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By George K. Yin
George K. Yin, Chief of Staff of the Joint Committee
on Taxation, delivered the following speech to the
Exempt Organizations Committee of the American Bar
Association Section of Taxation on May 20, 2005. A
slightly different version of this speech was delivered
to the National Tax Association Spring Symposium on
May 19, 2005. These remarks represent the personal
views of Mr. Yin and do not represent those of the JCT
or any member of Congress.

I would like to talk with you today about the so-called
‘‘tax gap,’’ a topic which cuts across several of our current
responsibilities. Recent hearings in Congress have focused on this gap, which is the difference between the
amount of tax due from legal activities and the amount
voluntarily paid by taxpayers in a timely manner, and the
Joint Committee staff issued a report earlier this year
setting forth a range of options to improve tax compliance. I also think, for reasons I will mention in a moment,
that any consideration of major tax reform in this country
must give primary consideration to issues of tax compliance and enforcement.
According to preliminary IRS estimates, the size of the
tax gap is between $300-$350 billion each year. To put this
amount in perspective, it is close to the current annual
deficit of the unified Federal budget, and also close to
current annual Federal expenditures for Medicare. It is
obviously a sizable amount of money. The questions are:
Why is the tax gap so large and how can we go about
reducing it?
Tax planning and ‘‘Extreme Makeover.’’
Let me begin to answer those questions by relating a
story concerning a new TV show called ‘‘Extreme Makeover.’’ In the show, certain contestants are selected to be
the beneficiaries of a major renovation of their homes, all
free of charge. The estimated value of these benefits may
be as much as one-quarter of a million dollars. The
purpose of the show is to depict how the home is ‘‘made
over’’ and the reaction of the contestants to it.
The tax question is whether these benefits constitute
taxable income to the contestants. As everyone knows,
in-kind benefits generally represent income every bit as
much as cash, and it is clear that gross income includes
windfalls as well as gambling or lottery winnings. These
are all principles established in the first few weeks of
most introductory tax classes. So what’s the issue?
Well, apparently some tax advisors came up with a
different conclusion. For one thing, they argued that
$50,000 of the benefits constituted rent for the TV show’s
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‘‘use’’ of the contestants’ home for 10 days. As some of
you may know, there is a special rule in the Code
exempting income received from renting a personal
residence for fewer than 15 days out of a year. This is
sometimes referred to as the ‘‘Masters rule,’’ because it is
apparently common for these types of rentals to occur
during the Masters golf tournament in Augusta and other
major sporting events.
The tax advisors further claimed that the remaining
benefits provided to the contestants (worth perhaps
$200,000) constituted tax-free ‘‘leasehold improvements’’
left by the TV show after their rental of the home had
ended. Students of the income tax know that this rule has
a long history originating from a dispute about the
meaning of the ‘‘realization principle,’’ and whether
leasehold improvements should be viewed differently
from mere unrealized (and untaxed) appreciation in the
value of the underlying property.
Simplifying the law and ‘‘tax reform.’’
This little story illustrates, I think, how difficult a task
it is to close the ‘‘tax gap’’ to any meaningful extent.
According to the IRS, the bulk of the tax gap is attributable to ‘‘underreporting,’’ which encompasses many
things. It includes outright failures to fully report one’s
income as well as more contrived noncompliance, such as
engaging in complex tax shelter transactions. But it also
includes the simple claiming of deductions, credits, exclusions, or other tax benefits to which the taxpayer is not
entitled. In some cases, as perhaps exemplified by the
story I just related, these acts or omissions may be
intentional or strategic on the part of the taxpayer. In
many others, however, the error may be largely inadvertent, resulting from confusion, ignorance, a perception of
unfairness, or other reasons.
What can be done to reduce the size of the tax gap? As
I noted, in January of this year, in response to a request
from the Chairman and Ranking Member of the Senate
Finance Committee, the Joint Committee staff issued a
report describing various ways to improve compliance
and reform tax expenditures. Our focus was on possible
tax legislative changes. We assumed the existence of the
IRS that we have, not the one that we might wish we
would have.
As it turns out, one small recommendation in our
report actually dealt with the 15-day Masters rule. We
proposed to cap the dollar amount of exclusion from that
rule ($2,000 cap). Although we did not have the ‘‘Extreme
Makeover’’ example in our minds when we offered the
option, our thinking was that the rule is an aberration
from general tax principles and, as such, a potential
source of significant noncompliance if left uncapped.
Of course, there are many, many such aberrations in
the tax law, any one of which may be misused to cause an
increase in the tax gap. Thus, the single most effective
way to address the tax gap is to return to first principles
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upon the alcoholic content of the beverage, a fairly
straightforward factual determination, rather than the
classification of type of beverage, a much more difficult
factual inquiry.
Another example is in the area of charitable contributions. Because one’s basis in difficult-to-value property is
generally more easily known and verifiable than the
value of such property, the staff report recommended that
the charitable deduction for such property gifts should
generally be limited to the donor’s basis in the property.
I am sure many of you are aware of this option.
Obviously, some are concerned about the effect this
proposal might have on charitable giving. In assessing
this issue, it is important first to distinguish between
possible changes in the level of permanent giving to
charities and changes which may merely alter the time or
form of the giving. In that regard, probably a much
greater influence on the level of permanent charitable
giving is the future of the estate tax.
But assuming that there is a desired level of permanent charitable giving, it is also important to consider the
incentive structure in the law that is provided to induce
that level of giving. Under current law, for many gifts of
appreciated property to public charities, the taxpayer is
allowed to deduct the fair market value of the property
and is excused from paying any tax on the appreciation in
the property. If you add to these benefits the possible
overvaluation of the underlying gift, whether intentional
or inadvertent, it is plain that there are multiple potential
tax benefits available from such property gifts. Many
taxpayers, in effect, are provided with the equivalent of a
deduction equal to much more than 100 cents for each
dollar of property value given to charity.
Contrast, if you will, the incentive provided for most
cash gifts, where the taxpayer is allowed a deduction of
‘‘only’’ 100 cents for each dollar given. (In both of these
cases, I am ignoring the overall limitations on charitable
deductions to which some taxpayers may be subject.)
Finally, contrast further the incentive given to cash
gifts by taxpayers who do not itemize. They are allowed
a deduction equal to zero cents for each dollar given —
no tax inducement at all.
Now add one additional fact — which I think is
beyond dispute — that cash gifts are less susceptible to
noncompliance than are gifts of property with uncertain
values, and we see a rather odd outcome. Under current
law, the incentive structure encourages gifts that are most
vulnerable to noncompliance, and in effect discourages
gifts that are less vulnerable.
If the policy objective of the charitable deduction is to
induce giving that would not otherwise occur, there
should be a way to achieve the desired level of giving
with less waste of taxpayer dollars by reconfiguring this
incentive structure. There are obviously many ways to do
this, but certainly one component would be to reduce the
incentives for those gifts most vulnerable to noncompliance, as suggested by the staff report. And I would think
the charitable sector which, like government, serves the
public interest, would be supportive of this restructuring.
Just as it is in the government’s interest to support
charities, it is in the interest of charities to support
government, by making sure taxpayer dollars are not
wasted. Safeguarding taxpayer money means more for
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and evaluate whether the policy rationale for deviations
from those principles is sufficiently strong to justify the
resulting complexity, unfairness, and potential for noncompliance. In addition to causing errors, complex laws
contribute to taxpayer confusion and real or perceived
unfairness in the tax system. Studies have shown that
taxpayers are less likely to be compliant if they perceive
the tax system to be inequitable.
Now, we all know that when the hard legislative
decisions are ultimately made, simplification often ends
up getting short shrift because of other policy objectives
that are perceived to have a higher priority. But if a tax
system fails to collect from taxpayers the proper amount
of tax due (as set forth by the rules of that system), every
other policy goal of the system, whether it be horizontal
equity, redistribution, efficiency, achieving some social or
economic incentive, or simply financing government
functions, is undermined. In that sense, there really is no
higher priority than having a system which is simple
enough to allow for effective tax compliance and enforcement.
I recognize that what I am suggesting — a painstaking
review of the merits of individual rules and exceptions —
is akin to Chinese water torture. And even if it were done,
there would be many, many tough calls. For example, the
‘‘Masters rule’’ itself is often justified on simplification
grounds because the exclusion permits taxpayers to
avoid having to keep records and make calculations for
what often are relatively minor amounts of income. In
addition, the ‘‘leasehold improvement’’ rule, as I indicated, was an accommodation to the realization doctrine
and since ‘‘first principles’’ would probably not include
any such doctrine, it is not clear what the proper treatment of that situation should be in a simplified income
tax world.
In part because of the difficulty of simplifying the law
piecemeal, many have called for major tax reform. Sometimes, the only way to overcome an overwhelming
obstacle is to take a few bold steps rather than a series of
little ones. And, as I told a group in Boston recently, if the
Red Sox can finally win the World Series, tax reform
certainly could happen. For most of us, the Tax Reform
Act of 1986 is well within our professional lifetimes. I
think it is also very healthy to reexamine and reconsider
periodically what the ‘‘first principles’’ of our tax system
should be. So a debate on tax reform is welcome for
several reasons. The important point, however, is that the
central objective of any viable tax reform proposal must
be effective compliance and enforcement.
Avoid having tax consequences depend upon difficult factual determinations.
Pending the arrival of tax reform, let me share a few
common-sense ideas that would help to improve compliance and reduce the tax gap. One principle is to avoid,
wherever possible, having tax consequences depend
upon difficult factual determinations. This is such an
obvious point that it is almost embarrassing to state it, yet
it is often overlooked. Tax outcomes that turn on difficult
factual determinations present compliance burdens, enforcement problems, and noncompliance opportunities.
One straightforward example is provided in the Joint
Committee staff report I referred to earlier. It includes a
possible change to make alcohol excise taxes depend
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Third, in some number of cases, taxpayers who make
these contributions are already subject to state and local
restrictions on the use of their property. Thus, in determining the value of an easement given to a charity, one
must ascertain not only the rights given away but also the
rights not available to be given away. State and local
conservation restrictions vary considerably from jurisdiction to jurisdiction.
Perhaps for these reasons, current law generally determines the value of the conservation easement indirectly by comparing the value of what the taxpayer
owned prior to the gift to the value of what the taxpayer
retains after the gift. But this procedure raises another
question — from a policy standpoint, shouldn’t the focus
be more on the value of the public benefit gained by the
contribution rather than the loss in value to the donor?
And how should the value of that public benefit be
determined?
The staff concluded that the determination of the
value of conservation easements placed on property used
by the taxpayer as a personal residence presented the
greatest challenges. Thus, the report proposes that no
deduction be allowed for such contributions.
For gifts of easements placed on other historic structures, the report recommends a deduction equal to the
lesser of 5% of the fair market value of the structure or
33% of the value of the easement. There is a recapture of
this deduction if the structure is subsequently used as a
personal residence.
Finally, for all other gifts of conservation easements,
the deduction would be limited to 33% of the value of the
easement. Moreover, the gift must be pursuant to some
clearly articulated federal, state, or local government
policy in favor of the conservation objective.
The report also recommends heightened appraisal
standards and requirements in the case of these contributions.
Raising the visibility of transactions.
Another common-sense way to improve compliance is
to raise the visibility of transactions. It is not surprising,
for example, that information reporting and tax withholding by third-parties to a transaction increase the
likelihood that the tax consequences of the transaction
will be reported correctly. As between the two, withholding generally improves compliance more, both by collecting some tax from the transaction and by persuading
taxpayers that any information reports accompanying
the withholding will not be overlooked by the IRS. Thus,
withholding may help to stimulate improved, voluntary
reporting and payment of tax apart from any amounts
actually withheld. Withholding also provides taxpayers
with a gradual and systematic method of paying their
taxes, thereby reducing the potential for a large liability
at year-end and resulting motivation to underreport
income.
IRS studies have consistently shown that the underreporting of compensation income by sole proprietors
and others not subject to wage withholding is the single
largest contributor to the tax gap. To address this problem, the staff report includes a proposal to impose
withholding on certain government payments for goods
and services that are not currently subject to withholding.
Because such payments represent a significant part of the
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everyone, including charities. Why should we, in effect,
accommodate noncompliance when there are less wasteful alternatives?
Now, as if compliance concerns were not enough, let
me add two other policy reasons to consider this change.
First, reducing or eliminating the tax incentives for
property gifts would also improve the equity of the tax
policy tool. Why should only taxpayers with appreciated
property get the additional benefit? Second, from the
charity’s standpoint, cash gifts are of the highest utility.
Does it really make sense, then, for the tax law to provide
the greatest incentives for non-cash gifts of property?
As I am sure many of you know, the staff report
included two other options in this area dealing with
contributions of used clothing and household goods as
well as conservation easements. It would not be feasible
or appropriate to permit a taxpayer’s charitable deduction to equal the taxpayer’s basis for these classes of
property. I will just summarize quickly the proposals for
this property.
In the case of used clothing and household goods, the
relatively small value of each individual item contributed
makes it extremely unlikely that the IRS will ever challenge the amount claimed as a deduction for such items.
Moreover, even taxpayers determined to be completely
honest may tend to overvalue such items due to the
attachment they may have to the item. After all, it’s not
just any old shirt being given to charity, it’s the shirt that
was once my favorite and still may have special meaning
to me. Under these circumstances, it seemed that the
proper amount of deduction for such items is probably
just a hope and a prayer.
The staff decided that if compliance in this case was
really just a hope and a prayer, then at least the potential
amount of error should be capped. Thus, the report
suggests limiting the deduction for gifts of clothing and
household goods to $500. This option has sometimes
been mischaracterized as granting taxpayers an automatic $500 charitable contribution deduction with no
questions asked. In fact, all of the current-law substantiation requirements would continue to apply for the
deduction to be available; the proposal simply limits the
deduction to no more than $500 each year.
Conservation easements present especially difficult
valuation questions for several reasons. First, the value of
the interest given away is a function of the contract terms
crafted by the donor. Value will vary from case to case
based on the specific terms of the contract. There may be
few, if any, comparables to help determine value.
Second, conservation easements constitute only a partial interest in the property rights held by the taxpayer.
Thus, these gifts raise the additional question of the
impact the gift may have on the value of the property
interest retained by the taxpayer. If a taxpayer grants an
easement to a conservation group and thereby receives a
medallion that is proudly displayed on the taxpayer’s
remaining property, how should we measure the proper
amount of the taxpayer’s deduction?
As difficult as it is to value my old shirt, at least the
charity owns it and I do not. How much more difficult
would the determination of value be if I retained some
rights to the shirt after contributing it to the charity?
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Others believe that anti-tax avoidance standards are
needed, but not in the statute. Because most courts
already recognize the existence of such standards, some
argue that a statutory addition is unnecessary and might
simply do mischief.
A recent paper reveals, however, that Judge Learned
Hand himself, author of the famous Gregory opinion,
soon had second thoughts about the appropriateness of
the tax avoidance standard he articulated in that decision. I would not be surprised if other jurists harbor
similar uncertainties about the proper way to interpret
the Internal Revenue Code. After all, it is generally
accepted that the greater the statutory detail, the less
room for judicial interpretation, and no one can doubt
how finely detailed much of the Code is. Thus, the
addition of an anti-tax avoidance standard in the statute
might provide a useful message to some courts and
judges.
Perhaps more significantly, however, it might be an
important signal to tax advisors that they should not be
giving counsel based on overly literal interpretations of
the law. In reviewing tax shelter transactions, it has been
striking to me how often advisors do not seem to have
that understanding.
The staff report contains a proposal to apply a higher
level of judicial scrutiny only to the relatively uncommon
transactions bearing the characteristics of tax shelters. In
developing this proposal, the staff examined the characteristics of each listed transaction and a number of others,
including transactions described in the Joint Committee
study on Enron Corporation. Targeting the set of transactions subject to this higher scrutiny is advantageous
because it avoids creating unnecessary uncertainty for
ordinary business transactions. Moreover, like any prophylactic tool, overuse detracts from its effectiveness.
Thus, targeting helps to highlight those cases, and only
those cases, where the higher scrutiny is warranted. What
we would like to say to practitioners is simply this: ‘‘If
you have figured out a way to achieve a tax outcome that
seems too good to be true, it probably is. Thus, think
again, and proceed only at your peril.’’
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economy, the proposal can be expected to improve compliance to an important extent without burdening any
private sector payors. The proposal thus attempts to
balance the goals of improving compliance and not
creating undue administrative burdens. The staff report
includes other options that follow this same principle,
including proposed information reporting for tax-exempt
interest and consistent basis reporting for estate and
income tax purposes.
Supplement technical rules with standards.
Finally, let me conclude with a few words about the
utility of putting tax-avoidance standards into the Tax
Code. Recent tax avoidance transactions have demonstrated to all of us the ability of sophisticated taxpayers to
rely on the interaction of highly technical legal provisions
to produce tax consequences not contemplated by the
Congress. Such efforts, if successful, increase the tax gap
by allowing taxpayers to obtain unintended tax relief and
by undermining overall respect for the tax system.
A strictly rule-based tax system cannot prescribe the
appropriate outcome of every conceivable transaction, or
uncommon combination of steps, that might be devised
by taxpayers. Nor would it be efficient for the government to try to do so. For this reason, most courts have
long recognized the need for anti-tax avoidance standards, such as the economic substance doctrine, to ensure
that Congressional purposes are properly achieved. The
standard, in effect, gives the government an after-the-fact
opportunity to evaluate the appropriateness of a tax
outcome.
Some have suggested that tax shelters should be
curbed through the adoption of more rules rather than an
anti-tax avoidance standard. The new rules might be
specific to close particular loopholes, or broad and general, similar to the passive loss rule. For example, Congress might simply adopt a rule denying the deduction of
‘‘non-economic losses,’’ no matter how created.
Well, we continue to search for that passive loss clone.
In the meantime, it seems misguided to think that a tax
shelter problem that largely arose as a result of the
curious and unintended interplay of intricate rules can
somehow be solved through the addition of yet more
intricate rules.

