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Introduction

A significant and pernicious problem facing the nation is the tax gap, the difference between what is owed
in taxes and what is paid. Estimated to be over $300 billion annually, the tax gap represents an enormous
revenue loss for the government. This lack of revenue often causes unnecessary increases in annual deficits
and the national debt, increasing national interest payments and adding pressure to cut vital government
services. Unfortunately, much of the gap must be made up eventually by honest taxpayers through higher
taxes and by beneficiaries of federal investments through service cuts.

The Internal Revenue Service (IRS) is responsible for enforcing tax laws and collecting taxes, and therefore,
it has the greatest capacity and responsibility to reduce the tax gap. The extent to which the IRS can
influence the tax gap is mostly a product of the resources and powers lawmakers in Congress provide the
agency and how well IRS administers those resources and powers."

Congress has given considerable lip service to doing something about the tax gap for years but has done
little to actually give the IRS the tools to make significant progress in closing it. Despite this fact, Congress
has demanded the IRS close the tax gap without making more resources available for the agency to do so.
Thus, the IRS has been forced to make difficult choices as to how to use the limited resources it has been
allocated. As a result, at the very least, the tax gap remains a large problem, and most experts believe it has
probably increased in size as the IRS has largely scaled back tax law enforcement over the last ten years.

The IRS can reduce the size of the tax gap — progress that would yield billions in additional revenue each
year. In order to accomplish this, Congress and the IRS will need to invest more in three areas of the IRS
budget: audits, collections, and tax preparation services for low-income taxpayers eligible for the Earned
Income Tax Credit. With sufficient resources, the IRS should be able to implement effective and efficient
tax enforcement policies and programs that will have a real impact on reducing the tax gap.

! Significant changes to tax laws have reduced the IRS’s influence over tax enforcement, and many proposals have been made
to increase tax compliance with authorizing legislation. For one in-depth overview, see Max Sawicky’s Bridging the Tax Gap:
Addressing the Crisis in Federal Tax Administration (Washington, DC: Economic Policy Institute, 2005).
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The $300 Billion Problem: The Tax Gap

IRS defines the tax gap in two ways. The gross tax
gap is the total amount of taxes that were not paid
when tax returns were first filed, while the net tax
gap consists of taxes that are not paid after the
IRS takes steps to enforce tax laws. The most re-
cent data on the gross tax gap comes from the IRS
National Research Project, which evaluated tax
returns from FY 2000. It put the gross tax gap at
between $312 billion and $353 billion annually, or
about 16 percent of all taxes owed. Although the
precentage of the economy the tax gap represents
has not changed significantly, the absolute size of
the gross tax gap has in all likelihood grown in step
with the economy.? Most of the tax gap results from
taxpayers underreporting their income.

It is unclear, however, how much the tax gap has
increased as a percentage of the total amount of

the gross tax gap by encouraging and requiring tax
compliance. The IRS recovered $48.7 billion of the
tax gap in FY 2006, which, coupled with late pay-
ments, brought the net tax gap to between $257
billion and $298 billion.* Enforcement efforts also
have a strong impact on the gross tax gap, because
voluntary compliance tends to increase when en-
forcement programs are more active. More en-
forcement increases the fear of being audited and
perhaps heightens the public sense of civic respon-
sibility, both of which are thought to promote vol-
untary compliance. But the exact extent of the im-
pact is subject to debate. Some studies have found
the increase in voluntary compliance is many times
greater than the money the IRS directly recovers
through enforcement programs.’

taxes owed. In the last two
decades, IRS has only mea-

2001 Federal Tax Gap

sured the tax gap three
times. Each time, it found

Gross Tax Gap
312 - 353

the tax gap represented be-

tween 16 and 20 percent of [

Nonfiling
30

total revenues owed.> On

Underreporting

Underpayment
250 - 292 32

the other hand, anecdotal

evidence, particularly the |
work of Pulitzer Prize-win- .

ncome Tax
150 - 187

Individual

Corporation Estate & Excise
Income Tax Taxes

Employment Tax
66 -71 30 a

ning journalist David Cay |

Johnston, suggests the tax

Underreported
Non-Business
Income
42 -57

Self-Employment Large
Tax Corporations
51-56 25

FICA &
Unemployment
Taxes
15

Small
Corporations
5

gap has grown as wealthier
taxpayers have responded
Underreported
Business Income
to and requested reduc- = "o
tions in the IRS enforce- Adfsmonts,
Deductions,
ment presence. e
25 -30

In any case, the IRS can in-
fluence both the net and

Source: Internal Revernue Service, New IRS Study Provides Preliminarny Tax Gap Estimate

[ Actual amounts or updated in NRP study
[1 Reasonable estimates

[ Older, weaker estimates

? Internal Revenue Service, “New IRS Study Provides
Preliminary Tax Gap Estimate,” http://www.irs.gov/
newsroom/article/0,,id=137247,00.html (accessed October
10, 2007).

* Eric Toder, “Reducing the Tax Gap: The Illusion of Pain-
Free Deficit Reduction,” Urban-Brookings Tax Policy Center,
http://www.taxpolicycenter.org/UploadedPDF/411496_
reducing_tax_gap.pdf (accessed October 10, 2007).

* Internal Revenue Service, “IRS Enforcement Activities
Continue To Recover;” http://www.irs.gov/pub/
newsroom/11-06_stat_charts.pdf (accessed October 10,
2007).

> Eric Toder, “Reducing the Tax Gap: The Illusion of Pain-
Free Deficit Reduction,” Urban-Brookings Tax Policy Center,
http://www.taxpolicycenter.org/UploadedPDF/411496_
reducing_tax_gap.pdf (accessed October 10, 2007).
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Impact of the Tax Gap

The tax gap affects the public in two ways. Mainly,
it reduces what compliant taxpayers already have.
Because this revenue is intended to be collect-
ed and used by the government, not collecting it
makes implementing government services and in-
vestments more difficult. The existence of the tax
gap is kind of like a recuring and permanent tax
cut, in the sense it generally must be paid for by
either shifting the tax burden to others (in this
case, compliant taxpayers), curtailing govern-
ment services, or increasing debt. The IRS National
Taxpayer Advocate (NTA), for example, has testi-
fied before Congress that unpaid taxes shift the tax
burden onto compliant taxpayers. If all compliant
taxpayers were to assume an equal portion of the
tax gap, it would add $2,200 to their annual tax
bills.® Looked at another way, if the IRS eliminated
the tax gap, Americans could receive the same level
of services and programs while paying significantly
less in taxes. The actual impact of the tax gap on
the taxes paid by each individual most likely de-
pends on personal circumstances and future policy
decisions.

But unlike a tax cut, the tax gap creates a patently
perverse set of winners and losers — taxpayers who
do not follow the law benefit and taxpayers who do
lose out. Larger burdens also tend to fall on lower-
and middle-income taxpayers, whose compliance
rates are higher than other income levels. Higher-
income taxpayers, small business owners, and
corporations are the main beneficiaries, as their
compliance rates are lower. Because of this, on the
whole, the tax gap makes the tax code less progres-
sive than the statutory structure indicates, though
by exactly how much has not been quantified.’”

¢ National Taxpayer Advocate, “National Taxpayer Advocate’s
2006 Annual Report To Congress,” Internal Revenue Service,
http://www.irs.gov/advocate/article/0,,id=165806,00.html
(accessed October 10, 2007).

7 Jason Furman, Lawrence H. Summers, and Jason Bordoff,
“Achieving Progressive Tax Reform in an Increasingly Global
Economy,” Brookings Institution, http://www3.brookings.
edu/views/papers/furman/200706bordoff_summers.pdf
(accessed October 10, 2007).

Secondly, and perhaps more importantly, the tax
gap reduces what the public could have. The tax
gap deprives the government of more revenue to
finance the expansion of government services and
investments, a reduction in the annual deficit, or
payments to reduce the national debt. If the tax gap
were reduced or eliminated, the additional revenue
brought into the government would, in most cir-
cumstances, make the tax code much more pro-
gressive. There are surely many different proposals
about how to invest the revenue owed, but regard-
less of how the $300 billion would be used, the fed-
eral government is never afforded the opportunity
to decide.

On a less practical, but equally important level,
the tax gap also represents the eroding integrity
of the tax system and could reduce public support
for the federal government. Such a large amount
of unpaid taxes makes the tax system appear in-
effective and unfair, since the tax gap regressively
favors wealthier people and businesses who have
the means to avoid and evade tax law. These per-
ceptions of unfairness in the tax system may have
large-scale effects on public policy, undermining
public confidence in government as a fiscal man-
ager.® Compliant taxpayers may also object to tax
increases on the grounds they would be paid ar-
bitrarily and regressively, and, as a corollary, new
government services or investments financed by
tax increases may receive less support. Taxpayers
may also view ineffective tax enforcement as indic-
ative of government incompetence generally and,
therefore, oppose expansion of the government’s
role. Too many citizens may see no option but to
favor tax cuts as a way to restore the integrity of
revenue collection and protect themselves from
bearing unjust burdens as compliant taxpayers.

8 Alison Kladec and Will Friedman, “Understanding Public
Attitudes about the Federal Budget: A Report on Focus
Groups,” Public Agenda, http://www.publicagenda.org/
research/pdfs/understanding_public_attitudes_about_the_
federal_budget.pdf (accessed October 10, 2007).

4 Bridging the Tax Gap: The Case for Increasing the IRS Budget


http://www.irs.gov/advocate/article/0,,id=165806,00.html
http://www3.brookings.edu/views/papers/furman/200706bordoff_summers.pdf
http://www3.brookings.edu/views/papers/furman/200706bordoff_summers.pdf
http://www.publicagenda.org/research/pdfs/understanding_public_attitudes_about_the_federal_budget.pdf
http://www.publicagenda.org/research/pdfs/understanding_public_attitudes_about_the_federal_budget.pdf
http://www.publicagenda.org/research/pdfs/understanding_public_attitudes_about_the_federal_budget.pdf

A Primary Cause: Lack of Resources at the IRS

While it is widely established that increased re-
sources at the IRS could help to reduce the tax gap,
IRS funding levels have not kept up with growing
demands on its budget. The total IRS budget has
remained static after adjusting for inflation since
the mid-1990s. The funding decline has been most
pronounced in the enforcement account of the IRS
budget, which includes funding for tax return ex-
aminations, tax collections, and document match-
ing services that compare financial records with
tax returns. In FY 1995, IRS had $4.43 billion in its
enforcement account. By FY 2006, this budget had
only risen to $4.65 billion - less than a five percent
increase. During the same period:

lion to 228 million;'! and
o Hundreds of changes to the IRS's authority
and tax laws gave the agency more work."

Experts inside and outside government have rec-
ognized the resource problem at IRS. IRS National
Taxpayer Advocate Nina Olson, who operates inde-
pendent of the IRS, believes funding shortages have
become so problematic, she has called for the cre-
ation of special rules for IRS budget bills. Charles
Rossotti, former commissioner of the IRS, told the
IRS Oversight Board in 2002 that much of the tax
gap is a result of the failure of Congress to provide
enough resources for tax law administration:

Trends in IRS Budget, 1997 - 2006
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Source: Urban-Brookings Tax Policy Center, “Reducing the Tax Gap: The Illusion of Pain-Free Deficit Reduction”

« Inflation had eroded the value of this fund-
ing by 36 percent;’

o 'The size of the economy grew 42 percent;"

o The number of tax returns the IRS pro-
cessed increased 11 percent, from 205 mil-

° Bureau of Labor Statistics. “Inflation Calculator,” U.S.
Department of Labor, http://www.bls.gov/cpi/ (accessed
October 10, 2007).

1 Bureau of Economic Analysis, “National Economic
Accounts” U.S. Department of Commerce, http://www.bea.
gov/national/index.htm#gdp (accessed October 10, 2007).

The source of this problem are two conflict-
ing, long term trends: one, ever increasing de-
mands on the tax administration system due
to rapid growth in the size and complexity of
the economy; and two, a steady decline in IRS
resources due to budget constraints. The cu-

! Internal Revenue Service, “SOI Tax Stats -- IRS Data
Books,” http://www.irs.gov/taxstats/article/0,,id=102174,00.
html (accessed October 10, 2007).

12 Charles O. Rossotti, “Report to the IRS Oversight Board:
Assessment of the IRS and Tax System,” http://nteuirswatch.
org/documents/numbers/Rossotti%2002%20report%20t0%2
Ooversight%20board.pdf (accessed October 10, 2007).
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mulative effect of these conflicting trends over

a 10-year period has been to create a huge gap

between the number of taxpayers who are not fil-

ing, not reporting or not paying what they owe,

and the IRS’ capacity to require them to comply.
The resources crunch can be seen more appar-
ently in staffing levels: the number of IRS employ-
ees is down sharply from ten years ago. Between
1995 and 2006, the total number of IRS employ-
ees shrunk 18 percent - falling from 114,000 to
less than 92,000. The number of revenue agents
and officers — IRS employees who perform audits
— has decreased even faster, by 40 and 30 percent,

Office,'® the IRS Oversight Board, Max Sawicky,
then of the Economic Policy Institute,”” Robert
MclIntyre of Citizens for Tax Justice,'® Eric Toder of
the Urban-Brookings Tax Policy Center,' and for-
mer IRS Commissioner Donald C. Alexander.”

IRS needs additional funding to fulfill its mission
as the guarantor of tax compliance. Where fund-
ing is needed most is in the IRS enforcement bud-
get, particularly for audits of high-income taxpay-
ers and corporations, the collection function, and
services for low-income taxpayers who receive the
Earned Income Tax Credit (EITC).

70% ~

60%

Share of IRS Budget Spent on Enforcement
1997 - 2006

50% \

40% w‘

30%
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10%

00/0 T T T T
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Sources: IRS Data Books, 1997 through 2006; Budget of the United States Government, fiscal year 2006

2002 2003 2004 2005 2006

respectively.”® Those categories of employees have
decreased from 8,139 to 5,665 for revenue agents
and 16,078 and 12,859 for revenue officers.'* Fewer
staff at the IRS has a direct impact on the auditing
function at the agency.

There have been many experts who have called
for increased funding for the IRS, includ-
ing the Treasury Inspector General for Tax
Administration,"” the Government Accountability

13 Internal Revenue Service, “SOI Tax Stats -- IRS Data
Books”

! Ibid.

1> Treasury Inspector General for Tax Administration.
“Trends In Compliance Activities Through Fiscal Year 2006,”
U.S. Department of the Treasury, http://www.treas.gov/
tigta/auditreports/2007reports/200730056fr.html (accessed
October 10, 2007).

!¢ Michael Brostek, “Tax Compliance: Multiple Approaches
Are Needed To Reduce The Tax Gap,” Government
Accountability Office, http://www.gao.gov/new.items/
d07488t.pdf (accessed October 10, 2007).

7 Max Sawicky, “Do-it-yourself tax cuts: The crisis in U.S.
tax enforcement” in Bridging the Tax Gap: Addressing the
Crisis in Federal Tax Administration (Washington, DC:
Economic Policy Institute, 2005).

'8 Robert McIntyre, “Statement of Robert S. McIntyre Before
the Senate Budget Committee, January 23, 2007,” Senate
Budget Committee, http://budget.senate.gov/democratic/
testimony/2007/McIntyre_TaxGap012307.pdf (accessed
October 10, 2007).

19 Eric Toder, “Reducing the Tax Gap: The Illusion of Pain-
Free Deficit Reduction,” Urban-Brookings Tax Policy Center,
http://www.taxpolicycenter.org/UploadedPDF/411496_
reducing_tax_gap.pdf (accessed October 10, 2007).

2 Max Sawicky, “Interview: Former IRS Commissioner
Donald C. Alexander” in Bridging the Tax Gap: Addressing
the Crisis in Federal Tax Administration (Washington, DC:
Economic Policy Institute, 2005) 52.
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Increase Resources For Audits

One of the most disturbing trends in enforcement
policy over the last ten years has been a sharp de-
cline in audits, which are an essential tool in the
fight against unpaid taxes. Most of the gross tax
gap - between $250 and $260 billion - results from
individuals and businesses underreporting their
income. The IRS determines who inaccurately re-
ported their income and how much they owe in
taxes through a variety of means. Examinations,
or audits, are one way the IRS makes this determi-
nation. In FY 2006, IRS audits showed that an ad-
ditional $43.95 billion was owed on all tax returns
that were audited.”! The IRS performed 1.4 million
audits, resulting in an audit coverage rate of 0.8 au-
dits per 100 tax returns, or less than one percent.?

In the last decade, there has been a general decline
in most types of audits. In FY 1996, the audit rate
for all individual income tax returns was 1.67 per-
cent.” In FY 2006, the rate had dropped to 1.0 per-
cent of all individuals, after reaching a low of 0.5
percent in 2000.** The recent upswing in audits is
encouraging, but the rate is still far below earlier
levels and even farther below historic and adequate
levels, according to tax administration experts.”

Making things worse, the general decrease in au-
dits has been unequally distributed by taxpayer in-
come - with audits of higher-income earners fall-
ing faster than the overall decrease. The decline in
audits has been the steepest among taxpayers re-
porting an income over $100,000. Audits of these
filers have dropped from 2.85 percent in FY 1996
to 1.3 percent in FY 2006. Decreases in these audits
before 1996 were even more drastic: in FY 1992,

2! Internal Revenue Service, “SOI Tax Stats -- IRS Data
Books.”

2 Ibid.

» Government Accountability Office, “Tax Administration:
Audit Trends and Results for Individual Taxpayers,” http://
www.gao.gov/archive/1996/gg96091.pdf (accessed October
16, 2007).

24 Internal Revenue Service, “SOI Tax Stats -- IRS Data
Books.”

> Sawicky, “Interview: Former IRS Commissioner Sheldon S.
Cohen,” 25.

higher-income filers were audited 5.28 percent of
the time.

Furthermore, business income has been insuf-
ficiently audited. Business income, which is re-
ported on individual income tax returns, has been
audited at a relatively steady rate since FY 1995.
Nevertheless, more audits are needed, as the IRS
National Research Project identified the underre-
porting of income by small businesses as the cat-
egory that contributed the most to the tax gap,
accounting for more than $109 billion in unpaid
taxes annually. $68 billion of these unpaid taxes are
owed by self-proprietorships, known more com-
monly as the self-employed, and another $22 bil-
lion came from partnerships, S corporations, es-
tates, and trusts. In order to close the tax gap, the
IRS will need the necessary resources to expand its
investigation and enforcement of tax laws related
to these returns, not hold them steady.

Decline in Quality and Quantity of Corporate Audits

Individual taxpayers are not alone in experienc-
ing a decrease in the likelihood of being audited.
Audits related to the corporate income tax for all
sizes of corporations have declined significantly.
The overall corporate audit rate has been cut in
half, dropping from 2.4 percent in 1996 to 1.2 per-
cent in 2006.° What’s more, new data from the last
five years obtained by the Transactional Records
Access Clearinghouse (TRAC) show that the qual-
ity of those audits has also suffered.

Disturbingly, the decline has been most pro-
nounced among the largest corporations. Audits of
corporations with assets between $5 and $10 mil-
lion dropped from 14 percent in FY 1995 to 3.4
percent in FY 2006 — a 70 percent drop.” Slightly

* Transactional Records Access Clearinghouse, “IRS
Spending More Time on Face-to-Face Corporate Audits
that Produce No Revenue,” Syracuse University, http://trac.
syr.edu/tracirs/newfindings/current/ (accessed October 16,
2007).

27 Internal Revenue Service, “SOI Tax Stats -- IRS Data
Books”

Bridging the Tax Gap: The Case for Increasing the IRS Budget 7
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larger corporations — with assets of $50 million to
$100 million — were audited at a rate of 13.8 percent
in FY 2006, down from 21.3 percent in FY 1996 - a
35 percent decline. Audits of the largest corpora-
tions, those with assets of $250 million or more,
have declined by almost a third, from 50 percent in
FY 1995 to 35.2 percent in FY 2006.*® While com-
panies with over $250 million in assets are small in
number - they filed only 0.2 percent of corporate
tax returns in 2002 - they accounted for a stagger-
ing 90 percent of all corporate assets and 87 per-
cent of all corporate income during that year.” The
decrease in audits
among these corpo-

the next highest sector.’

What’s more unfortunate, however, is that the au-
dits that have been done for corporate filers have
been increasingly unproductive, particularlyamong
face-to-face corporate audits — the most thorough
and intense audits the IRS conducts. The number
of nonproductive auditing hours, which is defined
by the IRS as face-to-face examination hours that
produce a “no change” result in the amount of tax
owed, has increased for every corporate asset class
over the last five years.’® The average increase in

rate tax filers must be Corporation Audit Rates, 1995 and 2006
reversed.

60
Audits of the largest o
corporations inexpli-
cably vary by sector, 40
which seems to be an =

E)
inefficient method § 30 +
of tax enforcement. 20
In FY 2006, only 15
percent of financial 10 4
services corporations
were audited, com- 0 -
250+ 50 - 100
pared to 100 percent Corporation Size (millions of dollars)
of all large manufac-
; m 1995 m 2006
turing and transpor-
tation COI'pOI'&'[iOI’lS.” Source: TRAC, "TRS Spending More Time on Face-fo-Face Coparate Audiis
that Produce No Revehue

Yet companies in the
financial sector make
up a large part of the economy. The largest corpora-
tions in the financial sector account for 25 percent
of total receipts of large corporations and over 62
percent of total net income - more than 2.5 times

8 Transactional Records Access Clearinghouse, “IRS
Spending More Time on Face-to-Face Corporate Audits that
Produce No Revenue”

¥ Transactional Records Access Clearinghouse, “Relatively
Few Corporations Have Most Income and Assets,” Syracuse
University, http://trac.syr.edu/tracirs/trends/v10/corpassets.
html (accessed October 17, 2007).

¥ Transactional Records Access Clearinghouse, “Corporate
Audit Rates -- Wide Disparities Found for Different
Industries,” Syracuse University, http://trac.syr.edu/tracirs/
latest/127/. (accessed October 16, 2007).

unproductive hours across all corporate asset class-
es between FY 2001 and FY 2006 was 40 percent. If
the IRS audited a high percentage of corporations,
a rise in unproductive hours could be interpreted
as a good thing, with companies increasingly pay-
ing the taxes they owe. However, because the IRS
audits too few corporations and because the tax
gap points to large amounts of taxes not being col-
lected, a rise in unproductive hours shows the IRS

3! Transactional Records Access Clearinghouse, “Net Income
of Largest Corporations,” Syracuse University, http://trac.syr.
edu/tracirs/trends/v10/netincsecG.html (accessed October
16, 2007).

32 Transactional Records Access Clearinghouse, “Net Income
of Largest Corporations.”
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is being inefficient in selecting which corporations
it chooses to audit — a waste of valuable enforce-
ment resources and a missed opportunity to collect
more tax revenues.

The rise in unproductive auditing hours increased
at faster rates as the size of the corporation in-
creased, especially for large corporations (those
with assets over $10 million). While all four asset
classes over $10 million saw increases in unproduc-
tive hours well above the average of 40 percent, as
the asset class grows larger, the increases are even
more pronounced. At the low end, audits of corpo-
rations between $10 million and $50 million saw a
61 percent increase in unproductive hours, while
audits of corporations above $250 million in assets
saw the largest increases, at 109 percent — more
than double the rate from five years earlier.”

Another alarming trend is the decrease in the num-
ber of hours spent per corporate audit. In the last
five years, every corporate asset class except one
($10-$50 million) has seen double-digit decreases
in the average length of audits, with the average
corporate audit lasting 21 fewer hours.** This rep-
resents almost a ten percent drop in the length of
corporate audits.

IRS data on corporate audits, combined with the
new data obtained by TRAC on audit length, depict
disturbing trends in both the quality and quantity
of corporate audits — particularly those of the larg-
est corporations. Not only is the IRS performing
fewer corporate audits overall than it did ten years
ago, the ones they do perform are done too quickly
and are poorly targeted. Due to the size and com-
plexity of the business transactions of large corpo-
rations, those returns are likely to produce more
reporting errors, and therefore, the IRS should be

¥ Transactional Records Access Clearinghouse, “IRS
Corporate Audit Hours Spent on Nonproductive
Examinations Increasing,” Syracuse University, http://trac.
syr.edu/tracirs/trends/v12/audittimechange.html (accessed
October 16, 2007).

 Transactional Records Access Clearinghouse, “Change
in Average Audit Length FY 2001 vs FY 2006,” Syracuse
University, http://trac.syr.edu/tracirs/trends/v12/
auditlengthchange.html (accessed October 16, 2007).

auditing more of those companies (not less) and
spending more time (not less) on each audit.

There have been a few reports that some of the
changes within the corporate auditing section (the
Large and Mid-Sized Business Division) have been
forced on IRS auditors by senior level managers at
the IRS. These changes put a strong focus on com-
pleting more audits by pre-set deadlines in order to
drive up total audit numbers regardless of the qual-
ity of the audit or of auditors’ opinions about possi-
ble serious tax violations they had not had time to
investigate during audits. David Cay Johnston re-
ported in The New York Times on March 20, 2007,
that almost two dozen revenue agents had been
pressured by their managers to close open audits
too soon — actions the auditors said could cost the
government billions of dollars in unpaid taxes.*

Two dozen revenue agents had been pres-

sured by their managers to close open au-

dits too soon, which could cost the govern-
ment billions of dollars in unpaid taxes.

This phenomenon was recognized by Colleen
Kelley, President of the National Treasury
Employees Union, in testimony before the House
Appropriations Committee on Financial Services
and General Government. Kelley testified the pres-
sure put on IRS auditors was not a recent occur-
rence but had been happening since 2002. Kelley
believes it was the result of a new IRS policy called
Limited Focused Examination (LIFE) and said the
union had heard directly from its members that the
policy was undermining both efforts to make sure
companies were paying all the taxes they owed and
employee morale at the IRS.*

% David Cay Johnston, “IRS Agents Feel Pressed To End
Cases” New York Times, March 20, 2007. http://www.
nytimes.com/2007/03/20/business/20tax.html.

% Colleen Kelley, “Statement of Colleen Kelley, National
President, National Treasury Employees Union on ‘Internal
Revenue Service Budget FY2008,” National Treasury
Employees Union, http://nteuirswatch.org/documents/
numbers/ CMK%20Testimony%20t0%20House%20FService
$%20sub%203-29-07.pdf (accessed October 18, 2007).
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The combination of a decrease in overall corpo-
rate audit rates, and reports that those audits be-
ing done are closed too soon, will encourage tax
evasion behavior among corporations, which may
have more cause to believe they will not be audited,
and that audits themselves are not to be feared.

Wrong Strategy: Relying on Correspondence Audits

As far as reducing the tax gap is concerned, the
type of audit being administered is equally, if not
more important than who is being audited. There
are two types of audits:

come counterparts (0.44 percent).”® Even face-to-
face audits on returns with business income over
$100,000 yielded less than half as much ($25,787)
as audits of high-income filers.”” The high yields
on face-to-face audits of high-income filers show
both that they are a good investment and also that
there are significantly more taxes due among those
filers.

Despite the high yields of these audits, the IRS is
performing them too rarely. IRS administered
face-to-face audits for 0.44 percent of all high-in-

a traditional face-to-face
audit, which can hap-
pen inside an IRS of-

Percent of High Income Individual
Returns Audited by Correspondence,
1992 - 2006

Percent of High Income Individual
Returns Audited Face-to-Face,
1992 - 2006|

35

fice or at a taxpayers 3
home or business, and 3
a correspondence audit.

Traditional face-to-face 25

25

audits involve compre-

hensive reviews of assets
and records, requiring 15

Percent

Percent

more time and effort for

both the taxpayer and
the IRS. Correspondence
audits consist of the IRS
sending a letter to a non- 0
compliant taxpayer in
which he or she is asked

1992 1994 1996 1998 2000 2002 2004 2006

Source: Transactional Records Access Cleaninghouse, “Percent of High Income Individual Returns Audited”

0
1992 1994 1996 1998 2000 2002 2004 2006

a few questions about

his or her tax return. Striking the right balance be-
tween these two types of audits is essential to effec-
tive tax enforcement.

Face-to-face audits typically generate far more reve-
nue than correspondence audits, and ones on high-
income earners in particular produce the highest
yields. In FY 2006, face-to-face audits of high-in-
come earners generated an average of $54,934.%
Face-to-face audits on individuals earning between
$50,000 and $100,000, in contrast, only averaged a
$3,877 yield, yet these taxpayers were audited al-
most as much (0.23 percent) as their higher-in-

3 Internal Revenue Service, “SOI Tax Stats -- IRS Data
Books”

come filers in FY 2006, compared to 2.9 percent in
FY 1992 and 1.7 percent in FY 1996.% Yet the IRS
claims, and rightly so, that overall audit rates have
been gradually increasing in the last few years.
These additional audits have increased the yield on
tax enforcement, from a ten-year low of $32.9 bil-
lion in FY 1999 to $48.7 billion in FY 2006.

Unfortunately, the details behind the IRS data on
increased audits tell a different story. Much of the

% Ibid.
% Ibid.

* Transactional Records Access Clearinghouse, “IRS ‘Face-
to-Face’ Audits of Federal Income Tax Returns Filed by
Individuals,” Syracuse University, http://trac.syr.edu/tracirs/
highlights/current/audpctcompare_ind.html (accessed
October 16, 2007).
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increase cited by the IRS has been due to an em-
phasis on correspondence audits, not the more ef-
fective face-to-face audits. Overall, in FY 2006, 77
percent of all audits — more than three out of four
- were by correspondence.* What’s more, corre-
spondence audits — not face-to-face audits — have
accounted for 74 percent of the recent increase in
audits among high-income individuals.** Face-to-
face audit levels have increased only modestly over
that time.

This trend is problematic because correspondence
audits are less effective than face-to-face audits,
partly because this type of audit can only spot
problems that are evident from information sub-
mitted by the taxpayer or from information report-
ed by third parties (employers, banks, and other
sources). For comparison, in FY 2006, face-to-face
audits on individual income tax returns for earners
over $100,000 yielded an average of $54,934, while
correspondence audits brought in $31,912.** For
other types of tax returns, such as large corpora-
tions, the difference was even more dramatic. The
average yield of a face-to-face audit for large cor-
porations in FY 2006 was $2.6 million, but corre-
spondence audits of similarly sized companies av-
eraged a meager return of $285,000.*

The IRS seems to have chosen to use correspon-
dence audits so much mainly because administer-
ing them requires less staft time and resources. In
FY 2006, correspondence audits took an average
of only 1.4 auditor hours each, drastically lower
than the hundreds of hours face-to-face audits can

! Transactional Records Access Clearinghouse, “Targeting
of Correspondence Audit Improves,” Syracuse University,
http://trac.syr.edu/tracirs/newfindings/current (accessed
October 16, 2007).

2 Treasury Inspector General For Tax Administration,
“Trends in Compliance Activities Through Fiscal Year
2006, U.S. Treasury Department, http://www.treas.gov/
tigta/auditreports/2007reports/200730056fr.html (accessed
October 16, 2007).

# Internal Revenue Service, “SOI Tax Stats -- IRS Data
Books.”

“ Ibid.

take.” Indeed, IRS data shows even as overall audit
rates have increased in the last few years, few addi-
tional staff have been added.

The IRS has decided, perhaps because of limited
resources, to shift to less efficient and effective pro-
cesses for auditing. If Congress and othes in gov-
ernment are serious about creating a robust tax
enforcement system and closing the tax gap, addi-
tional resouces are crucial. Increased funds could
be used to raise staffing levels enough that IRS may
gradually perform more high-yield face-to-face au-
dits, which would have a greater impact on reduc-
ing the tax gap.

* Transactional Records Access Clearinghouse, “Targeting
of Correspondence Audit Improves,” Syracuse University,
http://trac.syr.edu/tracirs/newfindings/current (accessed
October 17, 2007).
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Expand Internal Tax Collection

Tax law enforcement does not end once an audit
has been completed. The IRS will have to active-
ly pursue unpaid taxes it identifies if they are not
paid voluntarily. IRS collection officers may make
an agreement with the taxpayer to pay the taxes, or
issue levies, liens, or property seizures. Agents are
also charged with identifying taxpayers who do not
file a tax return and collecting the taxes owed. To
do these things, significant staffing and resources
are required.

Billions are lost annually because Congress does
not sufficiently finance the IRS collection depart-
ment. In 2002, former IRS Commissioner Charles
Rossotti reported to the IRS Oversight Board that
an annual investment of under $400 million in IRS
collections could generate over $11 billion each
year.* This additional funding could be used to
hire more full-time employees to pursue cases the
IRS has not taken action on due to insufficient per-
sonnel. Even without additional resources, NTA

Former IRS Commissioner Charles
Rossotti reported in 2002 that an annual
investment of under $400 million in IRS

collections could generate over $11 billion
each year.

Nina Olson has recently stated the IRS can tackle
many of those additional cases by implementing
improvements to its current collection regimes.

Since Rossotti issued the 2002 report, activity in
the collection function has increased modestly.
Some key measurements have been on a steady
upward trajectory, including the quantity of liens
and levies issued by IRS collection staff.*” However,
the level of liens and levies is still down sharply

# Charles O. Rossotti, “Report to the IRS Oversight Board:
Assessment of the IRS and Tax System.

7 Transactional Records Access Clearinghouse, “IRS
Collection Enforcement Trends,” Syracuse University,
http://trac.syr.edu/tracirs/highlights/current/collenfG.html
(accessed October 16, 2007).

from FY 1996 levels, even excluding growth in the
economy and tax returns. Some measures — such as
the quantity of seizures — have not increased at all.
Indeed, a 2007 Treasury Inspector General for Tax
Administration (TIGTA) report found a robust
collection function continues to be hampered by
inadequate resources, as staffing for collection ac-
tivities remains 30 percent below FY 1997 levels.*

Wrong Strategy: Private Debt Collection

In 2004, Congress enacted — and in September
2006, the IRS implemented - a program to out-
source the responsibility of collecting small tax
debts to private debt collection firms. The prin-
ciple rationale for creating the program was that
its funding would not show up in the IRS budget.
Although the government still spends resources,
using private collectors does not require additional
annual appropriations. Under the program, private
collectors get to keep a portion of the taxes they
collect as payment. Therefore, given limited bud-
gets, the IRS would be afforded an opportunity to
collect taxes it otherwise could not.

However, the private tax collection program is
wasteful and dangerous. Private collection agen-
cies (PCAs) yield a return-on-investment (ROI)
of 4:1, whereas - as former IRS Commissioner
Mark Everson has acknowledged - federal em-
ployees at the IRS produce a 13:1 ROI Even
more eflicient, the IRS’ Automated Collection
System currently collects about $20 for ev-
ery $1 spent on staffing, according to the NTA.*

Furthermore, despite claims the program has no
costs, as of May 23, 2007, the IRS had spent $71
million in appropriated funding to set it up. If that
money had instead been spent on those high-yield
automated functions, an additional $1.4 billion in

8 Treasury Inspector General for Tax Administration,
“Trends In Compliance Activities Through Fiscal Year 2006.”

* National Taxpayer Advocate Service, “National Taxpayer
Advocate’s 2007 Annual Report to Congress,” Internal
Revenue Service, http://wwwrs.gov/advocate/article/

0,,id=177301,00.html (accessed January 9, 2008).
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If money spent on the private collection
program had been used for other IRS
functions, an additional $1.4 billion in
revenues could have been collected in just
one year. The private collection program is
expected to yield only around $1.1 billion
over the next ten years.

revenues could have been collected in just one year.
Yet for all those missed opportunities, the private
collection program is expected to yield only around
$1.1 billion altogether over the next ten years.

Initial data on the program are now available for
the first year of operation, and the Washington Post
has reported the PCAs averaged a 4.5:1 ROI, col-
lecting $29 million, from which they were paid
$6.34 million - far below both the IRS’ ROI levels
and initial revenue projections for the program.”

Regardless of the program’s cost, many experts con-
tinue to worry PCAs might violate taxpayer rights.
Olson has expressed a great deal of concern that
profit-motivated companies could abuse taxpay-
ers. According to Olson, PCAs have the opportu-
nity to use “trickery, device, and belated Fair Debt
Collection Practices Act warnings to take advan-
tage of taxpayers,” and yet they are not obligated to
disclose their “operational plans” regarding prac-
tices, letters, or scripts they will use.”

Indeed, anecdotal reports on the program’s opera-
tions have borne out many of the concerns Olson
voiced regarding abusive practices. At a May
23, 2007, hearing of the House Ways and Means
Committee, Rep. John Lewis (D-GA) presented
tapes of conversations between PCA employees

%0 Business Section “Collectors Get $29 Million for IRS,
Washington Post, January 9, 2008, http://www.wash-
ingtonpost.com/wp-dyn/content/article/2008/01/08/
AR2008010804439.html.

*! National Taxpayer Advocate Service, “National Taxpayer
Advocate’s 2006 Annual Report to Congress,;” Internal
Revenue Service, http://www.irs.gov/advocate/article/

0,,id=165806,00.html (accessed October 16, 2007).

and taxpayers.”” Due to IRS privacy protections,
PCA employees did not identify themselves, the
nature of their business, or the purpose of their
calls, and haggled with taxpayers to obtain their
Social Security numbers. The taxpayers in the con-
versations refused to reveal their Social Security
numbers and responded angrily when PCA em-
ployees asked repeatedly for the numbers but did
not disclose the purpose of the conversations.

Olson reiterated her concerns about the ability of
the program to operate efficiently and effective-
ly in the recently released 2007 NTA report, stat-
ing tax collection is an inherently governmental
function that should be handled only by govern-
ment employees trained to protect taxpayer rights.
Olson argues the IRS could currently collect the
outstanding debts given to the PCAs by improving
its collection strategy and use of currently avail-
able resources, enabling the IRS to reach “most, if
not all, of these cases [given to PCAs] at less cost to

taxpayers and less risk to taxpayer rights.”**

The sum of the evidence supports the need to shut
down this program immediately. In 2007, Ways and
Means Chairman Charles Rangel (D-NY) requested
the IRS not issue any new contracts for the program,
and the House passed a bill in October 2007 to end
it entirely. This would be a wise change in IRS pol-
icy. Unfortunately, the IRS is moving forward with
soliciting bids from additional PCAs for the second
part of the program - full implementation. While
Olson has pushed the IRS to include more trans-
parency and taxpayer safeguards in the solicitation
of new contracts, she continues to voice strong con-
cerns and recommends Congress end the program.

Congress needs to act immediately to end this pro-
gram and instead should make more resources
available to the IRS to expand existing internal col-
lection efforts.

*2For a transcript of the tapes, see http://waysandmeans.
house.gov/media/pdf/110/07%2005%2023%20Debt
%20Collector%20call%20transcript.pdf.

>3 National Taxpayer Advocate Service, “National Taxpayer
Advocate’s 2007 Annual Report to Congress,” Internal
Revenue Service, http://www.irs.gov/advocate/article/

0,,id=177301,00.html (accessed January 9, 2008).
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Increase Services for EITC Taxpayers

Re-establishing a robust auditing regime at the IRS
is crucial to closing the tax gap. But focusing on en-
forcement at every turn, particularly having that fo-
cus land disproportionally on low-income taxpay-
ers, is not the best solution. The IRS has taken an
approach to overseeing and enforcing the Earned
Income Tax Credit (EITC) that relies far too much
on audits and not enough on services. This is un-
fair to those taxpayers who claim the EITC, who
are held to a higher standard by the IRS than any
other taxpayer group, and it fails to address EITC
over-claims caused by errors, not malfeasance.

The EITC is a refundable tax credit for low-income
workers. In tax year 2005, the EITC provided more
than $41 billion to over 21 million families and
individuals.”* It lifts more working families out of
poverty than any other work support; in 2003, the
EITC helped raise 4.4 million people, including 2.4
million children, above the poverty line.”

Since it is a tax credit, the IRS administers the
EITC and is responsible for maintaining its integ-
rity. In 1999, the IRS estimated the EITC noncom-
pliance rate at between 27 and 32 percent, resulting
in between $8.5 to $9.9 billion annually in over-
payments, or about three percent of the tax gap
(though the NTA believes that rate is overstated).*

Wrong Strategy: Punishing EITC Taxpayers

Mostly by congressional mandate, the IRS has
taken a punitive approach to EITC error reduc-
tion. Congress designates a portion of the annual
IRS budget specifically for EITC compliance. In FY
2006, Congress allocated $167 million for EITC
compliance, which the IRS used on several initia-

** Center on Budget and Policy Priorities, “EIC Participation
for Tax Year 2005, by State,” http://www.cbpp.org/eic2008/
docs/EIC%20participation%20prelim%20ty%202005.pdf
(accessed October 17, 2007).

5> Robert Greenstein, “The Earned Income Tax Credit:
Boosting Employment, Aiding the Working Poor,” Center
on Budget and Policy Priorities, http://www.cbpp.org/7-19-
05eic.htm (accessed October 17, 2007).

*¢ Ibid.

tives that focus disproportionate enforcement ef-
forts on EITC taxpayers.

With this funding, Congress has instructed the IRS
to heavily audit EITC taxpayers. Under the EITC
compliance initiative in FY 2006, almost 517,617
audits were performed on tax returns where the
EITC was claimed. These audits constituted about
40 percent of all audits performed on individu-
al tax returns in FY 2006.”” The examination rate
for EITC recipients was 2.25 percent, compared to
1.0 percent for all individual income tax returns,
and 1.3 percent of all individuals making over
$100,000.>® Yet EITC audits yield only a fraction of
the total revenues recovered by IRS examinations.
EITC audits identified nearly $1.5 billion in excess
payments, resulting in a yield of only $2,895 per
audit - the lowest rate of return for any type of au-
dit performed by the IRS.”

[EITC] audits constituted about 40 per-
cent of all audits performed on individual
tax returns in FY 2006, even though EITC
errors account for only three percent of the

tax gap.

Aside from a disproportionately large number of
audits, EITC taxpayers are subject to a set of addi-
tional enforcement programs. First, the IRS applies
a unique type of examination - called “recertifica-
tion” — only to EITC taxpayers. The recertification
program requires taxpayers to “recertify” if they
had the EITC denied during an examination. This
denial places recertification indicators on a taxpay-
er’s account until the taxpayer proves he or she is
eligible to receive the credit again. Once the tax-
payer has provided sufficient evidence, he or she
is deemed “recertified,” and the taxpayer is once
again eligible for the EITC. The number of tax-
payers subject to this recertification tripled from

7 Internal Revenue Service, “SOI Tax Stats -- IRS Data
Books”

> Ibid.
> Ibid.
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326,000 in September 1999 to almost 1 million by
December 2003.%° No other tax credit, deduction,
or exemption requires such a high burden of proof.

The IRS has also put holds on millions of refunds
to crack down on EITC errors. Beginning in 2005,
the Criminal Investigations Division of the IRS be-
gan a program that postponed sending EITC re-
funds to people suspected of fraud. The NTA’s 2005
Report to Congress revealed that of the 1.6 million
taxpayers who had their refunds frozen, 75 percent
were EITC recipients.®’ In 80 percent of the frozen
refund cases brought to the NTA last year, the IRS
ended up paying full or partial refunds, indicating
a very large percentage of innocent filers had to
face hardships resulting from delayed refunds.

Moreover, anecdotal evidence indicates the fear
of punitive action by the IRS discourages work-
ers from claiming the EITC. Currently, one in five
workers who is eligible for the EITC does not claim
it. Much of the energy and funding the IRS de-
votes to EITC compliance programs could be bet-
ter spent by offering the helping hand of taxpayer
services rather than punitive enforcement.

Expanded Assistance Would Reduce Error Rates

The EITC error rate could be significantly reduced
by increasing the capacity of nonprofit or govern-
ment tax preparation services to assist EITC-eli-
gible taxpayers.®? EITC error rates do not distin-
guish taxpayers who intentionally cheated on their
returns from those who simply made mistakes.
EITC filings are complicated, requiring a 50-page

8 Treasury Inspector General for Tax Administration, “The
Earned Income Credit Recertification Program Continues to
Experience Problems,” U.S. Department of Treasury, http://
www.treas.gov/tigta/auditreports/2005reports/2005400391r.
html (accessed October 17, 2007).

¢! National Taxpayer Advocate Service, “National Taxpayer
Advocate’s 2005 Annual Report to Congress,” Internal
Revenue Service, http://www.irs.gov/advocate/article/
0,,id=152735,00.html (accessed October 17, 2007).

62 Another effective approach is to simplify the credit. See
Max Sawicky, “Where the Money Isn't,” Economic Policy
Institute, http://www.epinet.org/content.cfm/issuebriefs_
ib183.

instruction manual,”” and therefore, many EITC
over-claims are the result of mistakes that could be
prevented. In fact, as much as 50 percent of all tax
returns with errors are thought to be unintention-
al and have been linked to the complexity of EITC
eligibility requirements.®* These errors could be
addressed principally by simplifying tax laws and,
when necessary, giving taxpayers help in preparing
what may unavoidably be a complicated applica-
tion process.

Through its nationwide network of Taxpayer
Assistance Centers (TACs), the IRS makes tax re-
turn preparation services available for low-income
tax filers on a walk-in basis. Studies have found
IRS-prepared returns from these centers are sub-
stantially more accurate than both self-prepared
and commercially prepared returns.® Audits show
that TAC-prepared EITC returns resulted in be-
tween $640-1,300 less in erroneous payments than
unprepared returns.®

Yet the IRS has decided to reduce the quantity and
quality of services available at TACs. The number of
tax returns TACs prepared declined from 665,868
in FY 2003 to a projected 406,612 in FY 2006.” A
2006 report by TIGTA also found more than ten
percent of TACs (47 of 400) were critically under-
staffed.® As the sheer volume of returns processed

% See the IRS web site for the manual: http://www.irs.gov/
pub/irs-pdf/p596.pdf.

¢ Max Sawicky, “Where the Money Isn't,” Economic Policy
Institute, http://www.epinet.org/content.cfm/issuebriefs_
ib183 (accessed October 17, 2007).

% Nina Olson, “The IRS and the Tax Gap,” Testimony before
the Committee on the Budget, U.S. House of Representatives,
http://www.house.gov/budget_democrats/hearings/2007/
080lsontestimony.pdf (accessed October 16, 2007).

% Ibid.

 Nina Olson, “Hearing on Internal Revenue Service FY2008
Budget Request” Written Statement before the Subcommittee
on Financial Services and General Government Committee
on Appropriations, U.S. Senate, April 9, 2007.

% Treasury Inspector General for Tax Administration, “The
Field Assistance Office Has Taken Appropriate Actions to
Plan for the 2006 Filing Season But Challenges Remain

for the Taxpayer Assistance Program” U.S. Department

of Treasury, http://www.treas.gov/tigta/auditreports/
2006reports/200640067fr.pdf (accessed October 16, 2007).
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by TACs has decreased, the range of services they
provide has also been narrowed.® For example, in
North Dakota, where farming is a major industry,
the TACs have been instructed not to answer ques-
tions related to reporting farm income on tax re-
turns.”” As more evidence of the detrimental com-
bination of limited resources and unwise decisions
at the IRS, employees at TACs have also been re-
assigned to jobs unrelated to taxpayer assistance,
including being instructed to perform collection
activities. This change diverts additional resources
away from services offered at TACs.”!

Even more worrisome, the IRS has also been at-
tempting to close TACs. In 2005, the IRS an-
nounced plans to shut down 68 of the 400 TACs
nationwide. Before the IRS could carry out these
plans, Congress passed a bill prohibiting the IRS
from closing the TACs until TIGTA could evalu-
ate the potential impact the closures would have on
taxpayers. In March 2006, TIGTA completed the
report, which concluded the data concerning TAC
usage, on which the IRS based its plans for TAC
closures, was unreliable. IRS has so far delayed the
closures.”

Dedicating additional resources to low-income
services would have the benefit of reducing EITC
error rates, closing the tax gap, and expanding
needed services to more low-income taxpayers. At
a minimum, the IRS and Congress should dedi-
cate sufficient resources to maintain existing TACs.
Even more funding would make the TAC network
more responsive to taxpayer needs, both by open-

% National Taxpayer Advocate Service, “National Taxpayer
Advocate’s 2005 Annual Report to Congress,” Internal
Revenue Service. http://www.irs.gov/advocate/article/
0,,id=152735,00.html

70 Nina Olson, “Hearing on Internal Revenue Service FY2008
Budget Request”

7! National Taxpayer Advocate Service, “National Taxpayer
Advocate’s 2005 Annual Report to Congress,” Internal
Revenue Service. http://www.irs.gov/advocate/article/
0,,id=152735,00.html

72 Treasury Inspector General for Tax Administration, “The
Taxpayer Assistance Center Closure Plan Was Based on
Inaccurate Data” U.S. Department of Treasury, http://www.
treas.gov/tigta/auditreports/2006reports/200640061fr.pdf
(accessed October 16, 2006).

ing more centers around the country and expand-
ing the scope of services offered to taxpayers.
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Tax Enforcement Has to be a Priority

The tax gap is an eminently solvable problem. If
Congress were to prioritize funding for IRS exami-
nation, collection, and tax preparation services, it
would drastically reduce the tax gap. The practi-
cal effect of expanding these activities at the IRS
would be to make the tax code more equitable, and
it would bring in additional revenue that could re-
sponsibly finance new programs and services. If
implemented in the right way, closing the tax gap
could also help to increase public confidence in the
tax system and the federal government.

Congress needs to enact sustained increases in the
IRS budget immediately and should make a com-
mitment to continue to provide the IRS with the
extra resources that are so crucial to effective tax
enforcement.

This report has only highlighted a few sections of
the IRS budget that merit additional funding and
reforms. However, it refrains from specifying the
dollar amounts needed to address these concerns
and recommends a thorough congressional review
of the entire IRS budget. We believe Congress, IRS
administrators, and outside experts, upon whose
research and expertise this report mainly relies,
should come together to find common ground on
what an appropriate funding increase would look
like, how quickly it should be implemented, and
how it could be sustained in coming years. Most
experts, both inside the IRS and out, prefer gradual
increases in funding, as opposed to a sudden in-
crease. A sudden increase would likely overwhelm
the IRS and be implemented inefficiently and with
too little oversight. Despite this recommenda-
tion, we believe the IRS funding shortage is an ur-
gent matter and should be addressed as quickly as
possible.

Ultimately, as with most fiscal issues, the root of the
problem is political. The case must be made that
fears of an IRS run amok are, in a way, a self-ful-
filling prophecy. Attempting to curtail the powers
of the IRS through inadequate funding levels has
had unintended consequences - it has forced the

IRS to institute policies and enforcement practices
detrimental to tax collection, taxpayers’ rights, and
the progressivity of the tax code. So long as the IRS
is underfunded, it will be forced to enforce the tax
code unfairly and punitively. However, if the IRS
is properly funded and administered correctly, the
federal government will have the opportunity to
make substantial progress in reducing the tax gap
and to ensure the tax system is as progressive in
practice as it is in law.
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