THEZPROBLEM, AND ANTICIPATE FURTHER STUDY TO DETERMINE
WHAT INFORMATION COULD BE OBTAINED READILY, AND HOW
THAT INFORMATION WOULD BE MOST USEFUL TO THE SERVICE.

OTHER PORTIONS OF THIS COMPONENT MAY BE MORE
DIFFICULT TO GET AT LEGISLATIVELY, SUCH AS THE SUBSTANTIAL
UNDERREPORTING OF GAINS ON THE SALE OF PERSONAL RESIDENCES
AND ON OTHER REAL ESTATE) GAINS ON THE SALE OF COLLECTIBLES,
SUCH 'AS GOLD AND SILVER, GEMS, AND ART OBJECTS; GAINS
ON TIMBER AND LIVESTOCK; AND SALE OF PROPERTY USED IN A
TRADE OR BUSINESS. ONE ADMINISTRATIVE TECHNIQUE WE ARE
BEGINNING TO PERFECT FOR SELECTED ITEMS IN THIS CATEGORY
Is oUuR DeFERRED ADVERSE TAX CONSEQUENCES PROGRAM.
USING THIS PROGRAM, WE CAN TRACK THE DEFERRAL OF TAX
CONSEQUENCES FROM ONE RETURN YEAR TO ANOTHER. FoR
EXAMPLE, DEFERRED GAINS ON THE SALE OF RESIDENCES COULD
BE TRACKED TO INSURE THAT THE COST BASIS OF REPLACEMENT
RESIDENCES ARE REDUCED ACCORDINGLY. WE ARE ALSO UNDERTAKING
A RESEARCH PROJECT WHICH WOULD TEST THE FEASIBILITY OF
USING PRIVATE SECTOR DATA ON REAL ESTATE TRANSACTIONS
TO ENSURE CORRECT REPORTING OF SUCH SALES ON TAX RETURNS.
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3. DiviDENDS AND INTEREST

\ THE TAX GAP FOR UNREPORTED AND UNDERREPORTED
DIVIDENDS AND INTEREST IS ESTIMATED AT $8.2 BILLION IN
1981 FOR FILERS AND NONFILERS TOGETHER ($7.8 BILLION
FOR FILERS ONLY). THIS 1S AN INCREASE OF 356 PERCENT
FROM THE ESTIMATED GAP FROM BOTH GROUPS OF $1.8 BILLION
N 1973.

APPROXIMATELY 37 PERCENT OF THE DIVIDEND AND
INTEREST TAX GAP IS DUE TO THE FAILURE OF INDIVIDUALS
TO REPORT DIVIDEND AND INTEREST PAYMENTS THAf ARE
COVERED UNDER CURRENT INFORMATION REPORTING REQUIREMENTS.

IN ADDITION, APPROXIMATELY 26 PERCENT OF THE TAX
GAP IN THIS COMPONENT RESULTS FROM CURRENT LAW, WHICH
EXEMPTS MAJOR PAYERS, INCLUDING THE U.S. GOVERNMENT,
FROM REPORTING INTEREST ON BEARER SECURITIES AND OTHER
DEBT OBLIGATIONS.

THE ONLY WAY TO ACHIEVE MAXIMUM COMPLIANCE HERE,
HOWEVER, IS THROUGH A WITHHOLDING SYSTEM. AS A TAX
ADMINISTRATOR, | AM PLEASED THAT THIS ADMINISTRATION

HAS ENDORSED THE CONCEPT OF WITHHOLDING.
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1138 .
ParIneRsHiP AND ELECTING SMALL BusiNESs CORPORATIONS

TAKEN TOGETHER, THESE INCOME SOURCES REPRESENT THE
THIRD MOST IMPORTANT SOURCE OF THE UNREPORTED INCOME
TAX GAP AT $7.2 BILLION, OR ABOUT 9 PERCENT OF THE
TOTAL TAX GAP FROM INDIVIDUAL INCOME TAX RETURNS FOR
1981. THIS 1S A SUBSTANTIAL INCREASE FROM THE $1.9
BILLION OF 1973; MOST OF THE INCREASE COMES FROM
PARTNERSHIPS.

WHILE UNDERREPORTING OF INCOME BY THESE ENTITIES
IS CLEARLY A SUBSTANTIAL PROELEM, PERHAPS EQUALLY
IMPORTANT IS THE OVERSTATEMENT OF EXPENSES AND DEDUCTIONS.
ONE OF THE REASONS FOR THE GROWTH OF THIS PORTION OF
THE PROBLEM 1S THE INCREASE IN THE NUMBER OF PERSONS
WILLING TO PLAY THE "AUDIT LOTTERY.” THIS CAN BE
DEFINED AS A GAME PLAYED BY A GROWING NUMBER OF TAXPAYERS
AND PRACTITIONERS IN WHICH THEY REPORT ITEMS ON THEIR
RETURN IN A MANNER CLEARLY INCONSISTENT WITH ESTABLISHEZD
SERVICE POSITION OR JUDICIAL INTERPRETATION OF THE LAW
OR REGULATIONS AS APPLIED TO THE TAXPAYER'S CIRCUMSTANCES.
THESE PRACTICES ARE COUPLED WITH THE REPORTING OF
SUFFICIENT INFORMATION TO PRECLUDE THE IMPOSITION OF
THE FRAUD OR NEGLIGENCE PENALTY, BUT NOT SUFFICIENT
ENOUGH TO CLEARLY INDICATE THE NATURE OF THE ITEM.
TAXPAYERS DO THIS FOR TWO BASIC REASONS: FIRST, THE
PROBABILITY OF THEIR RETURN BEING SELECTED FOR AUDIT 1S

VERY SMALL. SECOND, AND PROBABLY MORE IMPORTANT, THE
TAXPAYER'S RISK 1S GENESALLY LIMITED TO THE ¢NTEREST +ON

ANY DEFICIENCY THAYT MIGHYT BE DETERMINED.
1
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WHILE THE EcoNomic RecovERY TAX ACT PROVISION FOR
AN ADDITION TO TAX IN CASES OF VALUATION OVERSTATEMENT
SHOULD HELP DISCOURAGE THE AUDIT LOTTERY, MUCH MORE
NEEDS TO BE DONE. WE NEED TO FURTHER INCREASE THE RISK
TO PERSONS WHO ARE INCLINED TO PLAY THE GAME.

PERHAPS THE BIGGEST ADMINISTRATIVE PROBLEM THE [RS
ENCOUNTERS IN AUDITING RETURNS OF PARTNERS 1S THE
REQUIREMENT TO DEAL SEPARATELY WITH THE RETURN FOR EACH
MEMBER IN A PARTNERSHIP. THIS ENCOURAGES PROMOTERS OF
ABUSIVE TAX SHELTERS TO STRUCTURE THEIR SCHEMES AS
PARTNERSHIPS THAT ARE MULTI-TIERED, WITH WIDE GEOGRAPHIC .
DISPERSION OF PARTNERS. BECAUSE OF THIS, WE OFTEN
ARGUE THE SAME ISSUES MANY TIMES OVER. WE BELIEVE THAT
PARTNERSHIPS SHOULD HAVE A SEPARATE STATUTE OF LIMITATIONS
FOR PARTNERSHIP I1TEMS; SINGLE AUDIT AND ADMINISTRATIVE
APPEALS PROCEEDINGS SHOULD TAKE PLACE IN THE [RS DISTRICT
WHERE THE PARTNERSHIP 1S LOCATED; AND THE PARTNERSHIP
SHOULD HAVE A SINGLE JUDICIAL PROCEEDING TO CONTEST AN
IRS PARTNERSHIP ADJUSTMENT.

- PENS1ONS

4
THE TAX GAP FROM PENSIONS IS ESTIMATED TO BE $2.8
BILLION IN 1981, WHICH IS A FOUR-FOLD INCREASE FROM THE
$700 MILLION oF 1973. UNDERREPORTING IN THIS AREA CAN
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BE EXPECTED TO GROW EVEN MORE IN THE FUTURE. THIS
RESULTS FROM SEVERAL FACTORS. ONE IS A GENERAL RISE 1IN
THE PERCENT OF THE U.S. POPULATION PAST RETIREMENT AGE;
A SECOND IS THE EXPANSION OF PENSION OR RETIREMENT
PLANS. A THIRD FACTOR IS THE COMPLEXITY FACED BY A
RETIREE IN ATTEMPTING TO DETERMINE SUCH THINGS AS HOW -
MUCH OF THE PENSION TO REPORT AND, FOR MANY, HOW TO
COMPLY WITH THE ESTIMATED TAX PAYMENT RULES. [T Is
IMPORTANT TO NOTE HERE THAT WHEN WE REFER TO PENSIONS,
WE ARE NOT SPEAKING OF THE SOCIAL SECURITY SYSTEM. WE
ARE ONLY SPEAKING OF PENSIONS ARISING FROM EMPLOYER OR
UNION PENSION PLANS, IRAs, ANNUITY PLANS, DEFERRED
COMPENSATION PLANS, ETC.

GIVEN THESE COMPLEXITIES, THE SIMPLEST WAY TO
ENSURE FULL REPORTING IN THIS AREA IS THROUGH A WI}HHOLD!NG
SYSTEM. SINCE SUCH A SYSTEM WOULD BE VERY SIMILAR TO THE
PRESENT GRADUATED WITHHOLDING SYSTEM, IT SHOULD BE EASY
TO DEVELOP. [N MUCH THE SAME WAY THAT INITIAL INSTITUTION
OF THE WITHHOLDING SYSTEM WAS VIEWED AS A SERVICE TO
WAGE EARNERS, WE BELIEVE INSTITUTION OF A SIMILAR
SYSTEM FOR PENSIONERS CAN BE VIEWED AS A BENEFIT,

ENABLING THEM TO CONTINUE MEETING THEIR TAX OBHI&ATIONS
ON-A PAY~AS~YOU=GO BASIS, WITH A MINIMUM IMPACT ON THE
INDIVIDUALS.
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6. Mages anp SaLarlEs (INCLUDING T1Ps)

WHILE THE DOLLAR AMOUNT OF THE TAX GAP FROM UNREPORTED
INCOME, APPROXIMATELY $4.8 BILLION IN 1981, 1s LARGE,
THE REVENUE LOSS FROM WAGES, SALARIES, AND OTHER RELATED
EMPLOYEE COMPENSATION REPRESENTS ONLY ONE PERCENT
NONCOMPLIANCE FOR WAGES AS A WHOLE. THIS EXTREMELY
HIGH COMPLIANCE RATE 1S DIRECTLY ATTRIBUTABLE TO WITHHOLDING.
MoST OF THE NONCOMPLIANCE IN THIS COMPONENT IS
FROM CASH PAYMENTS MADE TO SO-CALLED “CASUAL” EMPLOYEES
OR MOONLIGHTERS, AND OTHER HOUSEHOLD AND AGRICULTURAL
WORKERS. I[N THESE CIRCUMSTANCES, NEITHER REPORTING
NOR WITHHOLDING IS GENERALLY REQUIRED; EVEN IF 1T IS,
IT DOES NOT OCCUR. THERE 1S NO “PAPER TRAIL” TO FOLLOW
IN OUR ENFORCEMENT ACTIVITIES, AND WE HAVE AN EXTREMELY
DIFFICULT TIME IN TRYING TO UNCOVER NONCOMPLIANCE.

THE SECOND MAJOR SOURCE OF NONCOMPLIANCE WITH WAGE
REPORTING IS FROM TIPS. WE ESTIMATE THAT THE TAX GAP
FROM TIPS ALONE WAS APPROXIMATELY $2.3 BILLION IN 1981,
NEARLY ONE HALF OF THE TOTAL UNREPORTED INCOME IN THIS
COMPONENT. MOST OF THE NONCOMPLIANCE HERE OCCURS
BECAUSE OF OUR CURRENTLY "LOOSE" INFORMATION REPORTING
AND WITHHOLDING Reouxngneu}s, WHICH ONLY REQUIRE
EMPLOYERS TO REPORT AND WITHHOLD ON THE TIP INCOME
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VOLUNTARILY REPORTED TO THEM BY THEIR EMPLOYEES.
SINCE SOME PORTION OF TIPS ARE CHARGED ON CREDIT CARDS,
“AND THUS RECORDED AS SUCH ON THE CHARGE STATEMENT, WE
BELIEVE EMPLOYERS SHOULD AT LEAST BE RESPONSIBLE FOR
REPORTING THESE AMOUNTS To IRS.

NoNFILERS

THE TAX GAP COMPONENTS | HAVE COVERED UP TO NOW
HAVE MAINLY INVOLVED UNDERREPORTING IN RETURNS FILED.
AN EQUALLY SERIOUS PROBLEM, HOWEVER, IS NONFILERS = THOSE
WHO SIMPLY DO NOT FILE A RETURN, BUT sHouLD. THIs
COULD BE ANYONE, ANYWHERE IN THE TAX SYSTEM.

THE TAX GAP FOR NONFILERS IS RESPONSIBLE FOR $4.9
BILLION OR 6 PERCENT OF THE TOTAL INDIVIDUAL TAX GAP.
HOWEVER, THE TAX GAP FROM NONFILERS HAS GROWN U TIMES
SINCE 1973 COMPARED TO ABOUT 3 TIMES FOR THE TAX GAP
ON RETURNS FILED. CURRENT LAW IMPOSES A PENALTY FOR
DELINQUENT FILING ONLY IF THE TAXPAYER UWES A TAX.

MANY NONFILERS, HOWEVER, ARE EITHER OWED A REFUND OR
owg NO TAX. IN TRYING TO SECURE DELINQUENT RETURNS, WE
CANNOT DISTINGUISH BETWEEN THOSE WHO OWE TAX AND THOSE
WHO DON‘Te  THE IMPOSITION OF A MINIMUM PENALTY FOR
FAILING TO FILE WOULD HELP ACMIEVE BETTER COMPLIANCE
WITH THE FILING REQUIREMENTS AND SHOULD HELP OFFSET THE
SUBSTANTIAL ADMINISTRATIVE COSTS OF LOCATING TAPAYERS
WHO FAIL TO FILE FOR THEIR REFUNDS. —
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\ ANOTHER ASPECT OF THE NONFILING PROBLEM IS THAT

CREATED BY ILLEGAL TAX PROTESTORS. THESE INDIVIDUALS
OFTEN FAIL TO FILE RETURNS AS A CONSCIOUS WAY OF PROTESTING
AGAINST THE TAX SYSTEM. ALTERNATIVELY, THEY FILE
FRAUDULENT WITHHOLDING REQUESTS (ForMs W=-4) TO REDUCE

OR ACTUALLY ELIMINATE AMOUNTS TAKEN FROM THEIR SALARIES.
Tue New Economic RECOVERY Tax ACT PENALTY of $500 For
FILING FALSE W-U's wiLL CERTAINLY AID OUR ENFORCEMENT
EFFORTS IN THIS AREA. HOWEVER, AS A RESULT OF OUR
COMPLIANCE EFFORTS IN THIS AREA, A BURDEN HAS BEEN
PLACED OH SOME EMPLOYERS WHO ARE NOW FINDING THAT BY
COMPLYING WITH IRS WITHHOLDING INSTRUCTIONS, THEY ARE
BEING SUBJECTED TO UNFOUNDED LAW SUITS BY THE PROTESTORS.
| BELIEVE IT 1S UNFAIR TO MAKE EMPLOYERS SHOULDER THE
BURDEN AND EXPENSE OF THESE LAW SUITS AND IT SEEMS

CLEAR THAT [RS AND JusTiCE DEPARTMENT EFFORTS TO ACT AS
FRIENDS OF THE COURT ARE NOT ENOUGH. THEREFORE, |

WOULD URGE THE COMMITTEE TO CONSIDER ADDING A PROVISION
TO THIS LEGISLATION TO EFFECTIVELY DEAL WITH THIS
PROBLEM. WE WOULD BE HAPPY TO WORK WITH YOU AND THE
COMMITTEE STAFF ON THIS POINT.

CORPORATE Tax Gap

OUR RECENT WORK IN THE CORPORATE AREA HAS INDICATED
THAT OUR MAJOR PROBLEM INVOLVES THE OVERSTATEMENT OF
EXPENSES, DEDUCTIONS, AND CREDITS. HOWEVER, ESTIMATES
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IN THIS AREA ARE EXTREMELY DIFFICULT TO DEVELOP.
PRECISE NUMBERS WILL BE INCLUDED IN OUR FINAL REPORT.
THE SERVICE'S EFFORTS IN THIS AREA HAVE FOCUSED ON THE
LARGE CORPORATIONS. VIRTUALLY ALL OF THEM ARE AUDITED
ON A THREE-YEAR-CYCLE. FOR MANY SMALL CORPORATIONS,
HOWEVER, THE EARLIER DISCUSSION ON THE "AUDIT LOTTERY”
AND THE LACK OF PENALTIES APPLIES EQUALLY AS WELL HERE
AS IN THE PARTNERSHIP AREA.

JLLEGAL SECTOR

OuR ESTIMATES OF THE ILLEGAL SECTOR WERE DEVELOPED
IN CONJUNCTION WITH WORK OF THE NATIONAL NARCOTICS
INTELL1GENCE ConsuMERs CommiTTEE (NMICC), AND INCLUDE
THE TAX GAP FROM ILLEGAL DRUGS, GAMBLING AND PROSTITUTION.
WE ARE WORKING TO DEVELOP ESTIMATES IN OTHER AREAS,
SUCH AS WHITE COLLAR CRIME, BUT DO NOT KNOW WHEN WE

WILL HAVE USABLE RESULTS.

BECAUSE PRECISE ESTIMATES IN THIS SECTOR ARE DIFFICULT
TO OBTAIN, WE CAN ONLY ESTIMATE WITHIN A RANGE OF
POSSIBILITIES. THE ESTIMATED TAX GAP FOR THIS ILLEGAL
SECTOR IS BETWEEN $6 - $10 BILLION IN 1981, COMPARED TO
$2 - $3 BILLION IN 1973. MOST OF THIS INCREASE 1S DUE
TO AN INCREASE IN THE INCOME FROM ILLEGAL DRUGS.

g
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WE HAVE TESTIFIED EARLIER IN SUPPORT OF TWO PROVISIONS
THAT WE BELIEVE WOULD AID US SUBSTANTIALLY IN COMBATTING
TAX LOSSES FROM THE ILLEGAL SECTOR. THE FIRST OF THESE
PROVISIONS WOULD AMEND IRC secTioN 7609 To REQUIRE
TAXPAYERS WHO WISH TO CHALLENGE A SUMMONS ISSUED 70 A
THIRD PARTY RECORDKEEPER TO FILE A MOTION TO QUASH.
THIS CHANGE WILL ELIMINATE THE PRESENT DELAYS IN ENFORCING
THIRD PARTY SUMMONS CAUSED WHEN THE SERVICE MUST GET A
"U+S. ATTORNEY TO GO TO COURT fo ENFORCE THE SUMMONS.
THE SECOND PROVISION WOULD ENSURE THAT EVIDENCE OF
CIVIL TAX LIABILITY OBTAINED BY A GRAND JURY AS PART OF
A CRIMINAL INVESTIGATION WOULD BE MADE AVAILABLE TO THE
SERVICE. ’

EeFecTIvE DATES

MANY OF THE PROVISIONS OF THIS LEGISLATION WILL HAVE
WIDE-RANGING IMPACTS ON BOTH THE PRIVATE SECTOR AND THE
SERVICE. [N PARTICULAR OUR ADMINISTRATIVE DATA PROCESSING
OPERATIONS WILL BE AFFECTED. EFFICIENT IMPLEMENTATION OF
YOUR PROPOSALS WILL REQUIRE THAT ADEQUATE LEAD TIME BE
PROVIDED ALL CONCERNED PARTIES ~ REGARDLESS OF WHAT THE
EXACT DATES ARE. WE WILL BE PLEASED TO WORK WITH YOU AND
THE COMMITTEE STAFF AS NECESSARY T0 REFINE THE NECESSARY
LEAD TIMES INVOLVED.
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WITHOUT QUESTION, THE SINGLE MOST EFFECTIVE AND FAIREST
MEANS OF CLOSING THE TAX GAP AND INSURING HIGH LEVELS OF
COMPLIANCE IS WITHHOLDING AT THE SOURCE. IRS ESTIMATED
INDICATE ‘THAT WHERE THERE IS WITHHOLDING, COMPLIANCE IS IN
" THE 97-99 PERCENT RANGE.

INFORMATION REPORTING IS THE NEXT MOST EFFECTIVE APPROACH
FOR ENSURING HIGH LEVELS OF INCOME REPORTING COMPLIANCE, BUT
ONLY WHEN THE TAXPAYER RECEIVES A COPY OF THE INFORMATION
REPORT AND WHEN COMPLEMENTED BY IRS MATCHING AND ENFORCEMENT
PROGRAMS. AS ] HAVE DISCUSSED ABOVE, THERE ARE CLEARLY
ADDITIONAL AREAS TO WHICH THE CONCEPTS OF INFORMATION REPORTING
CAN BE EXTENDED. WHERE INFORMATION REPORTING ALONE IS
RELIED ON, COMPLIANCE DROPS TO SOMETHING LESS THAN 90 PERCENT.

To ENSURE THE FULL EFFECTIVENESS OF INFORMATION REPORTING
TO THE SERVICE, HOWEVER, SEVERAL OTHER FACTORS MUST BE
CONSIDERED. FIRST, THE INFORMATION SHOULD ALSO BE SENT TO
THE PAYEE- UNLESS A COPY OF WHAT WAS SENT TO THE IRS REACHES
THE TAXPAYER AT THE TIME HE OR SHE COMPLETES THE RETURN, IT
CAN TOO EASILY BE FORGOTTEN.

'

: SECOND, THERE MUST BE EFFECTIVE PENALTIES ON PAYERS TO
ENSURE THAT ALL INFORMATION 1S IN FACT REPORTED AND THAT
THEY OBTAIN CORRECT TAXPAYER IDENTIFICATION NUMBERS FROM THE
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PAYEES. AS I DISCUSSED EARLIER, OUR MOST RECENT RESEARCH
INDICATES THAT THERE CURRENTLY 1S A SUBSTANTIAL DEGREE OF
NONCOMPLIANCE BY PAYERS WITH THE PRESENT REPORTING REQU!REMENTgc
WHILE WE ARE TAKING STEPS ADMINISTRATIVELY TO BEGIN TO DEAL
WITH THIS PROBLEM, THE ADDITIONAL PENALTIES .IN THE BILL ARE

NEEDED.

A THIRD FACTOR THAT IMPACTS ON OQUR ABILITY TO USE
INFORMATION RETURNS IS THE FORMAT iu WHICH IT IS SUBMITTED
TO US. [F THE INFORMATION 1S SENT ON MAGNETIC MEDIA, WE ARE
GENERALLY ABLE To MATCH 100 PERCENT OF THE INFORMATION; BUT
IF IT IS SENT ON PAPER DOCUMENTS, THE PERCENTAGE WE ARE ABLE
TO MATCH IS FAR LOWER. WE HAVE BEEN QUITE SUCCESSFUL IN
GETTING BUSINESSES TO USE MAGNETIC MEDIA ON A VOLUNTARY
BASIS, BUT BELIEVE THAT GIVING THE SERVICE THE AUTHORITY TO
SET STANDARDS IN THIS AREA WILL IMPROVE SUBSTANTIALLY OUR
ABILITY TO ADMINISTER THE INFORMATION RETURNS PROGRAM IN THE

FUTURE -

WHERE NEITHER WITHHOLDING NOR INFORMATION REPORTING IS
PRESCRIBED, AND IRS MUST RELY ON ITS AUDITING EFFORTS ALONE,
COMPLIANCE IN THE RANGE OF 60-80 PERCENT CAN BE EXPECTED-
TRADITIONAL EXAMINATION ENFORCEMENT EFFORTS SHOULD, IN MY
VIEW, BE LIMITED TO THOSE AREAS WHERE THEY ARE THE MOST
PREFERABLE OR THE ONLY AVAILABLE OPTION.
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SUMMARY

) To AN EXTENT, TAX GAPS CAN BE CLOSED BY MORE EFFECTIVE
ENFORCEMENT AND BY A COMMITMENT OF ADDITIONAL ENFORCEMENT
RESOURCES+ A SIGNIFICANT PORTION OF THE GAP, HOWEVER, 18
SIMPLY NOT AMENABLE TO TRADITIONAL EXAMINATIONS AND AUDITS.

ALL THINGS CONSIDERED, EXTENSION OF WITHHOLDING PROVISIONS
PROVIDE THE SUREST WAY OF CLOSING CERTAIN TAX GAPS. EXPANDED
INFORMATION REPORTING-WITH APPROPRIATE PENALTIES CAN ALSO BE
VERY. EFFECTIVE, PARTICULARLY AS IRS FURTHER EXPANDS 1Ts ADP
CAPABILITIES.

. ADDITIONAL OR INCREASED PENALTIES WHICH REFLECT CURRENT
ECONOMIC REALITIES AND DETER CURRENT FADISH FORMS OF NONCOMPLIANCE
ALSO CLOSE THE DOOR QUICKLY ON CERTAIN TAX GAP PROBLEM

AREAS «

AGAIN, | THANK YOU FOR LETTING ME APPEAR BEFORE THIS
CoMMITTEE. | HOPE [ MAVE GIVEN YOU A CONTEXT FOR OUR POSITION
AND | WILL LEAVE IT uR-To MR. CHAPOTON TO DISCUSS THE SPECIFIC
PROVISIONS OF YOUR PROPOSED LEGISLATION.

ATTACHMENTS TO STATEMENT oF Roscoe L. EcGeER, JR.

UBCOMMITTEE ON OVER
Comso i TTEE FINANCES'GHT OF THE INTERNAL REVENUE

BEFORE THE
SERVICE,

ATTACHMENT | DiFFERENCE BETWEEN THE 1979 UNRePorTED

NCOME REPORT AND THE New T
AX
TO BE PUBLISHED THIS SuMMER S4p Report

ATTACHMENT ] Gross Tax Gap From INDIVIDUAL INcome

TAX RETURNS FiLep, NoNFILERS CORPORATE

Tax anp |
1976, 1975-Csns fgg;oa, Tax Years 1973,
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DIFFERENCES BETWEEN THE 1979 UNREPORTED INCOME REPORT-‘-/
AND THE NEW TAX GAP REPORT TO BE PUBLISHED THIS SUMMER

The tax gap analysis is based on a different concept from the
unreported income approach of the 1979 Unreported Income Report.
Consequently, boih the numbers and the discussion of noncompliance
relating to these concepts will differ. The current tax gap
analysis, as the name implies, focuses on taxes which should be
paid but are not, whether due to underreported income or overstated
expenses, exemptions, deductions or other reasons. The focus of

‘the 1979 Report was only on unreported income and its associated

tax gaps The current emphasis {8 on the tax administration aspects

of total taxes not paid--including discussions of both problems and

possible solutions==not just an estimation of the tax gap associated
with unreported income.

The new tax gap report has a different definition of unreported
income from that of the Report. The-Report uniformly used “net
income,"” 1.e. receipts minus all expenses and consequently in-
cluded overstated business expenses as underreported income. The
report generally uses gross profit (gross receipts minus cost of
goods sold) as the measure of income and shows overstated expenses
separately. .

Another difference in the definition of unreported income is that
the current tax gap analysis shows estimates of unreported income on
which tax is due (i.e., where the income is not offset by excess
deductions, exemptions, credits or the tax on which is not offset

by withholding) for both filers and nonfilers. The Report had
reduced total unreported income by nominal-amounts (with no tax
consequence) only for nonfiler wages.

The new tax gap report also includes the corporate income
tax. The previous Report dealt only with the individual income
tax. . ‘,'lh

RV 3
A nevw method was used in the current tax gap analysis to estimate
unreported income not found by TCMP. For most items, the TCMP
amount was multiplied by 3.5 to obtain the total unreported income.
The ratio of unreported IRP-covered income to the amount discovered
by TCMP for those items for which IRP documents were filed and
available was found to be about 4.5 to ! in a 1976 TCMP/IRP study.
The multiple of 3.5 mentioned above 1s a conservative version of
the multiple of 4.5 found in this study. The rationale of applying
this ratio across the board {s that 1f TCMP can find only $1 out of
$3.50 on {tems for which {nformation documents exist, it would do
no better for other income items. The 1979 Report derived the non~
TCMP unreported income estimates from BEA and other data sources.

Y

Estimates of Income Unreported on Individual Income Tax Returns,
September, 1979,
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The 1llegal~source estimates of unreported i{ncome are lower in the
current version. In the area of i{llegal drug trafficking, the
estimates were lowered when a review by an independent research
organization concluded that the high National Narcotics Intelli-
gence Consumers Committee (NNICC) estimates of consumption at
retail prices on which the prior estimates of unreported income
were based could not be justified. The estimated unreported income
of those organizing i1llegal gambling enterprises were lowered after
the FBI withdrew {ts endorsement of {ts high estimates of gross
wagers used in the previous Report. A second, more important,
reagon for the downward revision of the illegal gambling estimates
was the recommendation by an independent research group to base our
estimates on a survey conducted by the University of Michigan,
which previously had been thought to yield estimates that were too
low.

The tax gap analysis was based on estimates of nonfiler incomes
from Exact Match Files for 1977 as well as 1972, For the previous
Report no data had yet been generated from the 1977 Exact Match
File. Moreover, some errors in the previous estimates were dis-
covered and corrected.

The tax gap analysis estimate of informal suppliers is based on
recent University of Michigan survey data which were generated
specially for the tax gap analysis. The prior estimates did not
have a strong empirical base.

The tax gap analysis covers tax years 1973, 1976, 1979 and 1981,
The 1979 Report covered only 1976,

94-522 O—82——9
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Gross Tax Gap from Individual Income Tax Returns Filed, Wonfilers,
Corporate Tax and Illegsal Sector, Tax Years 1973, 1976, 1979 gnd 1981
(Amounts in Billions of Dollars)

Legal .nctok, toral

Individual {ncome tax returns, total

Filed raturns, total
Income underraported:
Wages
Tips
Dividends
Interest
Capital gains
Nonfarm business
Farm business
Pensions
Rents
Royalties
Partnerships
Estates and trusts
Small business corporations
State income tax refunds
Alimony
Other

Total

Overstated expenses, deductions, }/
credits . .

Nonfilersl/
Corporate Taxll

Illegal sector, total 1/ 2/

Drugs
Gambling
Prostitution

Amount of Tax Gap

1981 1979 1976 1973
87.2 66,5 42,6 29,3
83.3 61.8 39.0 26,5
78.4 $8.4 36.8 25.3

2.5 1.8 7 .6
2.3 1.7 1.4 .9
3.6 3.1 1.5 .9
4.1 2.9 1.3 .9
9.1 8.5 5. . 2.0
26.2 17.5 11.6 9.6
1od 1.7 1.7 1.5
2.8 2.3 1.1 7
xls l.z '6 .‘
1‘3 .8 .‘ .l
5.5 3.1 2.5 1.8
.5 .4 .3 lz
1.7 1.2 1.2 o
4 .3 .1 o1
.l * * *-
3.1 2.4 1.0 .6
66.1 49.0 30.6 20.5
12.3 9.4 6.2 4.8
4.9 3. 2,2 1.2
3.9 47 3.6 2.8

6.1 9.8 4.6- 7.4 2,5- 4.0 1.8~ 2.9

6.5‘ 8.1 3.2- 6.0 1.4~ 2.7 loo" 2.0

006" 102 0'5- 009 004" 0¢7 003" 0.5

0.4- 1.2 003" 100 003' 1.0 002‘ 007

Office of

1/ These are preliminary IRS figures and have not been reviewed by the

Tax Analysis. -

2/ Total of three items below and does not include any other illegal activities.

% less than éne hundred million

Note: Details may not add to totals because of rounding.
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Senator GRASSLEY. Mr. Secretary.

STATEMENT OF HON. JOHN E. CHAPOTON, ASSISTANT SECRE-
TARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY,
WASHINGTON, D.C. .

Mr. CuaroroN. Thank you, Mr. Chairman.

We are pleased to be here today to discuss the provisions of S.
2198. We think this is a particularly appropriate time to consider
steps that might be taken to collect taxes due under existing law
which, for a variety of reasons, currently escape taxation.

I would like to compliment the chairman for holding these hear-
ings so quickly, and I would like to thank the chairman and other
cosponsors of S. 2198 for introducing this measure. We think it
takes important steps toward reducing the compliance tax gap as
well as preserving the integrity of our voluntary tax compliance
system, 1

_The provisions of S. 2198 may be divided into five broad catego-
ries. :
First, it deals with the information reporting requirements of ex-
isting law.

Second, it reworks the penalty structure of the Internal Revenue
Code and corrects some deficiencies.

Third, it adjusts the method of computing interest on payments
and on receipts by the IRS.

Fourth, it changes the method of reporting and institutes volun-
tary withholding of tax on retirement plan distributions.

And, fifth, it deals with some ancillary issues, particularly the
Paperwork Reduction Act adopted by Congress a couple of years

0.

I will discuss each of these provisions in that order in general
terms, dealing first with the reporting requirements.

Under existing law many types of payments are subject to infor-
mation reporting. Most payments of interest and dividends, if they
aggregate $10 or more in a year, are required to be reported on
form 1099, and a copy of that form is required to be delivered to
the taxpayer. :

The chief class of obligations that is not covered by these report-
ing rules is obligations of the U.S. Government. Payments such as
royalties, rents, and annuities are also subject to information re-
porting if they aggre%ate more than $600 in the year and if the
payer 18 in a trade or business.

ages paid to individuals are of course subject to reporting and
subject to withholding. The wage withholding system has been in
effect some 40 years now, and it is generally agreed that the
system functions quite well.

S. 2198 will effect major changes to the tax rules governing infor-
mation reporting. The thrust of these provisions is to increase the
number of transactions subject to information reporting and, in
conjunction with certain f;‘n'opossed penalty provisions, to improve
the «}luality and usability of the information reported.

While improving and extending the information reporting net-
work is clearly desirable, particularly to the extent that U.S. Gov-
ernment and corporate bearer obligations would become subject to
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reporting, we believe that the tax gap has grown too large for us to
continue to take limited incremental steps toward improved tax-
payer compliance in the interest and dividend area. For that
reason, as you know, Mr. Chairman, the administration has pro-
posed withholding on dividends and interest at zource, and we hope
the committee will give serious consideration to the desirability
and feasibility of instituting withholding with respect to interest
and dividends.

S. 2198 would also broaden the scope of information reporting in
the area of charge tips, State and local government tax refunds,
and capital transactions requiring reporting by commodities and
securities brokers. }

Turning first to tips, tips are clearly compensation and thus con-
stitute taxable income. Current estimates show that employees
report less than 20 percent of their tip income. This is simply an
unsatisfactory level of taxpayer compliance. S. 2198 would require
employers to treat tips that are charged on a credit card and paid
over by the employer to an employee as wages subject to informa-
tion reporting. Since a paper record of the transaction is already
generated by the credit card, there should be little additional pa-
perwork burden as a result of this requirement. It is, therefore, de-
sirable to impose information reporting in these circumstances.

In the area of State tax refunds, taxpayers are required to in-
clude the refund in income if the tax was deducted in a prior year
and the deduction gave rise to a tax benefit. Taxpayers frequently
fail to include State and local tax refunds in income, probably be-
cause of ignorance of the requirements that they are taxable
income, or, they overlook the fact that they have received the
income or lack the particulars about the amount of the refund
when they are preparing to file their tax returns. .

The chax‘l’ge {)roposed y S. 2198 would go far to remedying these
problems. While we think this change is clearly desirable from the
point of view of Federal tax administration, we do want to point
out that one must tread carefully in imposing a requirement of
even this limited nature on State and local governments, if for no
other reason than out of concern for the costs to State and local
governments. We do note that there has been a proliferation of in-
formation exchange agreement between the State and Federal Gov-
ernments. Thus, it does not appear that it would be unduly burden-
some to ask the States and localities to take the further step of in-
suring that taxpayers have the needed records concerning these
tax refunds when they complete their tax returns.

Turning to the area of capital transactions, the tax law has long
provided that the Internal Revenue Service has the authority to re-
quire information reporting by brokers of the profits and losses and
other information concerning their customers. At present there are
no such requirements in effect. S. 2198 would mandate the issuance
of regulations requiring information reporting by commodities and
securities brokers on capital transactions.

I would note, Mr. Chairman, that S. 2198 would require that this
information be reported only to the IRS and not to the taxpayers.
We think that the failure of taxpayers to receive information could
account in large part for the high rate of noncompliance in the
area of capital transactions—about 56 percent. We think, therefore,

\
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that if reporting is required for securities brokers and commodities
brokers, the committee should consider the desirability of a re-
quirement that the information be furnished to taxpayers as well
as to the IRS.

The poor rate of compliance for capital transactions leads us to
the conclusion that information reporting by securities and com-
modities brokers is desirable, but we would like an opportunity to
consider certain questions that would be raised by this type of in-
formation reporting. We want to consider carefully the types of in-
formation that would be required to be furnished to make certain
that it is fully useful to the IRS, and, second, we want to examine
the cost to both the industry and to IRS of producing information
that would be useful. We would look forward to working with the
corlnmittee and the industry toward the development of workable
rules.

S. 2198 would also permit the Commissioner to require that tax
returns be filed in machine-processable form, including on magnet-
ic media. At a time when businesses are increasingly relying on
computers to perform basic information-processing functions, it
seems appropriate to confirm that the Commissioner may require
reporting in this manner.

_ Turning to the penalty provisions, we note that the penalty pro-
visions of a voluntary tax compliance system must have two basic
characteristics.

First, the penalties must deter taxpayer behavior that would

impair voluntary tax compliance. Persons who purposely or reck-
lessly fail to comply with the tax law must be subjected to sanc-
tions.
_ Second, the penalties must take into account, through abatement
processes or otherwise, reasonable errors or omissions made in
good faith. This second element is particularly important given the
complexity of our tax laws.

Although most taxpayers wish to pay their fair share of taxes,
there is an institutionalized minority that relies on flaws in the ex-
isting penalty structure to avoid tax. They rely on two facets of the
present system: Basically that the present system imposes no pen-
alty even on an agressive position taken in a return, so long as a
reasonable basis exists for the position taken; and, second, they
rely on the fact that a relatively small number of tax returns are
audited each year. This combination of the audit lottery and the
absence of effective penalties makes it profitable for some taxpay-
ers to reduce their tax liability through aggressive positions on
their returns which masquerade as good-faith constructions of the
taﬁ laws. Revision of the penalty structure is, thus, clearly in
order. -

S. 2198 would impose an audit lottery penalty equal to 10 percent
of an understatement of tax liability if the understatement is sub-
stantial, and it defines ‘“‘substantial understatement’’ as one that is
10 percent of tax liability, but at least $5,000 in the case of an indi-
vidual and $10,000 in the case of corporations.

We applaud the sponsors of S. 2198 for squarely facing the diffi-
cult issue of overly aggressive returns filed by taxpayers attempt-
ing to take advantage of the perceived weaknesses in our voluntary
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compliance system. There are, however, certain aspects of this pen-
alty that we would think need further consideration.

ne is whether adequate disclosure has been set forth in a tax
return. That may be a ver]); difficult question to resolve in particu-
lar cases, and we would like the opportunity to look at that ques-
tion further.

Also, we wonder if the application of the penalty without excep-
tion might be inequitable in certain circumstances such as the case
of an ill-informed taxpayer. We would like to work with the com-
mittee to fashion a penalty that would avoid or minimize these dif-
ficulties.

The second penalty measure of S. 2198 relates to the corporate
officer or agent penalty for knowing participation in the tax fraud
of a corporation. Knowing participation would include direct par-
ticipation in the fraud by the individual, ordering a subordinate to
participate in the fraud, or knowing of and not attempting to pre-
vent (farticipation in the fraud by a subordinate. However, conduct
would constitute knowing participation only if the individual knew
or should have known that participation would result in an under-
payment of tax.

The unavailability of civil sanctions against corporate officers for
participating in the fraud of a corporation leaves the IRS without
an effective civil remedy against corporate officers who engage in
conduct constituting tax fraud of a corporation. Therefore, we
think this proposed change is in order. ,

We do wish the committee would consider a couple of further
points on this penalty, however. First, we think the overlap of the
return preparer penalty and fhe corporate officer agent penalty
should be clarified; and, second, we raise the question of whether
the $100,000 cap on the penalty might be too high in some circum-
stances, particularly in the case of relatively low-level employees.
But, aside from these relatively small points on the proposed
ch_an%e, we think this penalty provision is sound and is well con-
ceived.

The bill would also provide a series of revisions to the penalty
provisions relating to information reporting and would add a with-
holding requirement in the situation where no social security
number or other taxpayer identification number is provided to a
payer, or where an incorrect taxpayer identification number is pro-
vided to a payer after the IRS has notified the payer that the
number is incorrect.

Persons should not be able to disregard or deliberately avoid in-
formation reporting responsibilities with the expectation that a
failure to report income will provoke, at most, trivial sanctions. We
think significant penalties are appropriate where parties knowing-
ly attempt to subvert the reporting requirements that are crucial
to the functioning of our tax system.

Also, by implementing a system of source withholding on persons
who are not willing to provide taxpayer identification numbers, S.
2198 would place the onus of correct information reporting on the
person best able to insure that reporting is accurate. We think
t}l;(lese changes as proposed are, therefore, appropriate and desir-
able.
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i 8. 2198 would also impose a minimum penalty for extended fail-
ure to file a tax return. Under present law, the penalty for failure
to file is based only on the amount of tax due. Thus, where no tax

- is due, no civil penalty is imposed. S. 2198 would impose a mini-
mum late filing penalty of $100 when a return is filed late, more
than 60 days after the due date of the return.

We have a couple of reservations about this proposed change,

"Mr. Chairman. First, we are somewhat worried about codifying a
60-day rule which would in effect allow returns to be filed 60 days
late without any penalty, but where no tax is due. And we are also
concerned about the applicability of the penalty possibly giving rise
to a perception of Government insensitivity in certain cases where
the penalty-might be applied to poorly informed persons, although
we would think a liberal construction by the IRS of the reasonable
cause abatement exception would go far to allaying these concerns.

S. 2198 also provides a number of adjustments to the Internal
Revenue Code interest computation provisions. These would apply
both to interest due the IRS as well as interest due taxpayers. In
our view, these changes are appropriate and welcome.

At present, under the Internal Revenue Code, interest is comput-
ed on a simple rather than a compound basis, and in the case of an
underpayment or overpayment that is outstanding for several
years, the simple interest computation has the effect of greatly un-
derstating the amount of interest due. For examgle, 15 percent
simple interest for 5 years is equivalent to only 11.5 percent inter-
est compounded semiannually. Thus, for debts outstanding for
longer periods, simple interest even at o high rate does not provide
adequate compensation for the use of money. The absence of a com-
pound interest rate in the Code discourages prompt settlement of
disg)utes and prompt payment.

. 2198 would require interest to be compounded semiannually.
This is a change that is long overdue. The only possible change in
this proposal that we think the committee might consider is for
debts that are of shorter duration, perhaps 1 or 2 years. In the case
of taxpayers who try to compute their own interest on deficiencies,
compounding would make it difficult, and the committee might
consider whether it would be appropriate to use simple interest on
taxes overdue short periods of time.

Dealing with the interest rate adjustments, under present law
the interest rate applicable to tax deficiencies and overpayments is
adjusted each January 1, effective for the ensuing calendar year,
equal to 100 percent of the average prime rate during September of
the preceding year. S. 2198 would provide for semiannual -adjust-
ment to the interest rate based on the average prime rate charged
by banks during the 6-month period ending 3 months prior to the
date of change. So, we would have a semiannual adjustment in the
interest rate.

Regardless of the formula employed to fix interest rates during
periods in which there are significant interest rate fluctuations, a
possibility exists of significant differences between the interest rate
determined under the formula and market interest rates. However,
the proposed interest rate formula in S. 2198 would clearly yield an
interest rate that more closely approaches a market rate than the
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f(;lrmula provided under present law, and we think that is a good
change. .

Under present law, taxpayers who file a late return are able to
earn interest on a refund from the due-date of the return if the IRS
is not able to grocess the return within 45 days after receipt of the
return. S. 2198 would change this result by providing that interest
would be paid only from the date on which a return is filed if it is
filed late. We think this is a desirable change.

In the same vein, S. 2198 provides that interest will be computed
only from the date that a return is received by IRS in processable
form. For a variety of reasons, the IRS receives returns which it
cannot process through its systems because of deficiencies in the in-
formation provided. We think it is appropriate that a return not be
considered filed until it is received in a processable form.

And finally, in the area of interest, the bill would limit interest
on refunds resulting from operating loss and capital loss carry-
backs as well as tax credit carrybacks. Under present law, interest
commences from the first day of the taxable year following the
war in which the loss or credit giving rise to the carryback occurs.

e understand that some taxpayers are seeking to take advantage
of the current high interest rates by delaying filing of the appropri-
ate claim for refund and thus earning interest on a tax refund in
excess of that which they would be able to earn at a bank or other
financial institution. 8. 2198 would provide that interest on the
overpayments resulting from such a claim would be computed from
the date on which the claim for refund is filed rather than from
the first day of the year following the year in which a claim arises.

We think the system should not create artificial incentives to
defer filing a tax refund claim, but we have some concern about
the effect of the rule proposed by S. 2198 in the case of taxpayers
who are unable to file their returns and file a claim for refund that
arises from the return. We would like to work with the committee
to insure that there would not be inequitable application of this
rule in some cases, although the point of the change is well taken.

In the case of retirement plan and annuity distributions, S. 2198
would impose reporting requirements on employers who maintain
qualified pension, profit sharing, stock bonus, and annuity plans,
and on administrators of such plans, and would extend the with-
holding system to total distributions and, on a voluntary basis, to
periodic payments from qualified plans,” individual retirement ac-
counts, and commercial annuities. It would also reverse the thrust
of the current withholding system for distributions by such plans
bf' requiring that a recipient be subject to withholding unless he
elects not to have withholding apply.

fSSub'legg to certain technical changes, we support these provisions
of S. .

Finally, Mr. Chairman, on effective dates, I have not in our pre-
pared statement dealt in a systematic fashion with the effective
date provisions of S. 2198, but I would point out that it appears
that certain effective date provisions in the bill might cause hard-
sh%p where new reporting requirements are imposed.

or example, the interest paid after December 31, 1981, on obli-
gations of corporations issued in bearer form would be subject to
reporting for the first time. It would be difficult to comply with
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this requirement in the time period imposed, and we think it would
be appropriate to work with the committee and the staff of the
committee to devise effective dates that adequately take into ac-
count the practical difficulties that could arise in implementing
some of the bill’s provisions.

Also, Mr. Chairman, T just want to mention the provision of S.
2198 dealing with OMB, or Office of Management and Budget,
oversight. The administration is still considering the application of
the Paperwork Reduction Act to Treasury and to IRS, and we re-
spectfully request an opportunity to advise the committee of the
administration’s views on this subject at a later time.

Also, we are working on detailed revenue estimates on S. 2198,
and we would like to supply those more detailed revenue estimates
as a part of the record of these hearings. They should be completed
within the -next 3 weeks.

[The information follows:]
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The Budget Effect of the Taxpayer Compliance Improvement Act of 1982 (8, 2198)
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Mr. CuaproToN. Thank you, Mr. Chairman.
[The prepared statement follows:]

For Release Upon Deliver
Expected at 15:55 a.m,
March 22, 1982

STATEMENT OF
THE BONORABLE JOHM E. CHAPOTON
ASSISTANT SECFETARY (TAX POLICY)
BEFORE THE SUBCOMMITTEE ON OVERSIGHT
CF THE INTERNAL REVENUE SERVICE
COMMITTEE ON FINANCE

Mr. Chairman and Members of this Committee:

I am pleased to be here today to discuss the provisions
of S. 2198, the "Taxpayer Compliance Improvement Act of
1982." °‘In general, we view this bill as an important step in
reducing the compliance tax gap -~ which Commissioner Egger
bhas just described.

Qverview

This is a particularly appropriate time to consider
steps that might be taken to collect taxes due under existing
law which, for a variety of reasons, currently escape _
collection. I would like to compliment the Chairman and this
Committee for holding hearings on the issues presented by the
tax gap. I would also like to thank the Chairman and other
sponsors of S. 2198 for introducing this measure, which we
think takes important steps toward reducing the compliance
tax gap as well as preserving the integrity of our voluntary
tax compliance system. .

The provisions of S. 2198 may be divided into five
categories: (1) broadening the scope of and improving the
quality of information reporting; (2) reworking the penalty
structure of the Internal Revenue Code to correct certain
deficiencies, and to deter troublesome and growing abuses
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that may reflect increasing public acceptance of
noncompliance; (3) adjusting the method of computing interest
on payments and receipts by the IRS; (4) revising the
antiguated rules dealing with voluntary withholding of tax on
retirement plan distributions; and (S) ancillary issues,
chiefly application of the Paperwork Reduction Act of 1980 to
Treasury and IRS. I will discuss each of these provisions in
turn. .

Reporting Requirements

General

Under existing law, many types of payments are subject
to information reporting. Most payments of dividends and
interest aggregating more than $10 in a year are reguired to
be reported to the IRS on Form 1099. Copies of Form 1099 are
also required to be gsent to taxpayers so that they will have
the amount of income from each source readily available. The
chief class of obligations that is not covered by these |
reporting rules is obligaticns of the United States
Government (although there is reporting by the Bureau of the
Public Debt to IRS on some types of obligations). Payments
such as royalties, rents and annuities are subject to
information reporting if the payor is engaged¢ in a trade or
business, and the payments in a year exceed $600.

Wages paid to individuals are subject to information
reporting in addition to withholding of tax at source. The
wage withholding system has been in place for almost forty
years; the system has long been accepted, and it is génerally
agreed that the system functions well.

S. 2198 would effect major changes to the tax rules
governing information reporting. The thrust of these -
provisions is to increase the number of transactions subject
to information reporting and, in conjunction with certain
proposed penalty provisions, to improve the quality and
usability of reported information. We recognize that
information reporting on taxable transactions is valuable
both to the Government -- to enable it to check the
information reported by taxpayers -- and to the vast majority
cf taxpayers who conscientiously attempt to report all of
their income. Time and experience have shown, however, that
information reporting is not a panacea: We need only
contrast the rate of taxpayer compliance in the wage area,
where withholding is generally required, with current levels
of compliance in areas where only information reporting is
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required. It is estimated that wage and salary income, most
of which is subject to withholding, is underreported by only
2 or 3 percent; on the other hand, the comparable figure for
interest and dividend income, most of which is subject to
information reporting only, is between 10 and 16 percent.
Twenty billion dollars or more each year in interest and
dividend income goes unreported.

There is little question that compliance is
substantially higher under a withholding system than under a
sxstem of information reporting only. We therefore believe
the time has come for imposing withholding on interest and
dividend income as long as the costs to withholding agents of
implementing this system are not excessive. For that reason,
the Administration has proposed withholding on interest and
dividends. Thus, while improving and extending the
information reporting network is desirable, particularly to
the extent that U.S. Government and corporate bearer
obligations would become subject to reporting, we believe
that- the tax gap has grown too large for us to continue to
take limited incremental steps toward improved taxpayer
compliance in the interest and dividend area.

The balance of the bill's provisions broadening the
scope -of information reporting call for: (1) reporting on
charged tips; (2) reporting by State and local governments on
tax refunds; and (3) issuance of regulations requiring
reporting by commodities and securities brokers. Let me
discuss these proposals in turn.

Charged Tips

Employees who receive tips of $20 ot more in a month are
required under present law to report such tips to their
employer. The employer, in turn, is required to report to
the IRS (and to the employee) the amount of tips reported by
the employee. The emplover is similarly obligated to
withhold tax on tips reported by the employee.

Tips are clearly compensation and thus constitute
taxable income. Current estimates show that employees report
less than 20 percent of their tip income. This is simply
unsatisfactory taxpayer compliance. §S. 2198 would require
employers to treat tips that are charged on a credit card,
and paid over by the employer to an employee, as wages
subject to information reporting. Small employers, who are
defined as those who normally had five or fewer employees
during the preceding calendar year, would be exempt from this

— e
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reporting requirement. Since a paper record is already
generatod by the credit card transaction, there should be

ittle additional paperwork burden as a result of this
requirement; it is therefore desirable to impose information
reporting in these circumstances.

State Tax Refunds

Taxpayers are required to include in income the amount
of any State or local income tax refund, if the tax was
deducted in a prior year, and the deduction gave rise to a
tzx benefit. Frequently, however, taxpayers fail to include
- these refunds in income. Doubtless this nomcompliance
sometimes results from taxpayer ignorance of the requirements
of gubstantive law. In addition, we believe that taxpayers
often compldtely overlook the fact that they received a
tefund in the prior year, or lack the particulars about the
refund when they £ill out their income tax returns. §. 2198
would go far to remedy both of these problems. Receipt of
information reports from the States and local taxing
jurisdictions would heighten taxpayers' awareness that the
refunds are taxable. Additionally, the requirement would
provide taxpayers with a timely paper record of the
information which they require.

Although this provision is clearly desirable from the
point of view of Pederal tax administration, we must tread
~carefully in imposing a requirement of even this limited .
nature on State and local governments, if for no other reason
than out of voncern for the costs to the States of complying
with these new reporting requirements. We note, however,
that there has been a proliferation of information exchange
agreements between the Federal and State governments. It is
anticipated that many States would satisfy their obligations
under this provision of §. 2198 by simply providing the
information called for by current agreements (although
information would also be required to be provided to the
individual taxpayer, a practice that is not now in effect).
It thus appears that it would not be unduly burdensome to ask
the states and local governments to take the further step of
insuring that taxpayers have the needed records concerning
State tax refunds to complete their Federal tax returns.

Reports by Securities and Commodities Brokers

The tax law has long provided the Internal Revenue
Service with authority to require reporting by brokers of the
profits and losses and other information concerning their



139

customers. At present, there are no such requirements in
effect. 8. 2198 would mandate the issuance of regulations
requiring information reporting by commodities and securities
brokers on capital transactions, as well as the sale or
trsnsfer before maturity of any bond or other evidence of
indebtedness (other than Treasury Bills or commercial paper
s0ld or transferred by corporations). 1In its present form, '
8. 2198 would require that this information be reported only
to the IRE, not to the taxpayers involved. 1In our view, a
‘substantial part of the value of reporting lies in the fact
that it informs taxpayers of their taxable income -~ in this
case, gains and losses on securities and commodities
transactions. ' The failure of taxpayers to receive this
information could well account for the very high rate of
noncompliance -~ 56 percent -- for capital transactions
generally. If reporting of capital transactions is to be
mandated, we hope the Committee will give careful
consideration to the desirability of furnishing information
to taxpayers as well as the IRS.

In cases where a brokerage house does not possess all of
the information necessary for the taxpayér to compute gain or’
loss on a given item, we would anticipate that regulations
would simply require that the brokerage house report. the
information that it has. Por example, in the case of a
customer who brings a security to a brokerage house for sale,
the brokerage house would report the sale proceeds. While
this would not grovido full information on the amount of gain
or loss from this transaction, it would give the IRS
sufficient information to determine that the full proceeds
were correctly reported, and would fully inform the taxpayer
of the sale transaction, reqguiring only that he ascertain his
tax bagis to report the transaction correctly.

) The extremely poor rate of compliance for capital
transactions generally leads us to the conclusion that
information reporting by securities and commodities brokers
is desirable. However, we would like an opportunity to
consider certain questions that are raised by this provision.
Pirst, we would wish to consider the types of information
that would be useful to IRS in improving compliance in this
area. Second, we would like to examine the costs both to the
brokerage industry and to the IRS of producing information
that would be useful to the Government and taxpayers. Ve
look forward to working with you and representatives of the
brokerage industry to develop answers to these questions.
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Reporting In Machine-Processable Porm

8. 2198 would permit the Commissioner to require
that tax returns be filed in a mschine~processable form,
including on magnetic media in the case of a person who is
required to file multiple returns. It is substantially
simpler and choagor for the IRS to process documents filed in
machine processsble form, Many persons filing large numbers
of returns now voluntarily report in magnetic form.
Reporting on magnetic media is typically no more expensive
(and often less expensive) than reporting on paper. At a
time when businesses are increasingly relying on computers to
perform basic information processing functions, it seems
appropriate to confirm that the Commissioner may require
reporting in this manner, recognizing that it will be
nacessary to employ s flexible approach to take into account
situations where persons do not have computer capability.

Pena govisions

Penalties in a voluntary tax compliance system must have
two basic characteristics. Pirst, the penalties must deter
taxpayer behavior that would impair the voluncat{ tax
compliance system; persons who purposoly or recklessiy fail
to comply with the tax law must be subject to sanctions.
SBecond, penalties must take into account, through abatement
processes or otherwise, reasonable errors or omissions made
in good faith, This second element is particularly important
given the degree of complexity of our tax laws.

Although most taxpayers wish to pay their fair share of
taxes, there is an institutionalized minority that relies on
flaws in the existing penalty structure to avoid taxes. This
avoidance results, in part, from the ogpottunity under
curzent rules to take highly questionable or aggressive
positions on tax returns with knowledge that even if the
zolition taken is struck down, no penalty will be imposed on

he resulting tax deficiency so long as a "reasonable basis”
for the position taken exists, Because only a small
percantage of returns are audited each year, these aggressive
positions may never ke scrutinized or questioned by the
Internal Revenue Secrvice (although it is true that IRS audits
& relatively high percentage of certain returns based on
selection techniques indicating 8 high probability of a
substantial audit adjustment). Thus, the combination of the
audit lottery and the absence of effective penalties makes it
profitable for taxpayers to reduce their tax liability
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through aggressive positions on their tax returns whbich
masquerade as good faith constructions of the tax law.
Revision of the penalty structure is thus clearly in order.

Some progress has been made in dealing with abusive
taxpayer behavior of this sort. An over-valuation penalty
was added by the Economic Recovery Tax Act of 1981 to deter
taxpayers from claiming exaggerated deductions or credits
based on an overstated valuation of property. As structured,
the penalty will apply if the claimed value of property
exceeds 150 percent of its true value; appraisal reports or
opinions of experts will not, in general, prevent application
of the penalty.

Audit Lottery Penalty

S. 2198 would impose an "audit lottery" penalty equal to
10 percent of an understatement of tax liability if the
understatement is substantial. A substantial understatement
is cdefined as 10 percent of tax liability, but at least
$5,000 for individuals, subchapter S corporations and
personal holding companies, and $10,000 for other .
corporations. In computing the understatement, items giving
rise to a deficiency would be treated as having been reported
properly and full tax paid thereon if the taxpsyer adequately
disclosed on the return or an attachment to the return that
the reporting of the item was questionable. Thus, taxpayers
who are uncertain about the resgolution of an issue may
continue to take "reasonable basis" positions, just as under
existing law. Taxpayers would, however, be required to
disclose to IRS the fact that the questionable or aggregsive
position has been taken or else face the possibility that
this penalty would be imposed.

I-applaud the sponsors of S. 2198 for squarely facing
the difficult issue of overly aggressive returns filed by
taxpayers attempting to take advantage of perceived
weaknesses in our voluntary compliance system. It is
important to reverse the perception among some taxpayers that
adopting aggressive tax return positions is necessary or
appropriate to avoid "overpaying” taxes relative to other
taxpayers. The audit lottery penalty would undoubtedly go
far in reducing that perception.

There are certain aspects of this penalty that we
telieve are in need of careful consideration., Whether
adequate disclosure has been set forth in a tax return ma¥ be
difficult to resolve in certain cases. Also, we wonder i

94-522 0—82——10 .
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application of the penalty might be inequitable in cetain
circumstances, such as in the case of ill-informed taxpayers.
We would like to work with this Committee to fashion a .
penalty that would avoid or minimize these difficulties.

Corporate Officer/Agent Fraud Penalty

The second penalty measure of S. 2198 that I wish to
review in detail is the corporate officer/agent penalty for
participation in the tax fraud of a corporation, Under this
provision, a corporate officer, director, or employee, as
well as a corporate agent, would be liable for a civil
penalty equal to 50 percent of an underpayment of tax by a
corporation if the corporate officer or agent “knowingly
participated” in the fraud. RKnowing participation would
include direct participation in the fraud by the individual,
ordering a subordinate (whether or not the subordinate was
employed by the corporation) to participate in the fraud, or
knowing of and not attempting to prevent participation in the
fraud by a subordinate. However, conduct would constitute
-‘*knowing participation” only if the individual knew or should
have Known that the participation would result in an
underpayment of tax. -

Under present law, corporate officers are subject to
criminal penalties but not civil penalties for participating
in the tax fraud of a corporation. Agents who are tax return
preparers may be subject to civil liability of $500 for
participating in such fraud. The unavailability of civil
sanctions against corporate officers for participating in the
fraud of a corporation leaves the IRS without an effective
civil remedy agaimst corporate officers who engage in conduct
congtituting tax fraud of a corporation. While a civil fraud
penalty may be asserted against the corporation itself, the
burden of such a penalty is borne by the shareholders;
particularly in the context of a publicly held corporation,
the gorporate officer might not feel the "sting" of that
penalty.

Initially, the issue of the overlap of the return
preparer penalties and the corporate officer/agent penalty
should be clarified. Presumably, the amount of any corporate
officer/agent fraud penalty should be reduced bty the amount
of any return preparer penalty. Second, we wonder whether a
penalty of $100,000, particularly in the case of relatively
low~level employees, may be somewhat high. Aside from these
issues, however, the penalty is, in our view, soundly
conceived. Conduct amounting to tax fraud committed by a
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person doing business in noncorporate form would give rise to
a civil fraud penalty. It is difficult to see why a
different result gshould obtain merely because the business is
carried on in corporate form. Therefore, we view the concept
of this penalty as a logical and necessary supplement to the
Code provisions dealing with tax fraud.

Penalties for Pajilure to FPile Returns or Pibvide
Taxpayer Identification Number -

The bill provides for a series of revisions to the
penalty provisions relating to information reporting, and
adds a withholding requirement in the situation where no
social security number or other taxpayer identification
number is provided to a payor, or where an incorrect taxpayer
identification number is provided to a payor, after the IRS
has notified the payor that the numter is incorrect.

Briefly, these provisions are as follows:

° Where a person fails (1) to furnish a taxpayer
identification number to a payor, (2) to include a
taxpayer identification number in a return, or (3) to
include the taxpayer identification number of another
person in a statement or return filed (e.q., A's
failure to include B's social security number on a
Porm 1099 issued to B), -the $5 penalty provided under
present law would be increagsed to $50, with a maximum
of $§50,000 (increased from $25,000) for all such
failures during a calendar year. Where the failure
to include another person's taxpayer identification
number in a return filed is intentional, the penalty
would be $100 per failure, with no limit,

° Where a payor fails to file an information return on
dividends, interest or other amounts, the fenaltg
would be increased from $10 to $50 per failure, but
not to exceed $50,000 (increased from $25,000). 1If
the failure to file such returns is due to
intentional disreqgard of the filing requirements, the
penalty would be 10 percent of the amount of the
payment (S5 percent in the case of reports by
brokers).

° If a payee fails to provide a taxpayer identification
number to a payor, withhclding at the rate of 15
percent would be required. Alternatively, if IRS
determines that the taxpayer identification number
provided to the payor is incorrect, the payor would
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start withholding upon notice from the IRS that the
taxpayer has failed to supply the correct taxpayer
identification number. Withholding would continue as
long as the taxpayer fails to provide a number, or
does not correct an incorrect number.

Persons should not be able to disregard or deliberately
avoid information reporting responsibilities with the
expectation that a failure to report income will provoke, at
most, trivial sanctions. 8. 2198 goes far to making the
various Code reporting requirements meaningful by generally
increasing the penalties for refusals to comply. I would
like to comment on two of these penalty provisions.

The minimum penalty of 10 percent of the amount subject
- to the reporting requirement (S5 percent in the case of
reports by brokers) where a payor intentionally disregards
the £iling requirements would in some cases result in a
substantial penalty. However, we think significant penalties
are appropriate where parties knowingly attempt to subvert
the reporting reguirements that are crucial to the
functioning of our tax system.

Next, let me mention the "penalty withholding”
provision. Many information reports which are received
either lack a taxpayer identification number altogether, or
show an incorrect number. Fully 11 percent of the reports on
dividends and interest payments lack this information. These
defective reports are in many cases worthless to the Internal
Revenue Service; those reports that are corrected are done at
very substantial expense. By implementing a system of source
withholding on persons who are not willing to provide correct
taxpayer identification numbers, this provision will place
the onus of correct information reporting on the person best
able to insure that the reporting is accurate.

We think this is an appropriate and desirable sanction.

Minimum Penalty for Extended Failure to File

Under present law, a person who fails to file a tax
return on a timely basis is subject to penalties based on a
percentage of the amount of tax due. Thus, where no tax is
due, no civil penalty can be assessed. In many cases, IRS
finds it necessary to seek out persons who have failed to
file their tax returns, in order to obtain such persons’
returns, Many of these persons ultimately are entitled to
refunds. In those cases, IRS' efforts tc compel the filing
are not recompensed, except for the value of the right to use
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the refund without interest expense (assuming IRS pays the
refund within 45 days after the return is filed). S. 2198
addresses this problem by imposing a minimum late £iling
penalty of $100 when a return is filed more than 60 days
after the return due date (including extensions).

We have two reservations about this provision.
Initially, we are concerned about the effect of codifying a
rule allowing late filing by 60 days. Although we recognize
‘that there could ke substantial practical problems in
applying this penalty without a grace period, we are not
pefsuageg that Code-sanctioned late filing is a desirable
rule of law.

Second, we are concerned that application of the penalty
could give rise to a perception of government insensitivity
in certain cases where a penalty was applied to
poorly-informed persons; however, a liberal construction by
IRS of the "reasonable cause®™ exception to the penalty would
go far toward allaying those concens.

Relief From Criminal Penalty for Failure to File -
Egstimated Tax Return Where Exceptions Applicable

Under present law, the obligation to file an estimated
tax return, and the criminal sanction for failure to file
such a return, are not correlated with the exceptions to the
penalty for underpayment of estimated tax liability. Thus, a
sanction for failure to file an estimated tax return may )
exist for a person who would incur no penalty for
underpayment of estimated taxes because one of the statutory
exceptions is applicable., S. 2198 would conform the rules
imposing criminal liability for failure to file a return to
the exceptions from liability for underpayment of estimated
taxes. We support this provision.

Interest Computation Method

S. 2198 provides a number of adjustments” to the Internal
Revenue Code interest computation provisions, which apply
both to interest due to IRS as well as interest due to
taipayers. In our view, these changes are appropriate and
welcome.

Compounding of Interest

At present, interest under the Internal Revenue Code is
computed on a simple rather than a compound basis.
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Particularly in the case of an underpayment or overpayment
that is outstanding for several years, the simple interest
computation has the effect of greatly understating the amount
of interest due.

For example, 15 percent simple interest for 1 year is
equivalent to 14.5 percent interest compounded semi-annually
-~ not a significant difference. However, 15 percent simple
interest for 5 years is equivalent to only 11.5 percent
interest compounded semi-annually. For 10 years, a
compounded rate of 9.4 percent is equivalent to 15 percent
simple interest. Thus, for debts outstanding for longer
periods, simple interest -- even at a high rate ~- does not
provide adequate compensation for the use of money. As a
result, the absence of a compound interest rate in the Code
discourages prompt settlement of disputes and prompt payment.

8. 2198 would require interest to be compounded
semi-annually. This would bring the tax interest computation
into line with modern commercial practice, and would insure
that both taxpayers and the Government are treated fairly
when they are in a position to receive interest payments.
This is a change that is long overdue. We do wish to point
out, however, that taxpayers who compute their own interest
on deficiencies could have some difficulty in doing so when.a
compound rate is employed. We would like the opportunity to
further consider wheather it would be appropriate to use
simple interest, rather than a compound interest computation,
for deficiencies that are outstanding for a relativegy short
period of time. )

Interest Rate Adjustments

Under present law, the interest rate applicable to tax
deficiencies and overpayments is adjusted each January 1l
effective for the ensuing calendar year to a rate equal to
100 percent of the average prime rate in effect during
September of the preceeding year, rounded to the nearest full
percentage. This rule was adopted as part of the Economic
Recovery Tax Act of 1981. Prior to the 1981 Act, the rate
was adjusted every two years, based on a rate equal to 90
percent of the prime interest rate.

S. 2198 would provide for semi-annual adjustments to the
irterest rate, based on the average prime rate charged by
banks (rounded to the nearest full percentage) during the
s;x—month period ending three months prior to the date of the
change. ~
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I think it is important that we not let our basic
ioncerns about high interest rates, and large fluctuationsg in
nterest rates, affect our analysis of the proper interest

rate to be charged on tax overpayments and deficiencies.
Regardless of the formuls employed to fix interest rates,
during periods when there are significant interest rate
fluctuations, the possibility of significant differences
between the interest rate determined under the formula and a

.......... —market interest rate will exist. Under many circumstances,

N however, the proposed interest formula will yield an interest
rate that more closely approaches a market rate than the
formula ptoviged under present law,

Restrictions on Payment of Interest

In a study by the General Accounting Office, it was
pointed out that taxpayers who file a late return are able to
earn interest on a refund from the due date of the return if
the IRS is not able to process the return within 45 days
after receipt. The GAO perceived this to be a potential
abuse, and we agree. S. 2198 would change this -result by
providing that interest would be paid only from the date on

‘which a tax return is filed, if it is filed late. Although .
interest is compensation for the use of money over time, the
principle that interest should not generally be paid on a
refund is presently established in the tax law -~ no interest
is due unless IRS fails to pay the required refund within 45
days of the date that the return is filed. The proposed
change would not diminish the Service's incentive to issue
refunds promptly; it would merely deny a windfall benefit to .
taxpayers who might deliberately delay filing their return,
hoping that the IRS will miss the 45 day deadline. Wwe think,
therefore, that this is a desirable change.

In the same vein, S. 2198 provides that interest will be
computed only from the date that a return is received by IRS
in "processable® form. For a variety of reasons IRS
unfortunately receives a number of returns each year which it

- cannot process through its system. Although IRS prefers to
work with taxpayers to rectify filing deficiencies, it is not
equitable for IRS to be burdened with the obligation of
dealing with such a return within the 45-day period.
Therefore, it is appropriate to limit the IKS' obligation to
pay interest on overpayments after 45 days following filing
of a return 8o that the return is not be considered filed
until it is received in a processable form.
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Finally, the bill would limit interest on refunds
resulting from operating loss and capital loss carrybacks as
well as tax credit carrybacks. Under present law, interest
on a refund resulting from such a carryback is computed
commencing with the first day of the taxable year following
the year in which the loss or credit giving rise to the
carryback occurs. We understand that some taxpayers might
seek to take advantage of this rule, particularly in the
context of the current high interest rates applicable to
overpayments, to delay filing a refund claim, thereby earning
interest on the tax refund in excess of what they might earn
at a bank or other financial institution., S. 2198 would
provide that interest on an ovérpayment resulting from such a
catryback would be computed from the date on which a claim
for refund is filed, except that interest accruing prior to
March 12, 1982 would not be affected.

%

Although we think the tax system should not create
artificial incentives to defer filing of a tax refund claim,
some persons have asserted that the rule proposed bty S. 2198
would unduly restrict the payment of interest to taxpayers
who are unable to file their returns, and, therefore, their
refund claims, prior to the due date of the return for the
loss or credit year. Therefore, we would like- to work with
this Committee to insure that there would not be ineguitakle
application of this rule in some cases.

Withholding on Reti:ement Plan and Annuity pistributions

S. 2198 would impose reporting requirements on employers
who maintain qualified pension, profit-sharing, stock bonus
and annuity plans and on administrators of such plans; would
extend the withholding system to total distributions, and, on
2 voluntary basis, to periodic payments from qualified
retirement plans, individual retirement accounts and
‘commercial annuities; and would reverse the thrust of the
current withholding system for distriktutions by such plans by
requiring that a recipient be subject to withholding unless
he elects not to have withholding apply. Subject to certain
technical changes, we support these provisions of §. 2198.

Current Law

The basic principle that underlies the taxation of
distributions from qualified retirement plans or commercial
annuities is a familiar one: Distributions that exceed the
recipient's basis are generally includible in income in the
year received. However, the rules for determining the
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recipient's basis are often complex, and significant
exceptions to the general rule exist. As a result, taxpayers
often do not understand the extent to which distributions
constitute taxable income. The problem is compounded by the
current withholding system and exacerbated by inadequate
reporting requirements.

Under current law, there is no mandatory or voluntary
withholding on total or lump sum distributions. Thus, the
recipient of such a distribution may find it necessary either
to increase wage withholding or to make estimated tax
payments in order to avoid a penalty for underpayment of
estimated taxes. In the case cf periodic pension or annuity
payments, withholding is possible, but only if it is -
requasted by the recipient. Thus the current withholding
system is partial, voluntary, and requires an affirmative act
by the recipient. -

In addition, the present information reporting system is
not effective in providing taxpayers and the Internal Revenue
Service with the information required to determine tax
liability.

Reporting

The pension and annuity reporting reguirements contained
in S. 2198 would constitute important steps in closing the
compliance gap. Under current law, a person who makes
pension or annuity payments in excess of $600 or more in a
taxable year must report such payments in accordance with
Treasury regulations. Lump sum distributions from pension
plans and commercial annuities are reported on Form 1099R
while Form W-2P is used in the case of periodic payments.
These forms are designed to provide taxpayers and the
Internal Revenue Service with the information needed to
calculate the individual's income tax liability. However, in
many cases, the party making the payment has no access to the
required information. For example, in order to compute the
capital gains portion of the recipient's distribution, it is
necessary to know when the reciplent's plan participation
tegan and when it ended. In most cases, that information is
in the possession of the plan administratcr, rather than the
bank trustee or insurance company making the payments. W®hile
employers and plan administrators generally provide
recipients with the required information, there is no
statutory obligation that they do so. Under S. 2198, plan
administrators would be required to provide beth the
recipients of distributions and the Internal Revenue Service
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with the information needed to determine income tax

liability. We believe it is imperative that such an
obligation be imposed on plan administrators, and we
therefore support this portion of S. 2198.

Withholding on Periodic Payments

S. 2198 would also institute a new system of voluntary
withholding on periodic benefit payments under qualified
plans or commercial annuities. These provisions would apply
to t¥pica1 pension or annuity payments that are made for a
specific number of years or over the recipient's lifetime.
The taxable portion of these payments, which is the amount
attributable to employer contributions, would be subject to
withholding as if it were wages.

-

The withholding system on periodic payments would be _
voluntary; the recipient could elect on an annual basis not
to have withholding apply. Payors would be. required to
notify recipients of the opportunity to elect out of the
withholding system.

We support these measures to make it easier for pension
recipients to use withholding and to avoid the obligation to
make estimated tax payments and unanticipated tax burdens at
the end of the year. However, we have some concern that the
notice provisions of the bill may impose undue burdens on
plan administrators. We would be happy to work with this
Cormittee to insure that these provisions pose the minimum
administrative burden consistent with informing pension
recipients of their right not to have withholding apply.

Withholding on Total Distributions

S. 2198 would also impose withholding on the taxakle
portion of a "total distribution.” A total distribution is a
distribution within one taxable year to the recipient of the
balance to his credit under an eligible retirement plan or
commercial annuity. As with periodic payments, only the
taxable portion of the distribution would be subject to
withholding. However, unlike withholding on periodic
distributions, withholding on total distributions would be
mandatory unless the recipient notified the payor that the
distribution would be rolled over to an individual retirement
account (IRA) or a qualified plan., Further, withholding
would be calculated on the basis of the ten-year averaging
rules of section 402(e) of the Code. This will generally
result in lower withholding than if normal wage withholding
tables and computational procedures were used.
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We generally support the withholding system that would
apply to total distributions. ' Specifically, we agree that it
is appropriate to institute withholding on these payments; we
believe that an exception for rollovers must be made; and we
believe that use of the ten~-year forward averaging rates on
total distributions is an appropriate way to minimize
overwithholding.

Other Pruvisions

Issuance of Requlations

Under S. 2198, the Internal Revenue Code would be
amended to require that rules and requlations necessitated by
future Code arendments be issued “as soon as possible.” I am
not certain of the purpose for this provision. I have no
hesitancy in saying that Treasury and IRS today issue all
regulations "as soon as péssible.” Continual changes in the
law, the need to carefully consider technical and policy
issues presented in the interpretation of complex statutory
provisions, and the need to carefully consider the views of
affected taxpayers, all delay the issuance of regulations.
While I share the general concern about the backlog of
regulations projects, I am uncertain about the desirability
of writing this measure into the public law.

Effective Dates

I have not in this statement attempted to systematically
comment on the effective date of each of the many provisions
of S. 2198. I do wish to note, however, that it aprears to
us that early effective dates for certain of the provisions
-- particularly, for example; where new reporting
requirements are involved -- could create hardships for
persons required to comply with the requirements, as well as
for the Internal Revenue Service, in preparing to comply
with these measures. Just as an example, I note that
interest paid after December 31, 1931 on obligations of
corporations issued in bearer form would be subiect to
reporting for the first time, Obviously, it would be
difficult to comply with this reguirement in many cases.

We would be happx to work with the Committee in devising
effective dates for these provisions which adequately take
inte account practical difficulties which could arise in
implementing scme of the bill's provisions.

OMB Oversight

The last provision of S. 2198 that I would like to
mention is section 202(b), which would eliminate oversight by’
the"Office of Management and Pudget over certain Treasury
functions, particularly those discharged by IRS, under the
Paperwork Reduction Act of 1980.

The Administration is, still-considering the application
of the Paperwork Reduction Act to Treasury and IRS, and
tespectfully requests an opportunity to advise the Committee
of its views at a later time.

Revenue Estimates

The Office of Tax Analysis in the Treasury is currently
in the process of estimating the revenue effects of the
bill's provisions. These estimates are expected to be
completed within the next three weeks. We will furnish these
estimates for the record as sodn as they are available.
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Senator GrassLEY. Thank you, Secretary Chapoton and Commis-
sioner Egger, for your testimony. We will follow up with you, as
you suggested, in those areas where you haven’t submitted a firm
statement on certain sections of the legislation.

I will call on Senator Dole for questioning first and then Senator
Baucus, and then I have some questions I want to ask.

- Senator Dole.

Senator DoLE. First, I wish to thank the Commissioner, Mr.
Egger, and Mr. Owens and others, as well as Mr. Chapoton and the
Treasury for their cooperation, because this has been a long proc-
ess. I know you have been working on it for a number of months,
and we believe it is an area that we should address. I think it is
very timely, because April 15 is rolling around, and I would hope
there would be at least some notice to taxpayers who hadn’t
planned on reporting any income this year that it might not be a
bad idea to do so. Maybe we could pick up a few extra dollars be-
tween now and April 15. And I think you did indicate when the
effective date for most of these provisions should be.

How quickly can we implement this if the Congress would pass
it, say by June 1?

Commissioner EGGER. I think it will differ with the different
items. Some of these information reporting provisions in here, Sen-
ator Dole, will have to probably go over, past fiscal year 1983,
.simply because of the necessity not only to get the mechanism in
place by the payers but to allow us to gear our systems up to be
able to deal with the information in appropriate fashion. _

We would be glad to work with the staff here in trying to ana-
lyze each of the particular provisions.

Senator DoLE. But it is my understanding that, rather than to
proceed withholding immediately—even though that might be
enough to make up our deficit—you prefer to try the information
route for most types of income. Is that correct? I know Treasury
has a different view on interest and dividend income.

Commissioner EGGER. I think our view and Treasury’s view is
identical, in the sense that withholding clearly will provide a more
efficient way to produce the revenue. But, certainly the next best
way is an adequate and effective information reporting program. ..

Senator DoLE. I assume that’s how we will proceed. But it would
seem to me that we are struggling, ‘almost on a daily basis, looking
for revenue and a way to go back to some taxpayers and say, ‘‘You
should pay more,” or we should “close certain loopholes.” And-we
should. I don’t suggest we shouldn’t take action on the proposals
that have been forwarded by the administration; at least on most
of those I think we can take some action.

But, on the other hand, it would seem to me if that came to a
vote in this committee, or anything that would increase taxes or
let’s say defer the third-year tax, why should we do that, if there
are enough people out there not paying any tax and if we could
pick up that revenue with immediate withholding?

It would seem to me that that choice would be fairly easy. If I
were a taxpayer, and Members of Congress voted not to tax some
people at all but to take away my tax cut scheduled for July 1,
1983—1 am not suggesting that will happen, but that has been pro-
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f»osed by one or two people, at least—I think that would deserve a
ot of consideration by this committee.

Commissioner EGGER. I did not mean to suggest that we would
recommend deferring anything that didn’t have to be deferred,
simply in order to be able to gear up. I had reference primarily to
areas such as the capital gains area, where the reporting problems
there haven’t been fully analyzed. That was the only reason for
that comment.

Senator DoLE. But I think, as you indicated, that withholding has
become a benefit to the taxpayer as far as wages are concerned and
could be a benefit to anyone else.

Commissioner EGGER. Yes.

Senator DoLE. I know the brokers will complain. I understand
they will submit a written statement.

I think my time has expired for the first round, but I wanted to
ask Mr. Chapoton a question. I know you are not here primarily
for the leasing question, but——[Laughter]

That’s also been raised as an area where we might find some rev-
enue, either by repeal or modification.

We have had a number of good witnesses who have taken a dif-
ferent view this week, who, of course, would benefit if we did noth-
ing with leasini. _

ow, as you know, we put in the black lung bill a number of pro-
visions. One required reporting by January 31 so that Treasury
would have a chance to see who was benefiting from the leasing
provisions. Have you had enough time to complete a study of those
who have reported?

Mr. CHAPOTON. Mr. Chairman, we are very nearly in a position
to release that study. The information has been received, has been
assimilated in a form that can be analyzed, and we will be complet-
-ing our analysis of that and be releasing it some time presumably
. prior to the end of this month, which would be late this week or
early next week.

Senator DoLe. Well, that would be very helpful. I think you are
aware of the concern in Congress about this provision by, I would
guess, a majority of members in both parties. And that information
can be very useful as we try to find out how we are going to come
to grips with what appears to be a provision that is much too gen-
erous. :

So, if we could have it fairly soon; because it is my hope that we
will complete all the hearings on the President’s proposals, then
maybe by the 3lst of this month we would have some staff options
presented. Then we would proceed to marking up what we can in
this committee. We would hope to do that with all the information
available.

Mr. CaaproTON. I think the information will be available in time
for that.

Senator GrassLEy. Thank you, Senator Dole.

Senator Baucus.

Senator Baucus. Mr. Commissioner, earlier Secretary Chapoton
had said that he had some potential minor, or maybe not so minor,
problems with the 10-percent penalty provision, and I'm wondering
if you agree with Mr. Chapoton in the thrust of the slight problems
he had; that is, some innocent people might get caught. And he

2
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also had a small question about what constituted adequate disclo-
sure. Do you agree with those reservations?

Commissioner EGGER. I certainly agree, but——

Senator BAaucus. Or in working with the committee to try to
solve those potential problems? .
Commissioner EGGER. Right. We have taken a look at it to see
whether on the first glance there would be any real risk of doing
violence to small, lower-income taxpayers, and we don’t see that
- happening. But there are other rigsks in it that we do want to look

at, along with the Treasury and with the staff here.

Senator Baucus. A second question crogsed my mind during the
testimony of both of you this morning, and that is, the proposals in
the bill that require securities brokers to supply information to the
IRS. And the recommendation is that the same information be sup-
plied to the taxpayer; but only the requiremeént that the broker
supply the information that it now customarily furnishes to its cus-
tomers.

What happens if the broker decides he is going to back off on the
information that he gives to his customers? If, through one wa{ or
another, he gets outrageous complaints—and I say that advisedly—
from customers about all these additional requirements, the broker
changes his mind and somehow doesn’t supply that same informa-
tion, is that a worry, or is that not a worry?

Mr. CaarotoN. I don’t believe that would be a worry. I think the
requirement could well be for them to supply the information they
have. They certainly have the information on the sales proceeds
from the transaction.

I think the main concern about that provision is that we need to
simply look further at the cost of doing it and the ability of the IRS
to use the information when it gets it.

Senator BAucus. One estimate I have of noncompliance for the
compliance gap—this is prepared by the Joint Committee—is that
by 1985 the compliance gap would be about $102 billion. And the
Joint Committee further estimates that in the same year, 1985,
that the reduction of that compliance gap will be only $92.7 billion
if this bill that we are talking about is enacted and if the adminis-
tration’s enforcement proposals are enacted. That is not much of a
reduction.

ou agree with those figures, that there will only be about a
$10 billion difference in the compliance gap for 1985 if this bill
passes?

Mr. CHaproToN. As I mentioned in my testimony, we are examin-
ing the details of the provision; but we are going to come out very
close, I'm certain.

Senator Baucus. Well then, it seems to me-we are wasting our
time here. Sure, we should reduce the compliance gap, but what'’s
the heart of the problem here? Why aren’t we focusing more on
that remaining $92 billion?

Mr. CaaroroN. Well, Senator Baucus, it is a difficult problem.
Just by the size of the noncompliance now, it shows you the mafni-
tude of the problem. This bill would go a long way toward dealing
with some of the major areas, but there is still noncompliance in
one area that we are concerned about, and that is the independent
contractor area, which is not addressed in this bill and which this
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committee must address soon. That will %et into the furtl'}:,er points
o}f; the problem. But, even so, there will be a large dollar figure
there. : |

Senator Baucus. I guess I am wondering about the degree to
which noncompliance could be reduced if the Tax Code—I know
this sounds like pie in the sky—were greatly simplified.

It strikes me that a lot of the provisions in this bill to reduce the
compliance gap are additional paperwork. And a lot of people com-
plain about too much paperwork these days. Frankly, the small
thrust of this is somewhat counter to the administration’s general
philosophy in regard to paperwork. And I think that’s| right; I
think there is too much paperwork. |

Is there some realistic way to greatly simplify the Tax|Code so
that people have a better idea as to what the law is—what their
requirements really are? Does that make any sense here? Will that
make any difference in reducing the compliance gap? !

Mr. CHAPoTON. Unquestionably. I think simplifying the Tax Code
and making it perceived as more fair would increase complfiance. It
is a difficult task, with which we deal daily. i

Senator Baucus. Do you think it’s worth our while to try to un-
dertake that effort? In your candid view, is it a waste of time?

Mr. CuaproroN. No; I think it is always worthwhile to ux’ldertake
that effort. Unfortunately, there are no short, eagsy answers. But it
is worthwhile in every case when we deal with a legislative change™
to keep in mind the simplicity of it. !

Senator Baucus. I appreciate that. i
N My? time is up, but could we get at least $10-$12-$15 billion more

ere’ ‘

Mr. CHAPOTON. Senator Baucus, I simply cannot estimate‘{that off
the top of my head. s

Senator BAucus. Thank you very much. |

Senator GrassLEY. I have some questions, then I will call on Sen-
ator Chafee and Senator Symms.

It is going to be argued by some people that the civil fraud penal-
ty is not necessary and will discourage corporations from getting
qualified directors and officers. I would like to have you comment
on the merits of those arguments, Roscoe.

Commissioner EGGer. Well, I will comment, then Mr. Chapoton
may wish to chime in.

Our feeling about it is that, with only a criminal penalty availa-
ble, many, many times the corporate officers, the individuals who
are really responsible for corporate fraud, sort of get by with it be-
cause the facts are that we have to prosecute them criminally, if at
all. There are no civil sanctions.

The upshot is that we think that from time to time the corporate
officers are a little more willing to engage in those activities that
may consititute tax fraud because there aren’t any personal sanc-
tions that are really likely to be imposed. _

So my feeling about it is that I believe it is supportable; I think
it's a provision that will go a long way to discourage that kind of
activity within corporations. \

Mr. CuaroroNn. I would just add to that, Mr. Chairman, that the

nalty as proposed in your bill applies only where there is know-
ing participation in the fraud. And I think, once it's clear that the

-
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knowing requirement is clearly in the law, it should not discourage
a person from taking directorships and participation in the tax
return process of a corporation. -

Senator GRASSLEY. Later this morning we are going to hear from
James Rowen, one of the most powerful spokesmen for the penalty
for substantial understatement, that we call the tax shelter or the
audit lottery penalty provision.

Some have expressed concern that this penalty may fall on the
small guy, the low-income person or the small business person. I
would appreciate your reaction to that accusation.

Commissioner Eacer. I think I mentioned earlier, Mr. Chairman,
that we have taken a preliminary look at it. And our prelimi-
nary—and I want to emphasize preliminary—survey indicates that
something less than 5 percent of the individual returns in the low-
income category, or at all, would be affected, and for the most part
not in any low-income categories. The same would be true, by and
large, of small corporations; a somewhat even lower percent—
around 3 percent.

So, we don’t feel that there is any risk on that side of it. Our
concern, quite frankly, is the imposition of penalties on larger cor-

rations, where the numbers just tend to be big and where the
items are perfectly legitimate debates; but, nonetheless, just be-
cause of the size of things they tend to be large numbers.

Senator GrassLEY. We have run into a consistent criticism, on
not only our bill but even the administration’s withholding propos-
als, that provisions like our capital gains reporting proposals and
our tip reperting proposals make the paperwork burden too great.

Senator Dole and I, like the administration, are concerned with
providing a proper balance between the benefits and the burdens of
compliance. What guidance can you offer the committee on this re-
curring issue. Particularly, I would like to have you comment on
Secretary Regan’s dismissal of the banks” paperwork objections to
withholding, and ask you if these are not equally applicable as well
to the securities and commodities broker as well.

Mr. CHaroroN. Mr. Chairman, our initial review indicates, on
the withholding requirement, that we have proposed that it would
not be 