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Penalties  

  
 
This report presents the results of our review of how the Internal Revenue Service (IRS) 
administers its “tolerance” policy when assessing the penalty for failure to make proper 
Federal Tax Deposits.  In summary, the IRS has not increased the minimum amount at 
which the failure to deposit penalty will be charged to keep pace with increased IRS 
costs.  This minimum amount, or “tolerance,” has not been increased since 1986.  
Consequently, taxpayers are paying penalties based on a tolerance amount that is no 
longer appropriate.  
 
We also found that the IRS does not send educational notices explaining how to comply 
with complex Federal Tax Deposit requirements to taxpayers who are not penalized due 
to the tolerance amount.  This type of notice could help improve compliance.  In 
addition, the IRS has not changed its tolerance policy statement since 1960.  This policy 
views setting tolerance amounts from the IRS perspective and does not acknowledge 
taxpayer costs and other burdens in dealing with relatively small dollar cases. 
 
We recommended that the IRS immediately increase the tolerance amount, educate 
taxpayers who were not penalized due to the tolerance amount on how to comply, and 
revise the tolerance policy statement to include the taxpayer’s point of view. 
 
Management’s response was due on September 27, 2000.  As of September 28, 2000, 
management had not responded to the draft report.  
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Copies of this report are being sent to the IRS managers who are affected by the   
report recommendations in accordance with this requirement.  Please contact me at 
(202) 622-6510 if you have questions, or your staff may call Gordon C. Milbourn III, 
Associate Inspector General for Audit (Small Business and Corporate Programs), at 
(202) 622-3837. 
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Executive Summary 

The Internal Revenue Service (IRS) can immediately help thousands of small businesses 
and other taxpayers save an estimated $76.6 million a year in relatively low-dollar 
penalties.  In addition, the IRS can reduce the paperwork burden for these taxpayers by 
eliminating an estimated 1.1 million notices and letters annually that result from these 
penalties.  The savings and reductions can be realized by increasing the “tolerance” 
amount that the IRS uses to help administer the penalty charged to taxpayers who have 
not followed Federal Tax Deposit requirements. 

The IRS’ tolerance policy provides that IRS functions should not work on smaller, less 
productive cases where the revenue involved would not warrant the handling costs and 
the interests of the government would not be jeopardized.  In accordance with this policy, 
the IRS established a dollar amount under which a taxpayer would not be charged a 
penalty for failing to meet Federal Tax Deposit requirements. 

The IRS’ penalty administration and understanding of the complicated Federal Tax 
Deposit requirements are among the most serious problems facing taxpayers, especially 
small businesses.  Our objective was to determine whether the IRS’ dollar tolerance 
under which a failure to deposit penalty is not assessed should be changed to conform to 
IRS policy and contribute to more effective and efficient tax administration. 

Results 

The current tolerance amount was established in 1986, and the IRS has not increased it to 
keep pace with changes in the value of the dollar.  Businesses that did not make proper 
deposits may have fallen under the penalty tolerance amount in 1986 (and thus would not 
have had to pay the penalty) but would likely be penalized with the same practices in 
2000.  This represents an increase in taxpayer burden.  The IRS’ handling costs have 
increased over the last 14 years.  However, the tolerance amount for charging a failure to 
deposit penalty has remained the same.  This has resulted in the IRS assessing hundreds 
of thousands of relatively low-dollar penalties each year for not making proper deposits.  
Sixty-nine percent of the taxpayers included in our analysis fully paid their taxes and 
were billed for the penalty charge only.  Over 90 percent of the taxpayers penalized were 
small businesses. 

These penalties would not have been charged had the tolerance amount kept up with the 
value of the dollar.  Consequently, the tolerance amount established in 1986 is no longer 
at an appropriate level. 
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The IRS has an opportunity to expand its educational efforts to those taxpayers who have 
not met the complex Federal Tax Deposit requirements.  The educational efforts would 
further implement IRS initiatives to help taxpayers understand their tax responsibilities.  
In addition, the IRS also has the opportunity to update its policy on tolerances to consider 
taxpayer costs and other burdens when determining the appropriate tolerance amount for 
all types of penalties. 

Subsequent to our review, the Commissioner approved sending to the Department of the 
Treasury a separate proposal affecting Federal Tax Deposits.  A by-product of this 
proposal is raising the tolerance amount above the amount we recommend.  The IRS’ 
proposal could be implemented as early as January 2001.  However, independent of this 
proposal, the IRS has the opportunity to immediately change the tolerance to the amount 
we recommend.  This action would benefit tax administration for taxes due through the 
remainder of Calendar Year 2000. 

The Tolerance Amount Is No Longer at an Appropriate Level for Small 
Businesses and Other Taxpayers 
The IRS is not following its tolerance policy.  The tolerance policy states that IRS 
functions should not work on smaller, less productive cases where the revenue involved 
would not warrant the handling costs and the interests of the government would not be 
jeopardized.  Yet, the IRS has not increased the tolerance amount for charging a failure to 
deposit penalty to keep pace with increased IRS costs.  In fact, the last change was in 
1986.  The tolerance amount has not changed because the IRS does not have a process for 
periodically evaluating the tolerance amount in comparison with costs. 

Consequently, an estimated 142,000 taxpayers paid to the government approximately 
$19.1 million in failure to deposit penalties for Employer’s Quarterly Federal Tax 
Returns (Form 941) filed for the quarter ending March 31, 1999.1  These penalties would 
not have been charged had the tolerance amount risen with increased costs.  Therefore, 
the penalty tolerance amount is no longer at the appropriate level.  If the quarter included 
in our audit is typical of other quarters, taxpayers may have paid an estimated           
$76.6 million a year in unnecessary penalties.2  Our estimates are based solely on 
increased IRS costs since 1986 and do not consider economic changes beyond those 
costs. 

Consistent with the Paperwork Reduction Act of 1995,3 the Office of Management and 
Budget has an initiative to reduce the paperwork burden on small businesses.  For our  

                                                 
1 All estimates presented in this report are subject to percentage variances, and the actual figures may be 
more or less than the number or dollar amount presented.  Appendix VII includes those variances. 
2 Annualized total does not equal 4 x $19.1 million due to rounding. 
3 Paperwork Reduction Act of 1995, Pub. L. No. 104-13, 109 Stat. 163. 
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sampled quarter, the IRS’ outdated tolerance amount caused the generation of an 
estimated 269,000 notices and subsequent letters that resulted in taxpayer paperwork, 
costs, and other burdens falling largely on small businesses.  The IRS spent an estimated 
$249,000 to mail the correspondence, receive responses, and resolve the issues raised in 
the responses.  If the quarter included in our audit is typical of other quarters, taxpayers 
may have handled an estimated 1.1 million notices and letters a year.  At the same time, 
this correspondence cost the IRS approximately $996,000 annually to process. 

Educational Efforts Should Be Directed at Taxpayers Who Were Not 
Compliant But Were Not Penalized Due to the Tolerance 
The IRS mission, in part, is to help taxpayers understand and meet their tax 
responsibilities.  However, when taxpayers are not penalized due to the tolerance, the IRS 
does not notify them that they did not comply and the reason for the noncompliance.  The 
IRS computer system is not programmed to identify these taxpayers.  As a result, the IRS 
is not able to use this direct channel to improve these taxpayers’ abilities to follow 
Federal Tax Deposit requirements. 

The Tolerance Policy Statement Does Not Consider the Taxpayer’s Point 
of View 
One of the IRS’ guiding principles is to understand the customer’s point of view and use 
this understanding to prevent and solve problems and provide quality service.  The IRS’ 
tolerance policy focuses on costs to the IRS for handling small, less productive cases.  
However, the policy does not recognize costs and burdens incurred by taxpayers for 
handling the same cases.  The tolerance policy statement may unintentionally misinform 
the public and misguide IRS employees responsible for administering the policy that the 
taxpayer’s viewpoint is not to be considered along with the interest of the government.  
The IRS adopted the tolerance policy in 1960, 38 years before it began to emphasize 
customer needs. 

Summary of Recommendations 

The Chief Operations Officer can immediately provide to small businesses and other 
taxpayers relief from relatively small dollar failure to deposit penalties and the related 
paperwork, while reducing its own administrative costs.  This can be accomplished by 
increasing the tolerance amount for charging a failure to deposit penalty in line with 
changes in the value of the dollar.  To minimize the impact on taxpayers of future cost 
increases, the tolerance amount should be re-evaluated periodically. 

The Chief Operations Officer should also explore a new educational opportunity by 
notifying taxpayers who were not penalized due to the tolerance amount that they did not 
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comply and the reason for the non-compliance.  The success of these notices for 
improving compliance should be monitored. 

The issues in this report also affect one aspect of overall administration.  The Chief 
Operations Officer should revise the tolerance policy statement to include the taxpayer’s 
point of view.  This action would enhance consistency with one of the IRS’ guiding 
principles.

Management’s Response:  Management’s response was due on September 27, 2000.  As 
of September 28, 2000, management had not responded to the draft report.














