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Mind the tax gap

In 2022, the Treasury estimated it collected just 87% of the taxes it was owed — missing about
$600bn in additional revenue. The biggest source of this gap is underreported income -
particularly from the self-employed and gig workers. As this type of work grows, the Treasury’s Al
models are becoming more sophisticated.

e The Treasury estimates it collected on average about 84% of the taxes it was owed since 2001.
Enforcement actions and late payments push the compliance rate higher (to about 87%).
But in 2022, this still meant it was missing $600bn — equivalent to 42% of that year’s deficit.

¢ Underreported income (including misstatements of deductions) is the largest source of the
Treasury’s tax gap, accounting for 74% or $515bn of missing (gross) revenue in 2022.

¢ Most underreporting comes from sole proprietor and gig income. This reflects a lack of third-
party reporting, tax form complexity and, in some cases, low audit rates.

e There are few estimates of the gig economy or its growth. A University of Michigan survey
suggested that perhaps as many as 25-30% of workers are self-employed or gig workers.’
Alternative work studies from the BLS point to a smaller share of perhaps 12%.2 However, these
work arrangements have increased since 2017.

o There are few estimates of how much income these workers earn. The Michigan survey
suggests that for most workers this might be about $4,000 annually, however for some, their “side-
hustles” could generate more than $20,000/year.

e Examination rates for most returns are around 0.2% of filings.® But these rates are much
higher for some types of income — particularly sole proprietors and earnings above $10m/y. Despite
low examination rates, most audits result in higher taxes collected.

e The Treasury uses Al to flag suspicious returns based on matching and scoring algorithms.

Mostly voluntary

The Treasury compares estimates of what it thinks it should collect in tax revenue against what it collects.
The ratio between the two is defined as the voluntary compliance rate or VCR. Since 2001, the average

' See, “University of Michigan: Self Employment Income is Widely Underreported”, February 20, 2025.
2 See “Contingent and Alternative Employment Arrangements”, Bureau of Labor Statistics, November 8, 2024.

31n 2021.
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VCR has been 84% with relatively little change over the tax year sample periods (Figure 1). As tax
revenues have grown with the size of the economy, the steadiness of the VCR means that the Treasury’s
missing revenue has grown from $345bn in 2001 to nearly $700bn in 2022. Because of the complexity
and time-consuming nature of estimating hypothetical revenues, the Treasury’s updates do not include
each tax year.

It uses past voluntary compliance rates to forecast future missing revenues which it later updates to reflect
enforcements (after audit examinations) as well as late payments. This net compliance rate is higher,
averaging 86.6% since 2011 and 86.9% in 2022. In 2022, enforcements and late payments pulled in an
additional $90bn in tax revenue. And while this was nearly 13% of the gross tax gap, the Treasury was
still missing over $600bn in revenues. Indeed, if it had captured just half of the gross gap (that is,
before enforcements), its 2022 deficit might have been -4.1% of GDP rather than -5.4%. Full
recapture would have lowered the deficit to -2.8%.

Mind the gap

There are three sources of the tax gap: nonfiling, underreporting, and underpayment. By far, most of the
Treasury’s revenue gap (~78% in 2022) comes from the underreporting of income (or the
overstatement of deductions) rather than households and businesses forgetting to file or underpaying
what they owe. As a share of the gross tax gap, underreporting has declined recently while underpayments
have increased (Figure 2). It is not clear what clear what accounts for this shift or whether it will continue.

That said, most underreporting comes from just two sources: business income (that is from unincorporated
businesses) and self-employment income. Indeed, these alone accounted for 56% of the gross tax gap in
2022. Income from these sources includes work like transportation and delivery work as well as online
retail and more traditional forms such as independent contractors.

Figure 1: Voluntary compliance rate (%) Figure 2: Underreporting (% gross gap)
85.5 80.5
80.0
85.0 79.5
79.0
84.5
78.5
78.0
84.0
77.5
83.5 77.0
76.5
83.0 76.0
2011-13 2014-16 2017-19 2020 2021 2022 2011-13 2014-16 2017-19 2020 2021 2022
Source: US Treasury, SMBC Nikko Source: US Treasury, SMBC Nikko

Sole proprietor and self-employment income tax reporting typically have lower voluntary
compliance rates than other sources of income. Unlike employee wages or interest and dividend
income, there is no third-party reporting (or withholding) of this income to the Treasury. The informal
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nature of this work as well as cash payments mean that employers frequently don't file tax forms like the
1099-K. Even for the more formal gig arrangements, there may be de minimis income exemptions where
the employer is not required to send out tax reporting forms.* That said, the worker is still obligated to pay
income tax — often quarterly — on the entire amount earned. As a result, the Treasury has to rely on the
documentation provided by the taxpayer. At the same time, complex tax rules governing deductions and
expenses allow for some broad interpretive differences favoring the taxpayer.

Gig work

Growth in gig work might cause underreported income from these sources to increase. In 2023, the BLS
identified 11.9m workers who indicated they were independent contractors of whom 85% were self-
employed. Similarly, another 6.9m workers said they were in contingent or gig jobs — jobs that were not
expected to last or that were temporary. Combined this is about 12% of the employed labor force — higher
than in 2017 when the survey was last conducted.

Other studies suggest that percentage of workers involved in gig work might be higher. A 2021 Federal
Reserve study noted that 27% “of people” earned some income from gig activities like paid
childcare, selling goods, or renting out property.® These higher numbers may reflect two key
differences from the BLS data. First, workers involved in the gig economy may only do this work irregularly
to earn a little extra money and as a result don’t consider it “work” in the traditional sense of a “9-to-5” job.
Second, some of these activities — like renting out rooms or property — are not easily defined as traditional
work.

The Fed’s survey indicated that just 8% of respondents did regular gig work — that is, more than 20h in
the prior month. Instead, roughly half of gig workers had full-time jobs. Only a small percentage (3%) relied
on gig work for more than half of their income. Most of the reported gig work was done outside online
platforms like Uber and Airbnb pointing to more informal arrangements. A significant portion of gig work
involves selling goods — online or through flea markets and at consignment shops.

The University of Michigan compares self-reported income from its Health and Retirement surveys against
Treasury data.® Self-reported income is higher than what is reported to the IRS. Workers between the 5%
and 75" income percentiles reported about $4,000 in self-employment income. But, gig income was
considerably higher in the tails of the distribution. Self-employment incomes below the 5" percentile or
above the 95" percentile were $21,000 and $27,000 respectively.

Audit rates across all individual tax returns are low. In 2023, just 0.1% of the 161m tax returns filed
were examined. In figure 3, we plot the examination rate across all income buckets over time. In earlier
years, the rate is higher than in 2023. This reflects two factors. First, the statute of limitations for tax
violations has not run out yet and there will be more 2023 returns that will be examined in the future.
Second, and more fundamentally, examinations are costly and the number of examiners has declined
over time; in 2025 there were about half as many examiners as in 2000. The Inspector General for Tax

4 Some ride share apps will not send 1099-K reports to workers if their income is less than $20,000 or they have
fewer than 200 rides.

5 Not all these people are in the labor force. See “The Economic Well-Being for US Households in 2020-May 2021,
Federal Reserve Board of Governors.

6 See, University of Michigan, February 2025
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Administration observed that the IRS workforce shrank by roughly a quarter in 2025 because of the
administration’s workforce efficiency efforts.’

As a result, the Treasury focuses its efforts on filings in which there is a high likelihood of
understatement and where the recaptured revenue is likely to be large. High-income returns have
higher examination rates — returns with over $10m in reported income had a 6.6% examination rate in
2021 (Figure 4). Similarly, sole proprietorships with income over $100,000 are audited at a rate of about
2.5%. By contrast, the examination rate for individual income of between $25,000 and $200,000 is just
0.2%.

Figure 3: Individual return examination rate (%) Figure 4: Examination rate by income (%)
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While the Treasury’s overall examination rate is low, it is very skilled at identifying which returns
might have underreported income. Of the roughly 500,000 returns that were audited in 2021, just
65,000 resulted in unchanged collections. Our suspicion is that the bulk of the remaining 87% resulted in
higher tax bills. Indeed, despite the reduction in staff, the Treasury’s tax enforcement efficiency
may be improving as the IRS uses more Al-based algorithms to detect under-reported income.
Their Al tools make it easier to flag suspicious returns in two ways. First, they allow the Treasury to
compare a return against what it thinks a similar business or individual’s return should look like. This is
fed into a scoring model where the most dissimilar returns relative to the Treasury’s expectations get
flagged for review. Similarly, Al helps the IRS match individual items on tax returns against data collected
from other sources, like the 1099’s filed by online gig platforms.

7 See, “Inspector General for Tax Administration memo”, July 22, 2025.
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Disclaimers

This document has been prepared by SMBC Group (including, collectively or individually, Sumitomo Mitsui Banking
Corporation (“SMBC”), SMBC Nikko Securities America, Inc., SMBC Nikko Securities Canada, Ltd., SMBC Capital Markets,
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client(s) or potential client(s) to whom such materials are directly addressed and delivered. SMBC Nikko Securities America,
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activities may be performed by SMBC Capital Markets or SMBC. Lending and other commercial banking activities are
performed by SMBC and its banking affiliates. SMBC operates in the U.S. through state-licensed branches, and
representative offices, and does not accept deposits from the general public. SMBC is not a member of the Federal Deposit
Insurance Corporation (“FDIC”) and is not an FDIC-insured institution. Deposits placed with SMBC are not insured by the
FDIC. FDIC deposit insurance coverage only protects against the failure of an FDIC-insured depository institution. Non-
deposit products are not insured by the FDIC; are not deposits; and may lose value, subject to certain limited exceptions.

This document is for informational purposes only and is not intended to be advice, a recommendation, an offer to sell or the
solicitation of an offer to buy any securities, enter into any transaction or adopt any hedging, trading or investment strategy,
or any commitment to underwrite, subscribe for or place any securities, is not an offer or commitment to provide any financing
or extension of credit or service, and does not contain any tax, accounting, or legal advice. Any transactions or strategies
discussed herein do not take into account the particular investment objectives, financial situations, or needs of any client, and
may not be suitable for all parties. This document is not a research report, and neither this document nor its author(s) is
subject to SMBC Group policies and procedures that apply to the globally branded research reports and research analysts of
SMBC Group and its affiliates or to legal requirements designed to promote the independence of investment research. This
document has been prepared for and is directed exclusively at Qualified Institutional Buyers, sophisticated institutional
investors, and other market professionals. It is not intended for distribution to or use by retail customers.

SMBC Group makes no representations to, and does not warrant, this document’s accuracy or completeness. In preparing
this document, SMBC Group has relied on information available from third parties, including public sources, and we have
assumed, without independent verification, the accuracy and completeness of such information. Any specific prices, indices
or measures, including ranges, listed in this document were determined at or around the time the document was prepared
and are subject to change without notice. SMBC Group expressly disclaims any liability for any results in connection with use
of the information set forth herein, including, without limitation, any use of the information in the preparation of financial
statements or accounting material. SMBC Group does not provide tax, accounting, or legal advice. Accordingly, any
discussion of tax matters contained herein (including any attachments) is not intended or written to be used in connection
with the promotion, marketing or recommendation by anyone for the purpose of avoiding any tax-related penalties. Prior to
participating in any transaction or strategy, you should consult your own independent legal, tax, accounting and other
professional advisors.

This document may contain forward-looking statements, which may include projections, forecasts, income estimates, yield or
return, future performance targets, or similar analysis. Any such forward-looking statements, prices, indices, or measures are
based upon certain assumptions. All forward-looking statements are based on the information available at the time the
document was prepared and SMBC Group is not obligated to provide an update. Any opinions, projections, pricelyield
information or estimates are subject to change without notice. Actual events may differ from those assumptions or available
information. There can be no assurance that any estimated returns or projections will be realized, that forward-looking
statements will materialize, or that actual results will not be materially different from those presented herein. Past performance
should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or
implied, is made regarding future performance. The value, price, or income from transactions or strategies may fall as well as
rise. SMBC Group or an affiliate may have a position in any of the underlying instruments, assets, indices or rates mentioned
in this document, at any time.

This document is confidential and is the property of SMBC Group, subject to copyright. Any reproduction of this document, in
whole or in part, is prohibited, and you may not release this document to any person, except to your advisors and other
professionals to assist you in evaluating the document, provided that they are obligated, by law or agreement, to keep the
document confidential.
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