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Rebalancing Reporting on Sources of the Tax Gap

Summary:

Refundable credits (EITC, ACTC, AOTC, etc.) cause just 15 percent of the individual
income tax under-reporting gap — the gap between federal taxes paid and taxes owed —
while the highest-income 1% of filers alone are responsible for about 28% of it, in large
part due to their unreported business income.

Yet currently, Treasury and IRS report more frequently and in more detail on
refundable tax credits compliance issues than on the contributions of high-income filers
and businesses to the tax gap.!

This imbalance is because prior Administrations took the view that refundable credits
are subject to rigorous statutory reporting requirements for “improper payments.”
This is an ill-suited regime for reporting on refundable credit error, because it is intended to
capture weaknesses in internal control systems within federal agencies for payment accuracy
(such as benefits awards or contractor payments being made erroneously to deceased people
or those found guilty of prior federal tax fraud)," which Treasury has concluded are not the
root cause of refundable tax credit overclaims.'!' Instead, improper payments of the
refundable credits are caused by “factors beyond [Treasury and IRS’s] control, such as the
statutory design of the RTCs, the complexity of the eligibility requirements, the reliance on
taxpayers’ self-certification of the accuracy of their returns, and the lack of third-party data
for verification.”V

The application of the improper payments regime to the EITC, ACTC, and AOTC
leads to line-drawing with no connection to the purpose of the regime, or to the policy
aim of reducing the tax gap. Refundable credits were thought to be subject to the improper
payments regime because a portion of them are delivered as outlays (in the form of tax
refunds). Yet for the EITC — the refundable credit with the highest improper payment rate
and the largest dollar amount of improper claims — the regime reports on all sources of error,
including the portion of the credit that is not delivered via refunds and is instead delivered as
reductions against taxes owed.” Further, many “non-refundable” credits, deductions, and
other subsidies delivered through the tax code are not treated as “payments” under the
regime, because they can only reduce a filer’s tax liabilities and cannot be distributed as
refunds. However, improper claims of refundable credits have the exact same impact, dollar
for dollar, on the fisc as non-refundable tax credits, deductions, and other subsidies"' (with
the former increasing outlays and the latter reducing revenues collected). This differential
treatment of economically identical contributors to the tax gap is arbitrary and inequitable, as
tax credits and deductions benefiting higher-income filers and businesses should not face less
scrutiny than those serving low- and moderate-income families.""" In contrast, the tax gap



reporting framework is designed to capture all factors that lead to fiscal loss through the tax
system, without arbitrary distinctions between refundable and non-refundable tax credits.
Reporting within Treasury/IRS structures would also allow proportional focus to denials of
credits to otherwise eligible filers through administrative burdens or audit barriers, consistent
with EO 13985 (on advancing racial equity) and EO 14058 (on improving federal service
delivery).vii

Under Secretary Mnuchin, the Treasury Department revisited these prior decisions and
correctly concluded that “refundable tax credit refunds that result in overclaims should
not be reported under the improper payments framework” as defined in the Payment
Integrity Information Act of 2019 (P11A) and stated that “they are more appropriately
addressed in the tax gap.”™

Former IRS Commissioner Rettig has said that IRS estimates of the tax gap are “outdated,
under-inclusive, and are based on limited types of detected information.”*

Tax gap reporting should be made more detailed, timely, and comprehensive, and the IRS
has committed to doing so. Tax gap reporting should also be accompanied by improved
reporting on administrative burdens that prevent filers from taking up tax benefits, and
Treasury and the IRS has also made commitments on these fronts consistent with EO 13985
(on advancing racial equity).

Funding and other support for the National Research Program and SOI can help further
improve this reporting and analysis, and improve oversight of resources and authorities
intended to reduce the tax gap.



Agency Reporting Requirements on Compliance Issues for Refundable Credits vs. Other

Tax Gap Contributors:

Refundable Tax Credits — EITC,
ACTC, Education Tax Credits, and
Others

Other Contributors to Tax
Gap

Share of Individual
Income Tax
Under-Reporting
Gapxi

All Refundable Credits: 15%
e EITC: 10%
e CTC/ACTC: 3%
e Education tax credits: 2%
e All other tax credits: 1%

All other parts of the tax gap:
85%, including:

e Business Income Tax
Underreporting: 47%"

e Highest-income 1% of
filers: About 28%X1

Regularity of
reporting on
compliance issues

Annual reporting in Treasury’s
Agency Financial Report (AFR).X

Quarterly reports documenting
Treasury’s progress on various EITC,
ACTC, and AOTC-related
enforcement initiatives.*

TIGTA and Treasury OIG reports
auditing Treasury’s compliance with
the annual reporting requirements
under PI1A XV

Generally, multi-year gaps
between reports.

Most recent reports cover:*Vi
TY 2001 (issued in 2007),

TY 2006 (issued in 2012),

TY 2008-2010 (issued in 2016),
TY 2011-2013 (issued in 2019).

TY2014-2016 (issued in
2021)xviii

Lag between year
of data and year of
report

About two years — the most recent
Treasury AFR, issued in November
2022, includes estimates for tax year
2020.x%

Generally, a five to six-year
lag.

Legal
requirement for
agency reporting
on compliance
issues

Asserted to be statutory, based on
guestionable interpretation of the
Payment Integrity Information Act of
2019 (PHIA) X

+ OMB designation of EITC, ACTC,
and AOTC as high-priority
programs®' and OMB guidance on
reporting requirements for those
programs (Appendix C to OMB
Circular A-123) .

+ EO 13520 in 2009 requiring further
focus on high-priority programs. it

None. Tax Gap estimates are a
voluntary IRS national research
project undertaking.




Refundable Tax Credits — EITC,
ACTC, Education Tax Credits, and
Others

Other Contributors to Tax
Gap

Level of Detalil
Required in
Reporting on
Compliance
Issues

Annual disclosure for EITC, ACTC,
and AOTC of:*xv

e Rate and $ amount of
improper payments

e Explanations of root causes
for improper payments

e Actions taken to reduce
overpayments

e Addiscussion of any
limitations to the IRS’s ability
to reduce improper payments

The IRS quarterly scorecards provide
additional details on actions taken by
the agency to reduce overpayments.*V

Draws on reports giving even more
detail:

1999 Compliance Study, TY2006-
2008 Compliance Study. V!

No regularly reported detail
beyond tax gap studies and ad
hoc NRP or SOI releases.

No regularly reported targets for
reducing the overall tax gap or
components of it.

Characteristics of
Estimates

In Annual AFR reporting under
PIIA: Estimates of improper
payments include overclaims that
were ultimately recovered by the
IRS.

Also:

No study or estimate on the extent to
which those who do not make it
through audit (and are classified as
filing in error) would have been able
to claim the credit if given assistance
to navigate the audit process. No
indication of whether audit ROI is
adjusted for this possibility.

Does not include netting of
underclaims (from wrong parent
claiming the child, or no parent
filing).

Net overall tax gap number
excludes unpaid taxes that
were ultimately recovered by
IRS. The gross tax gap does
not, but both figures are
reported equally.
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the Treasury, “Agency Financial Report: Fiscal Year 2021,” November 15, 2021,
https://home.treasury.gov/system/files/266/Treasury-FY-2021-AFR.pdf.

V Department of the Treasury, “Agency Financial Report: Fiscal Year 2021,” November 15, 2021,
https://home.treasury.gov/system/files/266/Treasury-FY-2021-AFR.pdf.

VIn recent years, Treasury has only reported the improper payment rate for the refundable portion of the Child Tax
Credit — the ACTC — rather than the full credit. For more on how the improper payment rate for the EITC is
calculated, see here: Department of the Treasury, “Agency Financial Report: Fiscal Year 2020,” December 30,
2020, https://home.treasury.gov/system/files/266/Treasury-FY-2020-AFR.pdf; Treasury Inspector General for Tax
Administration, “The Internal Revenue Service Is Working Toward Compliance With Executive Order 13520
Reporting Requirements,” December 29, 2014, https://www.taxnotes.com/tax-notes-today-federal/tax-system-
administration/efforts-improper-eitc-payments-are-progressing-tigta-says/2015/01/08/fp2s. Note that claims
recovered through IRS enforcement activity are no longer subtracted from the estimate of total improper payments.

Vi These tax benefits are also called “tax expenditures,” which are “revenue losses attributable to provisions of
Federal tax laws which allow a special exclusion, exemption, or deduction from gross income or which provide a
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