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The IRS Audit Myth
By Gary M. Barnbaum 

Gary Barnbaum examines a recent GAO report to determine 
whether the IRS is operating at a profi t as the agency claims or at a 

defi cit as the GAO report fi gures seem to indicate.

“I know that you’ll be honest if you can’t always 
be kind.” Carole King —Singer

Does the IRS make a profi t?
That is an interesting question that most of us would 
generally, quickly, answer in the affi rmative. But what 
does the question really mean? In this context what 
does a “profi t” mean? (Without regard to the IRS’s 
function as a bank teller—collecting taxes for the 
Department of the Treasury.)

We have always accepted the assertion that the IRS 
“makes a profi t,” even though that claim has always 
come from the IRS itself. But has that contention ever 
been independently validated or verifi ed? 

Would it be appropriate to use the IRS’s defi nition 
of a “profi t?”

Recently, an IRS territory audit manager in a South-
ern California region spoke to the San Fernando 
Valley CPA discussion group, one of the larger CPA 
groups in the area. The subject of the presentation was 
an “IRS Audit Update.” There were approximately 75 
CPAs in attendance for this breakfast and one-hour 
continuing education lecture.

During the presentation, as part of the handout of 
materials there was a bar graph entitled “IRS Enforce-
ment Revenue.” It covered fi scal years 1996 through 
2005. For the year 1996 the amount was shown to be 
$38.1 billion. When specifi cally asked “what does 
the terminology and amounts mean—because the 
IRS has been known to intermingle terminology?,” 
the IRS spokesman blithely stated that the term meant 
“collections after audits”

During the presentation the audit manager com-
pared the current IRS budget of approximately 
$11 billion to the 2005 total on the graph—$47.3 
billion, and stated with great bravado, “we make 
a profit.”

Therefore, we must conclude that by the IRS’s own 
defi nition, a “profi t” simply means collections on 
audits, over the cost of running the agency. 

But does the story end there? Is there any way to 
verify those fi gures? Has there ever been an indepen-
dent study made to validate the claims made by the 
IRS that they make a “profi t?”

It turns out there is. That independent study was 
made by the General Accounting Offi ce (recently 
renamed the General Accountability Offi ce).

For the year 1996 the table in the GAO report GAO/
T-GGD-97-186, published September 26, 1997, 
Appendix 1 page 12, entitled “Selected Information 
About the Returns Filed and Examined and Recom-
mended Additional Taxes (Fiscal Years 1992-1996)” 
states that in the year 1996 there were 2,136,819 
tax returns audited. That was a 1.38% coverage 
ratio out of 155,279,600 tax returns fi led. Of that, 
$28.1 billion in tax was RECOMMENDED. That was 
somewhat lower than the graph that was presented. 
(See Figure 1)

For the year 1996 the table in GAO report GAO/
GGD-98-128, published June 1998, Appendix II page 
28, entitled “Status of Additional Amounts Recom-
mended for Audits Closed in Fiscal Years 1993–1997 
Across Seven Types of Audits” states that “collection 
status” of “individual nonbusiness” tax returns the 
collection ratio “as a percent of amount recom-
mended” was 24 percent. Across the entire spectrum 
of all seven categories the collection ratio was 22 
percent. (See Figure 2)
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Right away there appears to be some confusion 
in terminology. The IRS used the term “Enforcement 
Revenue” on its own chart, while the GAO used two 
different terms—tax recommended, and tax collected 
in their charts.

We know exactly what the two terms used by the 
GAO mean. The former is the amount refl ected on 
the audit report. The later is funds that are actually 
paid into the U.S. Treasury, after negotiations, settle-
ments, trials, bankruptcies, nonpayments, defaults, 
disappearances and other reasons for reductions or 
nonpayments. The IRS term “enforcement revenue” 
is defi ned as “collections,” by the spokesperson for 
the agency, but is it?

Getting back to the statistics, 22 percent (tax col-
lected) out of the $28.1 billion (tax recommended) 
is $6.18 billion. During that year, 1996, the IRS 
budget was $7.2 billion. Based on these fi gures, 
would it be fair to assume that the IRS operated at 
about a $1 billion loss for the year? Or, is the loss 
even greater? That is a valid question because in 
reviewing the IRS budget we note that a signifi cant 
item is missing from the overhead—the cost of op-
erating the tax court system.

So the next obvious question appears to be; does 
the IRS really make a profi t?

There are a few other questions that ought to be 
asked as well:
1.  Was that presentation by the territory manager 

merely the work of a rogue employee of the 
IRS, or is that presentation representative of 
some type of misinformation the IRS is trying 
to disseminate?

2.  Has the IRS used that type of presentation in other 
situations? For example, before Congress during 
budget hearings to increase their budget? 

3.  Are the GAO charts truly representative of what 
is really going on?

4.  Although the numbers have fl uctuated over the 
years in terms of tax returns audited, tax recom-
mended, tax collected, the IRS budget, etc., have 
the ratios changed appreciably over the years, 
or have the ratios remained virtually steady?

5.  Has the GAO prepared similar studies since 
those quoted above? 

6.  Would it be appropriate for the GAO to engage 
in similar studies every few years to determine 
if the IRS is doing any better in terms of profi t-
ability?

7.  A question for the territory manager could also 
be; how could his chart contain the results of fi s-
cal year 2005, (recommended or collected) when 
it sometimes takes six years or more to obtain 
results on some large, complicated audits?

But the problems do not stop at those two sets of 
information from the GAO. So lets get even more 
detailed in our analysis. 

For the year 1996, the table in GAO reportGAO/
T-GGD-97-186, published September 26, 1997, Ap-
pendix IV, Pages 22 and 23, entitled “Number and 
Percent of Individual Returns Audited by Audit Source 
(Fiscal Years 1992-96” the column for 1996 refl ects 
that for 13 categories of audit sources, there were 
1,941,560 individual income tax returns audited. The 
chart for the total number of audits for 1996, according 
to the September 26, 1997, GAO report (above), states 

that there were 2,136,819 
audits of all tax returns. This 
means that approximately 
90 percent of all audits were 
against individuals. (See Fig-
ures 3 and 4) (According to IRS 
statistics published yearly, 49 
percent of all collections into 
the treasury are from personal 
income tax.)

The same GAO report (Figure 
1) states that the tax recom-
mended after audits came to 
$7.6 billion. That comes to 
about $3,914 per tax return. 
However, according to the 
GAO chart in June 1998, the 
percentage of collections for 

Figure 1: 
Selected Information About the Returns Filed and Examined 
and Recommended Additional Taxes (Fiscal Years 1992–96)
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the three types of individual 
audits, including audits at the 
Service Center level, was 25 
percent. Therefore, the amount 
collected was approximately 
$1.9 billion. If we were to 
simply allocate 90 percent if 
the IRS budget to individual 
audits, the result would be 
$6.48 billion. Give or take a 
couple of hundred million on 
the cost side, would it be fair 
to say that the IRS is (or at least 
was) loosing huge amounts on 
their individual income tax au-
dit program? Is this an effective 
use and allocation of funds?

The IRS may argue that a 
substantial portion of their 
budget is directed to other 
matters, and not the enforcement and collection effort 
and should not be considered as part of the overhead 
cost in this analysis. However, while it may be true 
that some areas of the IRS budget are not directly 
related to enforcement and collection, the counter 
argument would be that based upon its mandate, 
everything that the IRS does can be attributed in some 
way to the all inclusive concept of enforcement and 
collection. This is the same concept that requires all 
direct and indirect costs to be allocated to the cost 
of inventory. 

The June 1998 report, GAO/GGD-98-128 is en-
titled, “IRS Measures Could Provide a More Balanced 
Picture of Audit Results and Costs.” It is a rather 
typical GAO report, addressed to the person who 
commissioned the report, in this case Representative 
Rob Portman, of the Committee on Ways and Means. 
The report is 38 pages long and contains the typical 
redundancies found in most government reports. But 
the report does make a few revealing statements, 
which refl ects what one government agency says 
about another government agency:

“For audits closed in fiscal years 1992 through 
1997, the IRS recommended tens of billions of dollars 
in additional taxes for each year. IRS reported these 
recommended taxes to Congress as its audit results. 
However, not all recommended taxes are assessed; and 
not all taxes are collected.” The report goes on to give 
an example that for 1992 audits, only 25 percent of all 
recommended tax had been collected. (Page 3)

“IRS has traditionally measured the overall results 

of audits by the amount of recommended additional 
taxes and by the amount of direct staff time used in 
the audit,” (Page 1)

“Likewise, the IRS does not measure indirect costs 
incurred by the Examination Division for training, 
offi ce space, and the like or the direct and indirect 
costs that audits create outside of the Examination 
Division for the IRS.” (Page 4)

In effect, the GAO is saying that the IRS uses 
information to provide a misleading picture. They 
infl ate “revenue” and reduce or eliminate costs and 
expenses. This is about as direct as any government 
report ever gets. 

Therefore, the information is out there, it has been rec-
ognized, but it remains quite esoteric. The GAO never 

Figure 2: 
Status of Additional Amounts Recommended for Audits Closed in 
Fiscal Year 1996 Across Seven Types of Audits, as of September 27, 1997

Figure 3: 
Number and Percent of Individual Returns 
Audited by Audit Source (Fiscal Years 1992–96)
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Figure 4: 
Number and Percent of Individual Returns Audited by Audit Source 
(Fiscal Years 1992–96)

went the extra step to ask the operative question and put 
the information together. They just put the fragmented 
information out there in various reports. Or, perhaps 
the GAO knew it all along, but because nobody ever 
asked the question, they never published it. It became 
a matter of time before someone put the fi nal pieces 
together to create the full and complete picture. 

However, if the IRS continues to ignore the admoni-
tions of the GAO over their reporting policies, then 
would it be fair to ask the next question? Which is 
worse? When misleading information is disseminated 
and they know that the information is deceptive, or, 
when someone spreads erroneous information and 
does not know the information is false, but should 
know the information is fabricated because after so 
many years they should know better?

This writer made a thorough detailed search of all 
GAO reports published on tax policy and administra-
tion from January of 1997 to the present. The charts, 
tables, and reports cited in this article that were pub-

lished by the GAO seem to 
be the only ones published, 
that when stitched together, 
provide any indication of the 
overall effi ciency and profi t-
ability of the IRS. One has 
to wonder if the GAO was 
ever pointedly told to never 
again publish that kind of 
material, which could prove 
to be extremely embarrass-
ing for the IRS. Yet, this type 
of analysis could also prove 
to be extremely important to 
Congress and to the IRS in 
terms of the most effi cient use 
of resources. 

In all fairness, it must be stated 
that especially in corporation 
audits; sometimes it takes many 
years for them to be concluded. 
Often, settlements and collec-

tions in these cases are delayed for as long as six to eight 
years. This would have the effect of raising the collection 
ratio in this specifi c area somewhat. That is why, there 
is an indication that the only area where the IRS does 
make a profi t, is in the large corporation audit program. 
The only question is, does the IRS have enough experi-
enced, highly trained examiners in this area to expand 
this program?

Conclusion
It appears that the IRS has been using its own set 
of figures in an attempt to confirm that they “make 
a profit,” while the GAO has published other sets 
of figures, which indicate that at best, the IRS 
operates at a moderate overall loss. However, it 
appears that in some specific areas, the loss is 
substantial. So the last question we must ask is, 
where does the GAO get their figures from, if not 
from the IRS?
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