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INTRODUCTION

The Internal Revenue Code requires the National Taxpayer Advocate to
submit two annual reports to the House Committee on Ways and Means
and the Senate Committee on Finance.! The National Taxpayer Advocate
is required to submit these reports directly to the Committees without any
prior review or comment from the Commissioner of Internal Revenue, the
Secretary of the Treasury, the IRS Oversight Board, any other officer or
employee of the Department of Treasury or the Office of Management and
Budget. The first report, due by June 30 of each year, must identify the
objectives of the Office of the Taxpayer Advocate for the fiscal year
beginning in that calendar year.

For Fiscal Year 2008, both the IRS and the Taxpayer Advocate Service
(TAS) face similar challenges — an increasing demand on its limited and
aging workforce, and a pressing need to bring its systems in line with 215
century technology. The IRS is under scrutiny for its efforts to “close” the
tax gap, while TAS is struggling to address taxpayers’ difficulties that arise
as a result of these very efforts. Both challenges carry risks. First, that
the IRS, in trying to satisfy Congress’ demand for more revenue, will
overreach, harm taxpayers, and bring about a backlash from the very
Congress that is now urging it on. Second, that TAS will be overwhelmed
by the number of taxpayer cases and will not be able to provide the quality
of service and advocacy for which it was created.

Fortunately, both of these risks are avoidable. Throughout this report, |
describe the initiatives the Office of the Taxpayer Advocate, working with
the IRS and others, has undertaken and is planning for the next fiscal
year. These initiatives are designed to protect against IRS overreaching
even as they focus on maintaining and even increasing voluntary
compliance. Our fiscal year 2008 initiatives also address the TAS-specific
challenges of increased workload, declining case advocate staffing, and
lagging technology.

There is a role, however, for Congress in addressing these risks. IRS
oversight should not just be limited to urging the IRS to collect more tax
revenue. Even as Congress directs the IRS to address specific areas of
noncompliance, Congress should require the IRS to adopt a long-term

" IRC § 7803(c)(2)(B).



research strategy that focuses not only on “closing the tax gap” but also
on understanding what it takes, in the 215! century, to encourage
taxpayers to be voluntarily compliant and how to change taxpayer
behavior. Finally, Congress should exercise the necessary patience to
allow the IRS to complete this research, including conducting empirical
studies and trial programs.

There is a very real concern that IRS and TAS employees may react to
the current pressures by cutting corners. Taxpayers will be harmed if
such events come to pass. Fortunately, with a concerted agreement on
the part of Congress, Treasury, IRS and TAS to work together to increase
voluntary compliance, we can avoid a repeat of the years 1996 through
1998, when IRS last responded to congressional pressure for greater
enforcement. As National Taxpayer Advocate, | commit to working toward
that community of purpose.

Respectfully submitted,

Nina E. Olson
National Taxpayer Advocate
30 June 2007
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CHALLENGES FACING THE TAXPAYER ADVOCATE
SERVICE

The Taxpayer Advocate Service is charged by statute with helping
taxpayers solve their problems with the IRS and making administrative
and legislative recommendations to resolve those problems. In
accomplishing its mission, TAS does not operate in a vacuum. It is also
the responsibility of the IRS operating divisions and functions to timely
respond to TAS and assist us in assisting taxpayers. All too often,
however, IRS executives and employees view the cases TAS sends to
IRS for resolution as TAS-work rather thanthe IRS’s own work.

In fact, there is no such thing as a TAS case. All cases in TAS inventory
belong to the IRS and are part of the IRS workload — generated in
response to some IRS action or inaction, or some law that the IRS is
charged with administering. Yet this “stovepipe” attitude about TAS

cases, which harms taxpayers, persists throughout all functions in the IRS.

This IRS failure to “own” TAS cases is exacerbated by the pressure IRS
employees have felt to achieve goals that demonstrate enforcement
activity, regardless of whether than activity actually resolves the taxpayer’s
case or just pushes the problem down the line to someone else in the IRS.
Far too often, the National Taxpayer Advocate hears from TAS
employees, taxpayers, and taxpayer representatives that IRS employees
routinely say, “I have the authority to do this but | don’t know how to do it”
or “| have the authority to do this but my manager won’t let me keep the
case open any longer.” These statements always end with “So I'm
sending this case to TAS.”

The National Taxpayer Advocate plans several initiatives in FY 2008 to
remedy this situation. For example, the National Taxpayer Advocate will
review IRS core measures and practices that result in the IRS not
effectively resolving taxpayer problems at the first opportunity and
ultimately sending the case to TAS. Moreover, the National Taxpayer
Advocate will continue her analysis of TAS’s workload to identify where
IRS “shrugging” is occurring, and will develop Taxpayer Assistance Order
templates to return such cases for immediate action by the IRS. Such
initiatives emphasize both the priority nature of TAS cases and the IRS’s
core responsibility to properly resolve the taxpayer’s problem at the
earliest possible time.
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In the pages that follow, we describe other initiatives planned for FY 2008
and beyond that address TAS’s other principal challenges.

PLANNING FOR AND ENABLING EFFECTIVE ADVOCACY

TAS is facing two great challenges in the next several years: the
recruitment and retention of a well-trained workforce and the development
and support of the systems, programs, and tools to assist TAS in meeting
its mission. To address these challenges, TAS is engaging all employees
in developing a five-year strategic plan that will identify outcomes,
strategies, targets, and actions to prepare employees and managers to
effectively advocate, identify, and resolve problems taxpayers are
experiencing in complying with the tax laws.

TAS recognizes that it must continue fulfilling its statutory mission at a
time of limited resources and increased taxpayer needs. Over the past
several years, TAS has refined the processes that have allowed it to do
more with less, including identifying the impact of operating division
activities on TAS’s workload and accurately projecting our future
workload.? However, TAS cannot continue to operate with reduced
funding each year while workload grows.

Recruitment, Training, and Retention

From FY 2004 through the end of FY 2006, TAS case receipts have
increased 43 percent while the number of case advocates available to
work those cases has decreased by eight percent. Cases come to TAS
when taxpayers encounter difficulty in trying to resolve their problems
directly with IRS functions. It is essential to sound tax administration that
taxpayers receive prompt and thorough action on the subsequent attempts
to resolve their problems or when they are experiencing economic burden,
making the role of an advocate critical. Thus, TAS does not turn away
taxpayers who qualify for its assistance. While TAS has managed to
handle its increasing inventory to date, its effectiveness in meeting the
needs of the taxpaying public will decline if the gap between the number of
cases received and the staffing available to work those cases widens

% National Taxpayer Advocate 2006 Annual Report to Congress Vol. 2.
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much further.® In FY 2008, TAS needs to hire and is making plans to hire
240 case advocates to reach 1,240 case advocates on-rolls.

TAS projects that approximately 29 percent of its workforce will be eligible
to retire by the end of FY 2008. Considering the already low number of
case advocates and the increasing, complex workload, TAS must be
aggressive and creative in becoming an employer of choice to recruit,
train, and retain skilled employees. In addition, the needs of taxpayers
continue to become more diverse, so TAS must look for ways to meet that
diversity, including hiring employees with non-English language skills.

In addition to hiring 240 case advocates in FY 2008, TAS hopes to hire at
least 150 in both FY 2009 and FY 2010. This is a somewhat daunting but
necessary action in an organization of only 1,900 people. To meet this
hiring goal, TAS is developing an internal and external recruitment
strategy, external new hire training courses, and coaching positions in
offices with large numbers of new hires. Many of these new-hire positions
will be targeted for bilingual employees, including 24 positions for
Spanish-speaking employees in Puerto Rico and other locations in TAS.
TAS will also hire other employees throughout the country who can speak
Chinese, Korean, Vietnamese, or Russian.

Targeted Recruitment Efforts

TAS has worked diligently to increase workforce representation of
individuals with targeted disabilities, including hiring through the Workforce
Recruitment Program (WRP) for College Students with Disabilities. The
WRP has become an established practice in TAS during the past four
years. The success of TAS’s efforts to recruit and hire individuals with
targeted disabilities can be seen in the increase from 16 employees with
targeted disabilities at the end of FY 2002 to 30 employees with targeted
disabilities at the end of March 2007, an increase of 88 percent. During
this time, the total TAS workforce decreased in size by about 300
employees. Twenty-eight students have been hired since FY 2003,
including seven who are now permanent TAS employees and four who
are working under extended temporary assignments while attending
school. Additionally, the National Taxpayer Advocate established an
annual performance commitment for each TAS Area Director to take steps

% Tax Fairness: Policy and Enforcement: Hearing before the Subcomm. on Financial
Services and General Government of the H. Comm. on Appropriations, 110" Cong. 7%t
Sess. (Mar. 5, 2007) (statement of Nina E. Olson, National Taxpayer Advocate).



to hire at least one individual with a targeted disability and one student
with a disability through the WRP. For fiscal year 2008, the National
Taxpayer Advocate, Deputy National Taxpayer Advocate (DNTA), and
Executive Director Systemic Advocacy (EDSA) will each hire one
individual with a targeted disability and one student with a disability
through the WRP in the offices that they control (for the National Taxpayer
Advocate, for example, this would include offices such as the Low Income
Taxpayer Clinics, the Taxpayer Advocacy Panel etc).

TAS Case Intake Strategy

To serve taxpayers well, TAS must manage its case intake process by
effectively integrating its systems and personnel. The initial step in this
process is the establishment of a separate toll free number for special
programs with which we know taxpayers will need TAS assistance.
Through targeted publicity aimed at individuals who have an issue that
meets TAS criteria, we will gradually expand the number of taxpayers who
reach TAS through this dedicated toll-free line. By “branding” this toll-free
number as the “TAS Case Intake Line,” TAS will attempt to reduce the
number of calls unrelated to potential TAS cases. TAS will subsequently
broaden this concept to include case intake streams from walk-ins, the
Internet, and correspondence.

As we put additional systems and processes in place, TAS will integrate
case intake with work assignment. TAS employees use a number of
systems to document and monitor their efforts to advocate for taxpayers,
identify taxpayer needs, and assess business results. Chief among these
systems are the Taxpayer Advocate Management Information System
(TAMIS) and the Systemic Advocacy Management System (SAMS).
During FY 2007, TAS began an effort to develop a “one system” approach
to applications enhancement and development. We are exploring our
data and system architecture as well as the case intake process. As part
of this effort, our goals are to reduce the number of separate applications
required to work on TAS cases and issues, create complete electronic
case files, centralize document storage, enhance TAS’s ability to update
and validate its data, and provide improved tools to all TAS employees
and managers. These tools will enable TAS to deliver each case to the
employee who has the training, skills, and available time to work the case
most effectively.



Responding to Taxpayers

TAS uses service level agreements (SLAs) and other administrative
processes to resolve taxpayers’ problems with the IRS. These procedures
require streamlining and automating to meet taxpayers’ increasing need
for TAS services and aid case advocates in providing timely resolution.
For FY 2008, TAS will improve case management by inventory balancing
measures and the implementation of electronic Operations Assistance
Requests (OARSs) through integrated IRS systems such as the IDRS
Decision Assisting Program (IDAP) and Desktop Integration (DI).* TAS
will supplement these case management improvements with additional
hiring of intake and case adwvocates.

Of course, the IRS bears the ultimate responsibility for resolving taxpayer
problems. Thus, TAS recommends the use of centralized OAR
processing units within the functions and business units to provide a more
efficient method for the IRS to manage the OAR process and reduce the
number of rejected or misrouted OARs. These specialized units would
have a better understanding of TAS’s mission, authorities, and the
appropriate IRS liaison to resolve the taxpayer’s problem. TAS believes
that this change in work practice would eliminate the majority of OAR
processing problems.

Institutionalizing the Authority of TAS within the IRS

A primary focus of TAS’s five-year strategic plan will be how TAS
‘embeds” itself into the processes of all IRS functions and increases the
awareness of all IRS employees of TAS’s unique role in tax
administration. Such integration must begin with a strong message from
IRS leadership that TAS serves an important function in assuring a fair
and just tax system.

In FY 2008, TAS will begin its “institutionalization” strategy by focusing on
the following approaches:

+ Ensure the IRS understands TAS’s statutory mission and
authority;
¢ Ensure the IRS includes TAS in policy decisions;

* TAS uses the OAR process to request assistance from IRS operating divisions and
functions to complete an action on a TAS case when TAS does not have the statutory
or delegated authority to take the required action.
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¢ Ensure the IRS includes TAS when considering new initiatives
and work processes including the downstream impact on
taxpayers and TAS workload, and gives TAS the opportunity to
provide predecisional input;

+ Ensure the IRS monitors, analyzes and reports on its
effectiveness in handling TAS OARs;®

¢ Ensure the IRS formally reviews and responds to
recommendations from the National Taxpayer Advocate, and
engages in discussions with TAS prior to responding; and

+ Increase the use of Taxpayer Assistance Orders (TAOs) as a
case management tool by developing templates, conducting
training, and updating the Internal Revenue Manual (IRM).

®> A memorandum issued by the Deputy Commissioner for Services and Enforcement
dated October 10, 2003, entitled Addressing Systemic Problems in TAS Cases,
required functions to begin reporting in fiscal year 2004 on TAS case inventory in the
functions’ Business Performance Reviews (BPRs), including conclusions drawn from
the reports and initiatives to correct identified systemic problems. A review of BPRs
issued since the issuance of the memorandum reveals that functions have not complied
with this requirement.
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AREAS OF EMPHASIS

Taxpayer Assistance Blueprint

In April 2007, the IRS published Phase 2 of its Taxpayer Assistance
Blueprint.? The Taxpayer Assistance Blueprint (TAB) lays out a
comprehensive plan to improve taxpayer service over the next five years.
However, the TAB is only a “first step” of many, because the TAB report
alone will not ensure that the IRS delivers service in ways that meet
taxpayer needs. To improve taxpayer service, the IRS must maintain a
commitment to improving assistance to taxpayers both now and in the
future and must be given the resources necessary to make needed
changes.

The TAB also is just a “first step” because it focused solely on individual
taxpayers. The IRS should expand its focus to more comprehensively
consider the needs of all taxpayers. For example, the IRS should use the
TAB as a starting point and engage in similar efforts to improve services
for Schedule C (sole proprietorship) and Schedule F (farm sole
proprietorship) filers, large and small businesses, and taxexempt
organizations. Additionally, the IRS needs to begin looking at other areas
that affect taxpayer service, including return preparers, submission
processing, and the content of notices and publications. Only when the
IRS looks at all aspects of service for all taxpayers will we truly be able to
improve taxpayer service.

Understanding Taxpayers’ Needs for Service, including Face-to-Face
Assistance

The IRS must continue the research efforts it began in the TAB. The
taxpaying population will continue to change and so will taxpayer needs.
Thus, the IRS must conduct ongoing research related to issues such as
taxpayer needs, the link between service and compliance, the barriers

® The Taxpayer Assistance Blueprint is the joint response of the IRS, the IRS Oversight
Board, and the National Taxpayer Advocate to comply with a congressional mandate for
the development of a five-year strategic plan for the delivery of taxpayer service. United
States Congress, Conference Report PL109-115: H.R.3058 — 43. Transportation,
Treasury, Housing and Urban Development, the Judiciary, the District of Columbia, and
Independent Agencies Appropriations Act, 2006, 30 November 2005.
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taxpayers face to using certain IRS services, and how to affect taxpayer
behavior and create new norms of compliance.

During the development of the TAB, the National Taxpayer Advocate
urged that the TAB propose a methodology to evaluate current services
and make improvements to meet taxpayer needs based on the data
collected through the TAB research efforts while not reducing the services
currently available. For the most part, we believe the TAB report reflects
this approach.

As the IRS begins to see cost savings as a result of providing more
efficient and effective taxpayer service, it must reinvest any savings in
taxpayer service. Moreover, the IRS must maintain its commitment to
providing face-to-face services in the future, as stated in the TAB Guiding
Principles.

The IRS is making an effort to move taxpayers away from face-to-face
interaction and toward telephone and Internet services. This approach
may be appropriate for many taxpayers who are comfortable handing
financial transactions by phone or over the Internet, but the TAB’s
research studies showed that a certain percentage of taxpayers require
face-to-face services in order to comply with the tax laws. Therefore, TAS
will continue to advocate that, even as many taxpayers move to electronic
service options, the IRS must maintain and improve face-to-face services
as long as there is a segment of the population that still needs them.

The National Taxpayer Advocate believes that the IRS currently lacks the
data necessary to determine whether it should reduce the number of
TACs (Taxpayer Assistance Center) or replace existing TACs with self-
help centers. Although the TAB report contains a significant amount of
information regarding taxpayer needs and preferences, the IRS still has
not completed enough research to evaluate the existing TACs. An
ongoing survey of taxpayers who visit TACs conducted by the Taxpayer
Advocacy Panel, an advisory panel that operates pursuant to the Federal
Advisory Committee Act, should provide valuable information regarding
whether TACs are meeting taxpayer needs. Until such data is available,
the IRS should not change the current footprint for TACs.

During FY 2008, the National Taxpayer Advocate will work with the IRS as
it evaluates the current placement of the TACs. The IRS must ensure that
TACs are located in areas where taxpayers need and can use the
services offered. By evaluating the location of the current 401 TACs, the
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IRS can identify areas in which moving a TAC may make it more
convenient for taxpayers. Additionally, we may identify areas where the
IRS should consider adding a TAC. Finally, we will urge the IRS to
evaluate alternative modes of providing face-to-face service that
incorporate greater flexibility in terms of population and location.

Private Debt Collection Initiative

The National Taxpayer Advocate believes that the collection of tax is an
inherently governmental function, which should only be undertaken by IRS
employees trained to protect taxpayer rights. Moreover, she is concerned
that the money spent on the IRS’s Private Debt Collection (PDC) initiative
is an inefficient use of government dollars, as IRS collection employees
can collect more delinquent tax dollars at a lower cost to the government.’
The IRS Automated Collection System currently collects about $20 for
every $1 spent on staffing while the private debt collection initiative is
estimated to return $4 for every dollar spent.®

Comparison of Private Debt Collection Results to Similar IRS
Collection Operations

Proponents of the PDC initiative argue that since the IRS is not able to
reach its entire collection inventory, PCAs are at least bringing in revenue
that would otherwise go untouched. The National Taxpayer Advocate
does not find this argument persuasive. She submits that by improving its
collection strategy and use of currently available resources, including
better research, the IRS could reach most, if not all, of these cases at less
cost to U.S. taxpayers and less risk to taxpayer rights.

In response to the National Taxpayer Advocate’s and GAO’'s (Government
Accountability Office) recommendations regarding collection efficiencies,
the IRS is engaging in studies to compare private debt collection results to

’ See National Taxpayer Advocate 2006 Annual Report to Congress 52.

® W&l and SBSE Automated Collection System FY 2007 Dollars Collected per Staff Year
(as of April 2007), including support staff; see also IRS Private Debt Collection Program:
Hearing Before the H. Comm. on Ways and Means, 110" Cong. 1°' Sess. (May 23,
2007(statement of Nina E. Olson, National Taxpayer Advocate) and Testimony of
United States Treasury Secretary, John Snow, in an exchange with Senator Robert C.
Byrd, Senate Committee on Appropriations: Subcommittee on Transportation, Treasury
and General Government, Hearing on FY 2004 Appropriations for the Treasury
Department, May 20, 2003.
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results from IRS collection functions. In one study, the IRS will compare
private debt collection results to results for the “best next case” which the
IRS could work with additional resources. A related study will also be
conducted comparing IRS collection results on an inventory mix equivalent
to that being assigned to the private collection agencies. The National
Taxpayer Advocate is monitoring these studies to ensure that all
appropriate costs, including downstream costs, are included in this
assessment. The IRS expects to have final results in August 2008.

PDC Phase Il Request for Quotation

Despite widespread concern about the PDC program’s ability to operate
effectively and efficiently, the IRS is preparing to solicit bids from Private
Collection Agencies (PCAs) for the second phase of the PDC initiative.
TAS has raised significant concerns to the IRS throughout the process of
drafting the Request for Quotation (RFQ), which establishes the guidelines
the PCAs will be held to if they enter into a contract with the IRS.
Following are a few of the major concerns TAS raised to the IRS:

*

All procurement documents should be available for public
scrutiny. This includes, but is not limited to, policy handbooks,
procedure guides, scripts, letters and notices to taxpayers, and
training materials. It is important that PCAs operate under the
same transparency standards as the IRS.

Taxpayers should be informed of their right to opt out of the PDC
initiative every step of the way. For example, this information
should be included in the initial letter sent out by the PCA and the
initial phone contact by the PCA once the taxpayer has been
authenticated. To our knowledge, the only document that
contains this information is the IRS pamphlet, What You Can
Expect When the IRS Assigns Your Account to a PCA, which is
sent to taxpayers when the accounts are initially assigned to
PCAs.

The PCA should inform the taxpayer during the initial telephone

call and prior to authentication that the agency is calling in regard
to a debt.
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+ All taxpayers who are contacted should be given the option of
participating in the PCA’s customer satisfaction survey, including
taxpayers who opt out of the PDC initiative.

+ All PCAs that are awarded a government contract should be
required to provide TTY services for the deaf and hard-of-
hearing.

+ Once the contract with the PCA has ended, all taxpayer

information, including electronic information, should be returned
to the IRS and not retained by the PCA.

Adding these safeguards to the RFQ would mitigate somewhat TAS’s
concerns regarding the PDC initiative’s impact on taxpayer rights. These
safeguards, however, would not eliminate all of our concerns. Specifically,
the collection of federal tax involves the exercise of judgment and
discretion and therefore is an inherently governmental function. Thus, the
National Taxpayer Advocate continues to recommend that Congress
repeal the IRS’s authority to conduct the PDC initiative .’

The Impact of the Tax Increase Prevention & Reconciliation Act of
2005 (TIPRA) on the IRS’S Offer In Compromise (OIC) Program

By accepting a reasonable offer to compromise a tax debt, the IRS
collects money it would not otherwise collect. It also turns a noncompliant
taxpayer into a compliant one by requiring the taxpayer, as a condition of
the offer agreement, to timely file returns and pay taxes for the following
five years.' Thus, reaching a reasonable offer in compromise (OIC) is a
win-win solution for the taxpayer and the government.

TIPRA, enacted on May 17, 2006, requires any taxpayer seeking an OIC
to submit a nonrefundable partial payment, equal to 20 percent of the
offer, along with any offer to be paid in a lump sum or in five or fewer
installments (called “lump sum” offers)."” The National Taxpayer

® See National Taxpayer Advocate 2006 Annual Report to Congress 52.

'% Form 656, Offer in Compromise (July 2004). An IRS study found that about 80 percent
of taxpayers in its sample with accepted OICs remained substantially compliant during
the requisite period. Small Business/ Self-Employed (SB/SE) Payment Compliance
and Office of Program Evaluation and Risk Analysis (OPERA), IRS Offers in
Compromise Program, Analysis of Various Aspects of the OIC Program, 6 (Sept.
2004).

" IRC § 7122(c)(1).
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Advocate is concerned that the new partial payment requirements, and the
IRS’s implementation of them, have reduced the accessibility of the OIC
program to taxpayers who would otherwise submit good offers, particularly
middle class taxpayers who have homes or qualified retirement plans.
Such a reduction in OIC accessibility could, in turn, increase the number
of unresolved IRS collection accounts, decrease federal revenue, and
lessen voluntary compliance.

To better gauge the potential impact of the partial payment requirement on
OIC submissions, in October 2006 TAS reviewed 414 OICs that the IRS
accepted before the implementation of TIPRA.' TAS determined that in
about 70 percent of the accepted offers, the 20 percent partial payment
was not available from liquid assets."® In other words, most taxpayers
who submitted good offers that the IRS accepted would have had difficulty
submitting those offers if the partial payment rules had been in place.

We may already be seeing the initial effects of the 20 percent partial
payment requirement. The number of offers received and accepted has
significantly declined since TIPRA was implemented in July of 2006. The
number of offers submitted dropped by about 20 percent over the first
eight months of FY 2007, from 37,764 in FY 2006 to 30,306 in FY 2007."
Similarly, the number accepted over this same period has decreased by
about 22 percent, from 10,083 to 7,842." Thus, TIPRA, or the IRS’s
implementation of it, appears to be reducing good offer submissions.

The partial payment requirements may discourage good offer submissions
by requiring payments that taxpayers cannot afford, and by increasing the
cost to taxpayers when the IRS returns an offer without determining
whether to accept or reject it. If a taxpayer fails to submit a partial
payment along with the OIC or to meet various other requirements, the
IRS returns it to the taxpayer as “not processable”.'® When the IRS

2 7AS Research, Effect of Tax Increase and Prevention Reconciliation Act of 2005 on
IRS Offer in Compromise Program (Feb. 2007).
For purposes of the study, “liquid assets” included assets that could be liquidated and
used for the TIPRA payment (e.g., cash, bank accounts, certificates of deposit, stock
and securities) without incurring significant costs. For example, individual retirement
accounts were excluded because a 10 percent additional tax on early distributions
applies to early withdrawals.
:: IRS, Offer in Compromise Program, Executive Summary (June 12, 2007).
Id.
16 See Memorandum For Directors, Collection Area Offices, From Frederick W. Schindler,
Director, Collection Policy, Interim Guidance Memorandum for Internal Revenue
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returns an offer as not processable it refunds the $150 OIC user fee, but
retains any partial payment." Further, if the IRS returns the OIC after
acceptlng it for processing, the IRS retains both the partial payment and
the fee.”® While the IRS will reconsider its decision to return an OIC in
certain limited circumstances, the taxpayer cannot appeal the OIC return
decision to the Appeals function.®

The National Taxpayer Advocate recently recommended several
legislative changes that could reduce the impact of the partial payment
requirement, including:?°

1. Providing taxpayers with the right to appeal to the IRS Appeals function
the IRS’s decision to return an OIC before or after accepting it for
processing;?

2. Providing an exception to the partial payment requirement for taxpayers
who do not have immediate access to current income and liquid assets
that could be used to fund an offer without incurring significant costs (e.qg.,
taxable income or penalties resulting from the withdrawal of assets from a
qualified retirement plan or equity in a home that can only be accessed
through a refinancing that requires federal tax lien subordination or
release). For those taxpayers who have immediate access to such funds,
the partial payment requirement would be 20 percent (for lump-sum offers)
of any current income and liquid assets that could be disposed of
immediately without significant cost; and

3. Applying the low income exception in cases where payment of the
combined OIC user fee and partial payment (or borrowing for such
payments) would cause an economic hardship.

Manual 5.8, Offer in Compromise (July 28, 2006) (hereinafter referenced as an IRM

. dated July 28, 2006).

See Notice 2006-68, 2006-31 |.R.B. 105.

'8 See, e. g., Treas. Reg. § 300.3(b)(3); IRM 5.8.3.5 (July 28, 2006); IRM 5.8.1.9 (Jul. 28,
2006). Processable OIC returns based on the taxpayer’s failure to provide requested
financial information are subject to managerial review. See Treas. Reg. 301.7122-
1(F)(5)(ii).

"9 See Treas. Reg. § 301.7122-1(f)(5)(ii) (noting that “return of the offer does not
constitute a rejection of the offer for purposes of this provision and does not entitle the
taxpayer to appeal the matter to Appeals....”).

% See National Taxpayer Advocate 2006 Annual Report to Congress 507 (Key
Leg|slat|ve Recommendation: Improve Offer In Compromise Program Accessibility).
%! The IRS could use the existing Collection Appeals Process, which allows it to review
appeals in just five days. See generally, IRM 8.7.2 (Dec. 1, 2006).
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If adopted, these recommendations would help to increase, or at least
stem the decline in, good OIC submissions. In FY 2007, as of May, the
IRS had returned about 42 percent of all OICs either before (21.8 percent)
or after (20.5 percent) accepting them for processing.?> The right to
appeal OIC returns would give taxpayers (and the third parties who fund
their offers) more confidence that if they play by the rules and submit an
offer in good faith, the IRS is unlikely to return the offer unprocessed and
retain any partial payments. Additionally, the recommended exceptions
for taxpayers who cannot fund the full partial payment out of liquid assets
(or cannot do so without experiencing an economic hardship) would
enable them to submit good offers.

Even without legislation, however, the IRS could take similar steps to
preserve accessibility of the OIC program. The IRS could subject OIC
returns to an appeals process without legislation. It could also use its
discretion not to return offers that contain insufficient partial payment in
cases where taxpayers could not make the partial payment out of liquid
assets or without triggering an economic hardship. Although the IRS
generally returns offers that do not include the TIPRA payment, TIPRA
does not specifically require the IRS to do so.? TIPRA provides that offers
submitted without the partial payment “may be returned to the taxpayer as
unprocessable.”” Since the statute uses the term “may” rather than “will,”
the IRS retains discretion not to return such offers.* Indeed, under current
procedures the IRS does not return offers that do not include the correct
partial payment amount, as long as the taxpayer submits some partial
payment.® Thus, the National Taxpayer Advocate will urge the IRS and
Treasury Department to issue regulations (and other guidance) that
include measures, similar to those proposed in her 2006 ARC, to preserve
accessibility of the OIC program.

22 IRS, Offer in Compromise Program, Executive Summary (June 12, 2007).

2 |RC § 7122(c).

*IRC § 7122(d)(3)(C) (emphasis added). The conference report reiterates that “offers
submitted to the IRS that do not comport with the payment requirements may be
returned to the taxpayer as unprocessable.” Conf. Rept. 109-455 at 255 (emphasis
added).

% Notice 2006-68, 2006-31 I.R.B. 105 also acknowledges such discretion. It provides
that offers received without the required partial payment may still be processed by the
IRS if it “determines that continued processing of the offer is in the best interests of the
government.”

% |RM 5.8.3.4.1(Jul. 28, 2006).
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Update on Transparency of the IRS

In her 2006 Annual Report to Congress (ARC), the National Taxpayer
Advocate identified the “Transparency of the IRS” as a serious problem
facing taxpayers. The report highlighted transparency because access to
information about tax procedures and the underlying reasoning behind
those procedures is critical to fair tax administration. Transparency of
government operations is generally required by law and IRS policy and is
also an essential component of good government. Wide dissemination of
new procedures and guidance issued by government officials helps to
apprise taxpayers of what is required and helps to ensure that government
employees and the public know which procedures and guidance are the
most current. Transparency also helps to assure the public that the
government is administering the laws consistently and fairly. Moreover,
the government can benefit from the public feedback that transparency
generates.

One aspect of the problem discussed in the report is that the IRS does not
always publish important legal opinions that affect the public, such as
opinions that are inconsistent with guidance that is available to the public.
At the time the 2006 ARC was published, the IRS Chief Counsel declined
to comply with TAS’s request for a sample of 15 nonpublic legal memos to
analyze for the report. IRS Counsel cited pending Freedom of Information
Act (FOIA) litigation with Tax Analysts involving similar memos to IRS
national program managers as the reason for its decision not to provide
the memos.

The National Taxpayer Advocate’s report prompted Tax Analysts to
jumpstart its pending litigation, which had been stalled in recent years.?’
In February 2007, the court rendered a decision that clarified the type of

7T See Sheryl Stratton and Lisa M. Nadal, ABA Tax Section Meeting: Olson Discusses
Chief Counsel's Undisclosed Legal Advice, 114 Tax Notes 401 (Jan. 29, 2007) (noting
“Christopher Bergin, Tax Analysts' president and publisher, said ... he was surprised
to learn that the IRS is citing pending litigation with Tax Analysts as a basis for
refusing to give the Office of the Taxpayer Advocate legal advice to national program
managers.... There is an unresolved matter relating to 35 memos that the court has
been reviewing for the past several years, he said, but those memos date back to
1993 and 1994, and they can't be what the taxpayer advocate is after. Bergin
announced that Tax Analysts will therefore go back to the district court to take off the
table the latest excuse for withholding technical assistance memos to program
managers.”).



memos the IRS is required to disclose.?® At the same time, the Taxpayer
Advocate Service (TAS) emphasized that the purpose of the requested
review was to assess the value of disclosure from a taxpayer perspective,
not from a FOIA perspective, and significant external stakeholders publicly
urged the IRS to provide the National Taxpayer Advocate with a sample of
15 memos, as requested.’® IRS Counsel has since provided TAS with a
sample of 15 memos. In discussions with Counsel, TAS agreed not to
disclose them to the public or reach a conclusion about whether they are
legally required to be disclosed. However, TAS made clear that it would
reach independent conclusions about whether we beliewe it is in the best
interests of taxpayers and fair tax administration for the IRS to disclose
them.

After reviewing these memos, the National Taxpayer Advocate believes
that some of them should not be published. For example, some discuss
the hazards of litigation, which is the type of frank communication that any
lawyer should be able to have with a client outside of public view.*
Others do not contain legal analysis per se, but rather recommendations
about business or policy decisions. At least if the policy is not ultimately
adopted, we believe this is the type of internal dialoque that should remain
undisclosed to promote a frank exchange of ideas.®

On the other hand, the National Taxpayer Advocate believes tax
administration would benefit from publishing several of the memos.

%8 Tax Analysts v. IRS, No. 96-2285 (D.D.C. Feb. 7, 2007). On October 2, 1996, Tax
Analysts filed a FOIA suit seeking, among other things, disclosure of Tax Assistance
Memoranda (TAs) to IRS Program Managers. The District Court for the District of
Columbia ordered the IRS to release five TAs. The IRS appealed the order with
respect to the three of the five. In 2002, the D.C. Circuit affirmed that the TAs must be
disclosed and provided general guidance about the type of TAs that must be
disclosed. Tax Analysts v. IRS, 294 F.3d 71 (D.C. Cir. 2002). Then the IRS identified
242 TAs "of the type that must be disclosed per the decision of the Court of Appeals.”
The parties ultimately agreed on the disposition of all but 34 TAs dating from 1993 and
1994. These TAs were submitted to the district court in July 2003 for in camera
inspection. The court completed its inspection in early 2007 and ordered the IRS to
disclose eight out of 34 (with some redaction). Tax Analysts v. IRS, No. 96-2285
(D.D.C. Feb. 7, 2007).

See, e.g., Allen Kenney, Uncooperative Counsel Irks Olson, Confuses Crowd, 114 Tax
Notes 278 (Jan. 22, 2007) (reporting, for example, that former Senator Bob Kerrey,
former chair of the IRS Restructuring Commission, recommended that IRS
Commissioner Everson “intercede” on the advocate’s behalf and that Congress “back
the advocate up for fear that Olson's position would lose its ‘teeth.”).

% See 5 U.S.C. § 552(b)(5).

.
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Making them available to the public could both help taxpayers understand
the law and help IRS employees administer the law consistently and
correctly. For example, one memo provides guidance that could assist
taxpayers in computing an important deadline.

After TAS reviewed the 15 memos, TAS asked IRS Counsel to identify
which of the 15 memos Counsel intends to disclose in light of the court’s
opinion issued in February 2007. TAS then compared its own assessment
against Counsel’s assessment. We are pleased to report that TAS and
IRS Counsel agree on which of the 15 memos should be released.®? In
other words, at least with respect to these 15 memos, Counsel’s current
legal interpretation of what is required to be released pursuant to FOIA, as
a result of the district court opinion, is consistent with the National
Taxpayer Advocate’s view about what should be released to improve tax
administration.

We are pleased with Counsel’s decision on these 15 memos, but we will
continue to monitor the transparency of the IRS. For example, we may
periodically ask for randomly selected memos or other types of guidance
from the Office of Chief Counsel or other IRS business units to ensure that
taxpayers are receiving the guidance they need to make our tax system
operate fairly with respect to all parties.

The 2006 ARC also included recommendations to improve the
transparency of other IRS business units. We are pleased to report that
the IRS, and Servicewide Policy, Directives, and Electronic

Research (SPDER) in particular, have made significant progress in
addressing these recommendations, as shown below.

2 Memorandum from Deborah A. Butler, Associate Chief Counsel (Procedure &
Administration) to Nina E. Olson, National Taxpayer Advocate (June 4, 2007)
(describing how Counsel will implement the district court’s opinion with respect to the
15 memos previously provided to TAS).
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Recommendation

Status”’

The Office of Chief Counsel should
establish a process to allow for prompt
disclosure of legal advice or analysis
that is not otherwise required to be
made available to the public if it is
inconsistent with IRS legal analysis
that is available to the public.

The Office of Chief Counsel will revise
the Chief Counsel Directives Manual
(CCDM) to direct attorneys to use
General Counsel Memoranda to revoke
or modify positions taken in prior
General Counsel Memoranda. In
response to a district court opinion, the
Office of Chief Counsel also plans to
release additional memos.3* As a
result, Counsel will likely release most,
if not all, of the types of memos that the
National Taxpayer Advocate believes it
should release.

The Deputy Commissioner for
Services and Enforcement should
issue a memo directing all IRS
business units to take steps to
eliminate informal procedures and
guidance that are being used but are

Both Deputy Commissioners issued a
memo on March 14, 2007, which has
been incorporated into Internal Revenue
Manual (IRM) 1.11.1.53° The memo
reinforces the expectation that the
public IRM be used as the primary

% Unless otherwise indicated, the substance of the information provided in the “status”
box for each recommendation was provided by SPDER. Director, Servicewide Policy,
Directives and Electronic Research (SPDER), response to TAS information request
(June 20, 2007); Director, SPDER, response to TAS information request (June 22,

2007).
3 According to the Office of Chief Counsel:

The Office of Chief Counsel already has in place processes for the issuance of
changes in positions taken; see, for example, CCDM 36.3.1.10 and for changes
in litigation position, see CCDM 36.3.1.11. The Office of Chief Counsel will take
action to reinstate the language formerly contained in the CCDM that directed
attorneys to use General Counsel Memoranda to revoke or modify positions
taken in prior General Counsel Memoranda. Now that the FOIA lawsuit involving
technical assistance memoranda to IRS national program managers is final, the
Office of Chief Counsel has begun the necessary steps to implement its
outcome. The Office is presently working towards the development of a process
for release of these memos, consistent with the opinions of the D.C. Circuit and
district courts, on a going forward basis beginning October 1, 2007. In the
meantime, it is also reviewing the memos written subsequent to the time period
of the lawsuit (1995-present) on a staggered release schedule between July and
December of this year. Director, SPDER, response to TAS information request

(June 22, 2007).

% |RM 1.11.1.5 is available at http://www.irs.gov/irm/part1/ch09s01.html#d0e167449.
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Recommendation

Status>

not formally approved or available to
the public.

source of “instructions to staff.”

The Commissioner of the IRS should
establish a time table with specific and
realistic goals for when each business
unit will have incorporated all training
materials, desk guides, job aids and
other documents that contain
instructions to staff into the publicly
available IRM in accordance with IRS
policy. Each business unit should be
required to report on its progress in
achieving these goals as part of its
business performance review.

The March 14, 2007, memo partially
addresses this recommendation by
reiterating the Deputy Commissioner’s
expectations for IRS business units.

SPDER should work with
Modernization & Information
Technology Services (MITS) and
other IRS business units to establish
automated or manual procedures to
ensure that updates to the
Servicewide Electronic Research
Program (SERP) IRM are promptly
reflected on the IRM that is posted to
IRS.gov, IRM-Online, and the IRM
found in the Electronic Publishing
Catalog.*®

The responsible officials are working on
a process to ensure filing season IRM
updates posted on SERP are
appropriately published in the official
IRM found in the Electronic Publishing
Catalog, which populates the IRM-
Online and the IRM posted to IRS.gov.

In coordination with the Office of Chief
Counsel, SPDER should either
eliminate the “local guidance”
exception to the requirement to post
“instructions to staff ” or clarify that it
does not apply to any procedures that
“affect a member of the public,”
especially local instructions that may
affect taxpayers nationwide.

The IRS recently revised IRM 1.11.1.9
and its training materials to eliminate
the “local guidance” exception and to
clarify that local guidance affecting a
member of the public should be posted
on IRS.gov.

% The 2006 ARC discusses several “versions” of the IRM: An IRM in PDF format
available on the Electronic Publishing Catalog, an IRM available through the SERP, an
“IRM-Online “ available on the IRS intranet (the IRS employees-only network), and an
IRM available through the IRS website at www.IRS.gov.
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Recommendation

Status>

SPDER should work with MITS and
other IRS business units to post
portions of the IRM and interim
guidance that contain Official Use
Only (OUOQO) information to the
electronic reading room in a redacted
form.

In January 2007, the IRS established a
process for posting redacted interim
guidance memos containing OUO
content. In April 2007, the IRS began
posting redacted IRM sections and
expects to complete the process in July
2007.%

SPDER should also work with MITS
and other IRS business units to
reduce the period between the time
when guidance is issued and when it
is made electronically available to the
public.

SPDER continuously monitors the
process and works with IRS business
units to correct deficiencies. It is also
working on a long-term IRM process
redesign initiative, which will help to
reduce the time period between the
issuance and publication of guidance.

Each IRS head of office should have a
specific annual performance
commitment and goal to achieve
greater transparency with respect to
instructions to staff.

SPDER recently sent out a survey to
identify which executives had adopted
performance commitments with respect
to instructions to staff.3® While the
results have not been compiled yet, it
plans to conduct annual monitoring in
this regard.

TAS itself has also been making progress in improving its transparency.
In January 2007, the National Taxpayer Advocate issued a memo to TAS
headquarters staff and directors reiterating the importance of making
instructions to staff public, expanding the scope of what TAS will make
available to the public, and establishing detailed procedures for making
documents public.*® In addition, TAS has reviewed all prior issues of two
internal newsletters to identify guidance that should be issued as “interim
guidance,” and has significantly increased the amount of interim guidance

¥ For example, according to the IRS, the following IRMs, which contain OUO material,
have been posted at http://www.irs.gov/irm/index.html in redacted form: IRM 21.7.7;

IRM 21.3.4; IRM 3.12.22; IRM 3.24.12; IRM 3.24.22; IRM 3.24.26; IRM 3.20.13; IRM
3.12.12; IRM 3.45.1; IRM 3.11.22; IRM 3.11.26; IRM 3.20.12, with more being posted

on a regular basis.

8 Email from SPDER Program Analyst to IRS IMD Coordinators (June 4, 2007).

® See Memorandum from the National Taxpayer Advocate to TAS Headquarters Staff
and Directors, Interim Guidance Memoranda: E-FOIA Procedures, (Jan. 11, 2007),
available at http://www.irs.gov/pub/foia/ig/tas/tas-13-0107-012.pdf.
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posted on IRS.gov from three memos in 2006 to seven memos in just the
first quarter of 2007.%° TAS has also posted its agreements with other IRS
business units, called Service Level Agreements (SLAs) to IRS.gov. *’
Moreover, for FY 2008, the National Taxpayer Advocate will require all
TAS executives and national office directors to have a specific
commitment about transparency in their annual performance plans.

0 TAS subsequently removed a few obsolete memos.
“1 TAS SLAs are available at http://www.irs.gov/foia/content/0..id=170400,00.html.
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ADVOCATING FOR TAXPAYERS

IRC § 7803(c)(2)(B) requires the National Taxpayer Advocate to report
annually by June 30 to the Committee on Ways and Means of the House
of Representatives and the Committee on Finance of the Senate on the
objectives of TAS for the upcoming fiscal year. This report describes the
actions taken toward accomplishing the National Taxpayer Advocate’s
objectives for FY 2007 and plans to achieve TAS’s objectives for FY
2008. Appendix V provides details regarding the FY 2008 objectives and
identifies TAS’s Operational Priorities.

INTEGRATING ADVOCACY

TAS has three principal functions: case advocacy, systemic advocacy,
and research. Other special programs that aid the National Taxpayer
Advocate in developing objectives and advocating effectively for taxpayers
are the Low Income Taxpayer Clinics (LITC) and the Taxpayer Advocacy
Panel (TAP). Collectively, these activities identify and address issues
taxpayers face when struggling to understand and comply with our
complex tax system.

TAS is developing a long-term vision for the TAMIS ' and SAMS 2 which
will align SAMS and TAMIS infrastructure, provide security, ensure
compliance with § 508 of the Rehabilitation Act,® and enable document
attachment technology. Database system enhancements are critical to
TAS'’s ability to strategically address emerging taxpayer issues, thus
reducing the impact to individual taxpayers and case receipt volumes in
TAS. The effective use of database information from multiple sources will
assist with early identification of issues, targeted resolution discussions
with the IRS, and efficient documentation of advocacy results. TAS will

'TAS uses the TAMIS to record, control, and process taxpayer cases, as well as to
analyze the issues that bring taxpayers to TAS.
SAMS is a web-based system that allows taxpayers, practitioners and IRS personnel to
report systemic problems within the IRS and submit possible solutions to those
problems.

% Section 508 of the Rehabilitation Act (29 U.S.C. 794d), as amended by the Workforce
Investment Act of 1998 (Pub.L. No. 105-220, Sec. 408(b) 112 Stat. 936, 1202, (Aug. 7,
1998)).



continue to work with MITS to implement critical needs and system
enhancements.

CASE ADVOCACY

Office of the Executive Director Case Advocacy

The primary objectives of case advocacy are to assist taxpayers in
resolving problems with the IRS, identify systemic issues, maintain local
congressional liaisons, and perform outreach to underserved taxpayer
populatons. To strengthen these operations, TAS established the
Executive Director Case Advocacy (EDCA) positionin 2006. The EDCA
has responsibility for the oversight and delivery of critical programs
including casework, outreach, local congressional relations, integration of
case and systemic advocacy, customer satisfaction, and employee
engagement. The success of these programs is critical to carrying out the
responsibilities of the National Taxpayer Advocate as defined in IRC §
7803. The EDCA is responsible for providing leadership and direction to
the Local Taxpayer Advocates (LTAs). There is at least one LTA in each
state, the District of Columbia, and Puerto Rico. LTAs provide service in
65 geographic locations andten IRS campuses. They manage over 1,600
employees under the oversight of seven Area Directors who report to the
EDCA.

This report provides analysis and statistical information concerning TAS
receipts (focusing on trends), sources of receipts, complexity of receipts,
the effects of OARSs, types of relief granted, and closures.*

TAS Inventory Levels

As shown in Table I-1, TAS’s open inventory has been rising since FY
2004 while the number of case advocates available to work these cases
has declined.

* TAS uses the OAR process to request assistance from IRS operating divisions and
functions to complete an action on a TAS case when TAS does not have the statutory
or delegated authority to take the required action.



TABLE I-1, TAS OPEN INVENTORY FOR FISCAL YEARS 2004
THROUGH MARCH 31, 2007

Number

Number of of Cases
Fiscal Open % Case % Per Case %
Year | Inventory | Change | Advocates | Change | Advocate | Change |
2004 32,046 1,242 25.8
2005 40,648 26.8% 1,164 -6.7% 34.9 35.3%
2006 48.198 18.6% 1,147 -1.5% 42.0 20.3%
2007° | 52,280 8.5% 1,094 -4.6% 47.8 13.8%

TAS expects to receive 262,200° cases by the end of FY 2007 compared
to 242,173 in FY 2006, an increase of eight percent. TAS plans to hire 66
case and intake advocates during FY 2007, but those additional hires will
not replace the number of case advocates lost during FY 2006 and the
first half of FY 2007. To cope with increasing inventory levels, in FY 2008,
TAS plans to hire 240 case advocates and reach a FY 2008 target level of
1,240 total case advocates, allowing for projected attrition.”

Trends in TAS Receipts

Taxpayers come to TAS when they have encountered problems trying to
resolve their issues directly with the IRS, or when an IRS action or inaction
has caused or will cause negative financial consequences, or will have a
long-term adverse impact on the taxpayer. Because TAS’s function is
statutorily mandated, TAS does not turn away taxpayers who qualify for its
assistance. It is essential to sound tax administration that taxpayers are
treated properly when they need an advocate. TAS continues to
experience increases in both case receipts® and the complexity of issues,®

® As of March 31, 2007.

® The projection is based on 12 regression models. TAS uses 10 models for the largest
components (issue codes and groups of related issue codes) of TAS inventory and two
more general models for the remaining compliance and customer service issue codes

, not covered by the first 10 models.
For additional discussion on TAS’s future hiring initiatives, see Recruitment, Training

o and Retention, supra.
TAS workload volumes are a function of many variables, including new IRS initiatives,
changes in legislation or IRS practices, and increases or decreases in staffing
components within IRS operating divisions.



while TAS staffing has declined. As shown in Chart I-2 below, TAS case
receipts have increased steadily from FY 2004 through FY 2006.

CHART I-2, CUMULATIVE TAS CASE RECEIPTS FISCAL YEARS 2004
THROUGH 2006
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TAS has managed to handle its increasing case receipts to date. From
FY 2004 through the end of FY 2006, TAS receipts have increased 43
percent while the number of case advocates available to work those cases
has decreased by eight percent. TAS recognizes that it must continue to
fulfill its statutory mission during a time of limited resources and increasing
taxpayer needs. However, the National Taxpayer Advocate is concerned
that TAS’s ability to meet the needs of the taxpaying public will decline if
the gap between receipts and staffing widens much further.'® As shown in
Chart -3 below, TAS monthly case receipts have continued to rise since
FY 2004 while the number of case advocates has declined over the same
period.

o Many factors contribute to the complexity of a case. Examples include cases involving
multiple issues, tax periods, and even taxpayers. These issues may require the
specialized technical knowledge of TAS Technical Advisors.

Tax Fairness: Policy and Enforcement: Hearing before the Subcomm. on Financial
Services and General Government of the H. Comm. on Appropriations, 110" Cong. 1%
Sess. (Mar. 5, 2007) (statement of Nina E. Olson, National Taxpayer Advocate).



CHART I-3, MONTHLY TAS CASE RECEIPTS AND THE NUMBER OF
CASE ADVOCATES FROM OCTOBER 2003 THROUGH MARCH 2007
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Economic Burden Receipts

Economic burden cases are those that involve financial difficulty for
taxpayers and arise when an IRS action or inaction has caused or will
cause negative financial consequences or will have a long-term adverse
impact on the taxpayer. The percentage of economic burden case
receipts continues to rise, as it has for the past three years. This increase
is not surprising, given that the IRS has substantially increased
compliance actions in recent years, resulting inabout 70 percent of TAS’s
cases being compliance related. In general, any growth in IRS
compliance cases produces a corresponding increase in TAS cases.
Thus, the IRS’s greater emphasis on enforcement has caused a greater
need for TAS services.



CHART I-4, ECONOMIC BURDEN RECEIPTS AS A PERCENTAGE OF
TOTAL RECEIPTS FOR THE FIRST SIX MONTHS OF EACH FISCAL
YEAR
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Systemic Burden Case Receipts

Systemic burden cases are those in which an IRS process, system, or
procedure failed to operate as intended. As a result, the IRS has failed to
timely respond to or resolve a taxpayer issue. A key TAS efficiency
measure is the ratio of systemic burden case receipts to total TAS case
receipts.!’ By measuring systemic burden receipts against all receipts,
TAS can monitor its ability to identify problems that affect large numbers of
taxpayers and work with the IRS to recommend changes that will prevent
the problems.'?

In February 2007, the Government Accountability Office (GAO) issued a
report thatincluded a review of TAS’s efficiency measures.™ GAO
recommended that TAS improve case advocacy performance measures
by adding a measure of efficiency that incorporates case complexity,
quality, and a cost measure. The National Taxpayer Advocate agrees

" 1AS developed this measure in June 2004 as a result of an Office of Management and
Budget (OMB) Program Assessment Rating Tool (PART) review. See Appendix II,
Case Acceptance Criteria.

% National Taxpayer Advocate FY 2006 Objectives Report 49.

3 GAO, GAO-07-156, TAS Caseload Has Grown and Taxpayers Report Being Satisfied,

but Additional Measures of Efficiency and Effectiveness Are Needed (Feb. 22, 2007).

1



with this recommendation, and TAS already measures the quality of its
casework.' TAS has implemented the first phase of a time tracking
system that will allow management to better quantify the staff costs
associated with TAS cases. ® TAS has also identified 22 specific case
complexity factors and is modlfylng TAMIS to allow TAS to identify the
degree of complexity of each case.'® Once these time tracking and case
complexity systems are fully implemented, TAS will have a measure of
overall efficiency that meets the standards outlined by the GAO.

As shown in Chart I-5 below, the ratio of TAS’s systemic burden case
receipts to total receipts through the second quarter FY 2007 is 64.4
percent, a nine percent decrease from the same period inFY 2006.""

CHART I-5, SYSTEMIC BURDEN RECEIPTS AS A PERCENTAGE OF
TOTAL RECEIPTS FOR THE FIRST SIX MONTHS OF EACH FISCAL
YEAR
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See Assessing Product Quality, infra.

See TAMIS Time Reporting, infra.

See TAS Case Complexity, infra.

" The efficiency measure through March 31, 2007 was 64.4 percent compared to 70.7
percent for the same period in FY 2006.



Best Interest of the Taxpayer

TAS also accepts cases in situations where the manner in which the tax
laws are being administered raises considerations of equity, or has
impaired or will impair taxpayer rights. Acceptance of these cases
ensures taxpayers receive fair and equitable treatment and protects their
rights in situations where no other TAS acceptance criteria apply. For the
first six months of FY 2007, TAS accepted 119 cases meeting this
criterion. Seventy-three percent of these cases related to compliance or
enforcement issues (for example, audits and reconsiderations, levies,
liens, and other collection issues).

Public Policy

TAS uses the public policy category for case acceptance when the
National Taxpayer Advocate determines compelling public policy warrants
assistance to an individual or group of taxpayers with problems that may
arise due to the implementation of new tax programs or initiatives, and no
other case acceptance criteria apply. In FY 2006, the National Taxpayer
Advocate designated cases related to the IRS’s PDC initiative as
warranting assistance under the public policy criterion. TAS received 267
cases in the first two quarters of FY 2007 related to the PDC initiative, of
which 55 met this criterion.’® Sixty-nine percent (38 cases) of the 55
cases involved IRS compliance or enforcement issues. Examples include
a request for assistance because the taxpayer was unable to pay, a
request for an installment agreement, and a request for assistance with
other collection issues.

Top 15 Issues Received in FY 2007

TAS uses primary and secondary issue codes to identify and track issues
that lead taxpayers to seek TAS assistance. These issues are indicators
of the downstream impact of IRS initiatives. Table I-6 illustrates the top 15
issues through the second quarter of FY 2007 and compares the volume
of receipts for these issues to the same period for FY 2006 and FY 2004.

® TAS accepted the remainder of the 267 cases under case acceptance criteria 1
through 7.



TAS receipts related to Failure to File (FTF)and Failure to Pay Penalties

(FTP), Injured Spouse Claims, and Combined Annual Wage Reporting

(CAWR) and Federal Unemployment Tax Act (FUTA) have all increased

significantly.

TABLE I-6, TOP 15 ISSUES RECEIVED IN TAS AS OF MARCH 31 OF

EACH FISCAL YEAR

% Change % Change
Description of the Issue FY 2007 FY 2006 | FY 2006 to FY 2004 FY 2004 to
FY 2007 FY 2007

Levies (including the
Federal Payment Levy 9,258 8,338 11.0% 4,063 56.1%
Program)
Earned Income Tax 6,625 6,001 10.4% 7,085 -6.9%
Credit (EITC) Cases '° ’ ’ 7o ’ 7o
Processing Amended 6,316 5,321 18.7% 4,691 25.7%
Returns
Reconsideration of
Substitute for Return o o
under IRC § 6020(b)2° 6,130 4,823 27.1% 3,472 43.4%
and Audits”’
Expedite Refund Request 5,201 5,206 -0.1% 3,711 28.6%
Automated Underreporter
Examination Completed22 5,032 3,710 35.6% 2,199 56.3%
Open Audit 4,142 3,182 30.2% 2,388 42.3%
Criminal Investigation 3,837 14,793 -74.1% 6,469 -68.6%
Processing Original

3,699 3,878 -4.6% 3,180 14.0%

Return

" Includes EITC claims, EITC certification cases, EITC Automated Underreporter cases,

requests for reconsideration of EITC audit assessments and EITC recertification

cases.

2 |RC § 6020(b)(1): If any person fails to make any return required by any internal

revenue law or regulation made thereunder at the time prescribed therefor, or makes,
willfully or otherwise, a false or fraudulent return, the Secretary shall make such return
from his own knowledge and from such information as he can obtain through

testimony or otherwise.

Reconsideration of a tax assessment resulting from an IRS examination, or an income

or employment tax return prepared by the IRS under IRC § 6020(b).
% The Automated Underreporter program matches taxpayer income and deductions
submitted by third parties against amounts reported on the individual income tax

return.




% Change % Change

Description of the Issue FY 2007 FY 2006 | FY 2006 to FY 2004 FY 2004 to
FY 2007 FY 2007

Combined Annual Wage
Reporting and Federal » 3,183 1,686 88.8% 1,375 56.8%
Unemployment Tax Act
Copies of Returns,
Transcripts of Account,
Audit Reports, or
Information Requested 2,898 3,115 -7.0% 1,842 36.4%
under the Freedom of
Information Act
IRS Offset 2,843 2,162 31.5% 1,021 64.1%
Failure to File and Failure
to Pay Penalties 2 2,839 1,977 43.6% 1,586 44.1%
Injured Spouse Claim 2,607 2,132 22.3% 2,076 20.4%
Liens (including original
fiing, release, withdrawal, | 5 g5y 3,161 -19.2% 1,845 27.8%
subordination, and
discharge)

23 The Social Security Administration (SSA) provides records of wages paid and taxes
withheld to the IRS. The IRS compares these records to the information reported by
employers on their payroll and unemployment returns (Form 941, Employer's Quarterly
Federal Tax Return and Form 940, Employer's Annual Federal Unemployment (FUTA)
Tax Return). CAWR refers to the Form 941 matching program and Federal

o Unemployment Tax Act (FUTA) refers to the Form 940 matching program.

The FTF penalty under IRC § 6651(a) is a five percent penalty for each month or part
of a month that the return is late. The penalty is charged on the amount of tax due,
minus any credit the taxpayer is entitled to receive or payment made by the due date.
The maximum penalty is 25 percent (up to five months). The FTF penalty under IRC §
6651(a)(2) is a 0.5 percent penalty charged on the unpaid tax for each month or part of
a month the tax remains unpaid, not to exceed 25 percent (up to 50 months). Under
IRC § 6651(c), the FTF penalty is reduced by the FTP penalty when both penalties
apply in the same month.
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TAS’s workload is a function of many variables, including the state of the
economy, new IRS initiatives, changes in legislation or IRS practices, and
increases or decreases in staffing components within the IRS operating
divisions. The following issues illustrate the impact on TAS receipts
created by internal and external environmental factors.

Impact of Levies

TAS case receipts regarding levy issues continue to rise as the IRS’s
enforcement efforts continue to increase. Levy-related problems remain
one of the top ten issues in TAS receipts. A comparison of receipts for the
first two quarters of FY 2006 and FY 2007 reflects an 11 percent increase
in TAS levy cases. The number of levies issued by the IRS rose 36
percent from FY 2005 to FY 2006, while related TAS levy cases
increased by 62 percent for that same period.

% |RS Pub. 55B, Internal Revenue Service Data Book, 2006 (March 2007).
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TABLE I-7, IRS LEVY NOTICES ISSUED VS. TAS LEVY CASE

RECEIPTS, FY 2004 THROUGH FY 2006.

IRS Levy Notices
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3,742,276

—— TAS Levy
Case Receipts

9,913

13,508

21,869

Impact of Earned Income Tax Credit (EITC) Issues

Each year, TAS projects the number of EITC cases it expects to receive
and plans accordingly. EITC case receipts for the first half of FY 2007
have increased by ten percent over the same period in FY 2006. The
following items reported in the Wage and Investment Operating Division
(W&I) June 2007 Business Performance Review (BPR)? may have
impacted TAS receipts:

*

March 2007 Automated Underreporter Earned Income Tax Credit
(AUR EITC) closures were 52.8 percent above the prior year;
The AUR EITC work in process going into FY 2007 was
approximately 83,000 cases more than planned, due to additional
cases started in late FY 2006;

Since work in progress typically generates closures in the
beginning of the year, the EITC closures for the AUR EITC
program were higher in the beginning of the fiscal year; and
March 2007 EITC correspondence audits increased 5.7 percent
over the same period in FY 2006.

RS Wage & Investment Operating Division, Business Performance Review,
Compliance Performance Measures 29-30 (June 6, 2007).
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In FY 2007, the IRS increased its efforts to promote EITC, including
congressional outreach, direct mail programs, Volunteer Income Tax
Assistance (VITA), and other volunteer outreach activities. The IRS also
held a National EITC Awareness Day on February 1, 2007, in which TAS
participated, to publicize the credit.

In January 2007, New York City launched an outreach campaign targeting
taxpayers whose 2003 and 2004 income indicated they might be eligible
for EITC. The city mailed letters to approximately 95,000 taxpayers with
completed Forms 1040X, Amended U.S. Individual Income Tax Return,
and postage paid envelopes addressed to the IRS’s Andover Submission
Processing Campus. The letters also referred taxpayers to the city’s
website, which includes a link to the TAS website. The outreach
campaign initially resulted in taxpayers submitting approximately 2,400
amended returns per week to the IRS. However, the IRS found that
approximately 68 percent of the taxpayers were not eligible for the credi
TAS is working with the IRS and New York City to assist affected
taxpayers. TAS drafted a letter that the IRS is sending to all of those
whose amended returns were selected for audit, advising them they can
receive assistance from TAS and Low LITCs. TAS will track the receipts
resulting from the outreach.

t.27

Impact of the Combined Annual Wage Reporting and Federal
Unemployment Tax Act Program?®

The IRS and the SSA jointly administer the Combined Annual Wage
Reporting (CAWR) program. CAWR is a document-matching program
designed to ensure that employers report the correct amount of wages,
pay the proper amount of taxes, and properly credit the individual
employee’s Social Security account.?

T IRS Wage & Investment Operating Division, Business Performance Review, Earned
Income Tax Credit Operations, Critical Issues/Risks/Hot Topics 31 (June 6, 2007).

% The SSA provides records of wages paid and taxes withheld to the IRS. The IRS
compares these records to the information reported by employers on their payroll and
unemployment returns (Form 941, Employer's Quarterly Federal Tax Return, and
Form 940, Employer's Annual Federal Unemployment (FUTA) Tax Return).

# National Taxpayer Advocate 2003 Annual Report to Congress 220.
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The FUTA authorizes the IRS to collect a federal employer tax used to
fund state workforce agencies. The unemployment compensation
program was created by the Social Security Act of 1935 and today is a
federal-state partnership based upon federal law and administered by
state agencies. FUTA is another document-matching program designed
to ensure that employers report the correct amount of federal tax, based
upon their state contributions.

From FY 2005 to FY 2007, the IRS consolidated the CAWR and FUTA
programs at three locations. As shown in Chart I-8, TAS receipts related
to CAWR/FUTA issues and the associated civil penalties began to
increase after the consolidation and are still rising.

CHART I-8, TAS CASE RECEIPTS RESULTING FROM THE
CAWR/FUTA PROGRAMS
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In addition to handling more CAWR/FUTA cases, TAS opened three
related advocacy projects®® and two immediate interventions ' on systemic
issues submitted to TAS by taxpayers and IRS employees on SAMS and

0 An advocacy project is a systemic issue that has met the criteria for development and
resolution by Systemic Advocacy.
An immediate intervention is an operational issue, identified internally or externally,
which causes immediate, significant harm to multiple taxpayers and demands an
urgent response.
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will continue to work with the IRS in FY 2008 to address issues related to
the CAWR/FUTA program.

Impact of Stolen Identity Issues®

Reports of stolen identity are increasing in the United States and are a
significant challenge for TAS and the IRS. The Federal Trade
Commission reports there were over 15,000 incidents in calendar year
2006 in which identity theft victims’ Social Security numbers (SSNs) were
used to file false tax returns.® TAS case receipts involving stolen identity
increased 109 percent in the first half of FY 2007, compared to the same
period in FY 2006.3* Chart I-9 depicts the increase in TAS stolen identity
cases, as well as publicity related to the problem of stolen identity.
Although TAS did not receive any cases directly related to the Veterans
Affairs computer theft, the publicity increased taxpayers’ awareness of the
issue, which may indirectly account for a significant increase in TAS
cases. Stolen identity case receipts also typically rise during the filing
season when taxpayers are anticipating receipt of their refunds.

%2 For an additional discussion of stolen identity, see Stolen Identities, infra.

* Federal Trade Commission, Identity Theft Victim Complaint Data Report, January 1-
December 31, 2006, at
http://www.ftc.gov/bcp/edu/microsites/idthe ft/downloads/clearinghouse_2006.pdf.

3 TAS received 335 stolen identity cases in FY 2004. The number rose to 922 in FY
2005 and 2,486 in FY 2006. Through March 2007, TAS received 1,152 cases.
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CHART I-9, TRENDS IN TAS IDENTITY THEFT MONTHLY CASE
RECEIPTS
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Impact of Applications for Tax-Exempt Status Determinations

Over the past several years, the number of applications for tax exempt
status under IRC § 501(c) has continued to rise. * As depicted in Table I-
10 below, the IRS received 90,276 aé)plications in FY 2006, an increase of
almost eight percent from FY 2005.3

¥IrRC § 501(c)(3) identifies the charitable, religious, and educational organizations, civic
associations, labor organizations, business leagues, social clubs, fraternal
organizations, private foundations and various other organizations exempt from federal
income tax under the IRC.

% |RS Data Book 2001-2005, Table 21 and 2006, Table 24.
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TABLE I-10, TOTAL TAX-EXEMPT STATUS APPLICATIONS OR
DISPOSALS AND THEIR DISPOSITIONS FOR FY 2004-2006

Total % % Not
FY | Applications Approved | Denied | Other ¥
. Change Approved
or Disposals
2004 87,080 69,315 1,050 16,715 20.40%
2005 83,617 -3.98% 68,227 782 14,608 18.41%
2006 90,276 7.96% | 71,054 1,305 17,917 21.29%

The increase in applications, coupled with the need to scrutinize
applications closely to ensure organizations qualify for tax-exempt status,
resulted in a backlog of cases awaiting assignment.® The Tax
Exempt/Government Entities (TE/GE) division indicates it mag take more
than five months for an application to be assigned for review.* Delays in
processing and approving applications for exempt status means
organizations may lose funding opportunities. In this situation, they may
turn to TAS for assistance.

TAS received 1,166 TE/GE cases during the first half of FY 2005, 217 of
which involved taxpayers seeking tax-exempt status. TE/GE receipts rose
to 1,573 in the first half of FY 2006, an increase of 34.9 percent, while
TAS cases involving applications for ta x-exempt status rose to 410 cases,
an 89 percent increase. During the first half of FY 2007, TAS received
441 cases involving applications for taxexempt status.

% «Other” includes applications withdrawn by the organization; applications, which failed
to provide the required information; incomplete applications; IRS refusals to rule on
applications; applications forwarded to other than the IRS National Office; IRS
correction disposals; and others.

¥ RS, FY 2007 Exempt Organizations (EQ) Implementing Guidelines, 7 (Nov. 2006)

% See Charities and Non-Profits, Where Is My Exemption Application (May 31, 2007)
http://www.irs.gov/charities/article/0,,id=156733,00.html.
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TABLE I-11, TE/GE TAS RECEIPTS FOR THE FIRST SIX MONTHS OF
FY 2005 THROUGH 2007

o, Application for o
Total Receipts Exempt Status
Change Receipts % Change
FY 2005 1,166 217
FY 2006 1,573 34.9% 410 88.9%
FY 2007 2,357 49.8% 441 7.5%

TE/GE has now added information entitled “Where Is My Exemption
Application?” to its website. This page explains the determination process,
gives the status of applications requiring additional development, and
explains how an organization can check on the status of its application.
TAS will continue to work with TE/GE in FY 2008 to improve the timeliness
of tax-exempt determination processing.*'

Trends in TAS Closures

Through March 2007, TAS closed 109,180 cases received in FY 2007 or
earlier, providing full*? or partial relief*® to taxpayers in 74.5 percent of
these cases.** Total closures increased 5.6 percent over the same period
in FY 2006,% which corresponds to the growth in receipts for the same

period.*® Table I-12 outlines the disposition of cases closed during the
first half of FY 2007.

0 TAMIS data taken from BPMS; BOD Receipts - Core Issues by Criteria Code, Core
Issue Code 460, Application for Exempt Status.

For additional discussion, see The Exempt Organization Determination Letter Process,
infra.

2 Full relief is provided when all of the relief requested by the taxpayer is provided.
Partial relief is provided when a portion of the relief requested by the taxpayer is
provided.

* TAS closed 81,345 cases granting full or partial relief through March 2007.

* TAS closed 103,375 cases through March in FY 2006.

*° TAS case receipts increased 5.1 percent from the first half of FY 2007 compared to the
same period in FY 2006.
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TABLE I-12, DISPOSITION OF ALL TAS CASES OCTOBER 1, 2006

THROUGH MARCH 31, 2007

Type of Relief Number %
Relief Provided to Taxpayer 81,345 74.51%
Full relief 76,379 69.97%
Partial relief 4,957 4.54%
TAO Issued - IRS Complied 5| 0.00%"*
TAO Issued - IRS Appealed; TAO Sustained 1 0.00%
TAO Issued - IRS Appealed; TAO Modified 3 0.00%
No Relief Provided to Taxpayer 27,835 25.49%
TAO Issued - IRS Appealed; TAO Rescinded 0 0.00%
No relief (no response from taxpayer) 13,792 12.63%
Relief provided prior to Taxpayer Advocate Service Intervention 5,316 4.87%
Relief not required (taxpayer rescinded request) 1,506 1.38%
No relief (hardship not validated) 317 0.29%
Relief not required (hardship not related to internal revenue laws) 574 0.53%
No relief (tax law precluded relief) 751 0.69%
Other 5,579 5.11%
Total TAS Cases Closed 109,180 | 100.00%
TAOs Issued 9 0.02%

Operations Assistance Requests

TAS issues Operations Assistance Requests (OARs) to the IRS operating
divisions and functions when TAS does not have the statutory or
delegated authority to take the actions necessary to resolve a case. TAS

sends Form 12412, Operations Assistance Request, to the operating

division with the authority and responsibility for taking the actions
necessary to resolve the taxpayer’s case. Processing OARs efficiently is
of vital importance to taxpayers, TAS, and the IRS. Although TAS and the

IRS have done well to process the volume of OARs generated (TAS

issued 91,897 OARs during the first half of FY 2007), this process requires

IRC § 7811 authorizes the National Taxpayer Advocate to issue a TAO when a

taxpayer is suffering or about to suffer a significant hardship as a result of the manner
in which the tax laws are being administered. A TAO may be issued to direct the IRS
to take an action, cease an action, or refrain from taking an action in a case.
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improvement. For example, in the first half of FY 2007, the operating
divisions rejected 14.6 percent of the OARs TAS issued.*® See Table I-13
for a breakdown of OARs issued for FY 2007 by operating division.

TABLE 1113, TOTAL OARS ISSUED AND REJECTED BY OPERATING
DIVISION, OCTOBER 1, 2006 THROUGH MARCH 31, 2007

Operating OARs OARs Rejection
Division Issued Rejected Rate*

SB/SE 44,010 7,323 16.64%
W& 42,779 5,595 13.08%
Cl 3,720 245 6.59%
Appeals 733 177 24.15%
TE/GE 607 61 10.05%
LMSB 48 7 14.58%
Total 91,897 13,408 14.59%

TAS is working on a number of initiatives to improve the OAR process and
reduce delays and errors:

+ Creating an electronic OAR platform to enable electronic routing
of OAR information back and forth from TAMIS to the IRS DI
system.?® TAS will implement this new process by FY 2010°"
and expects it to significantly improve the accuracy of OAR data,
reduce routing delays, and improve tracking while retaining the
confidentiality of taxpayer information.

+ Updating its SLAs with the IRS operating divisions to require the
IRS operating divisions to contact TAS to provide TAS an

8 Form 12412, Operations Assistance Request, an OAR may be rejected for the
following reasons: the IRS disagrees with the action TAS is requesting, the IRS
believes TAS has the authority to take the requested action, the OAR was routed to
the wrong IRS function or location, the action requested is not clear, the Form 12412 is
not complete, or supporting documentation is not attached.

* The rejection rate is the total OARs rejected divided by the total OARs issued. An
OAR may be rejected for more than one reason.

°0 See Electronic Operations Assistance Request, infra.

T TAS originally anticipated implementing the electronic OAR process in FY 2009. TAS
is currently working with the IRS Accounts Management Systems Executive Council to
obtain their approval to implement the system. Implementation is now scheduled for
FY 2010.
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opportunit%/ to “perfect” an OAR before the operating division
rejects it.>

+ Revising the TAS IRM that provides guidance to employees
regarding the OAR process and Form 12412 to:

o Clearly define completion dates;

o Ensure Case Advocates use the most expeditious
methods to submit an OAR (i.e. fax or secure e-mail);
and

o Revise the “Action Taken” and “Reason Rejected”
sections of Form 12412 for greater clarity.

TAS will complete the revisions by December 2007.

¢ TAS is studying misrouted OARs to determine the common
causes of the problem and will complete this study by September
2007. TAS will provide training and clarification on processes
that have a high rate of rejected OARSs.

+ TAS developed monitoring reports for managers to assess OAR
timeliness and address rejected OARs for their individual offices.

¢+ TAS developed an OAR Routing Guide for IRS campus
operations to help case advocates determine where to send an
OAR.

+ Because OARs may be sent to any function within the IRS, and
given the continual state of change in operating division
personnel and procedures, it is often a challenge for TAS
employees to identify where to send an OAR. TAS will partner
with the IRS to identify areas where OAR processing could be
centralized. Centralization would improve OAR routing, reduce
delays, and provide consistency in how each taxpayer’s problem
is handled.

Taxpayer Assistance Orders

IRC § 7811 authorizes the National Taxpayer Advocate to issue a
Taxpayer Assistance Order (TAO) when a taxpayer is suffering or about to
suffer a significant hardship as a result of the manner in which the tax laws
are being administered. A TAO may be issued to direct the IRS to take an
action, cease an action, or refrain from taking an action in a case.>® A

°2 For more information, see Service Level Agreements, infra.

%3 The terms of a TAO may require the Secretary within a specified time period to release
property of the taxpayer levied upon, or to cease any action, take any action as
permitted by law, or refrain from taking any action, with respect to the taxpayer under
chapter 64 (related to collection), subchapter B of chapter 70 (relating to bankruptcy
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TAO may also be issued to order the IRS to expedite consideration of a
taxpayer’'s case, reconsider its determination in a case, or review the case
at a higher level of the organization.>*

Upon receipt of a TAO, the responsible IRS official can either agree to
take the action directed or appeal the order. TAS issued six TAOs during
the first half of FY 2007:

¢+ TAS issued a TAO to a W&l operating division’s Campus
Accounts Management function, ordering the unit to review the
capital gains tax computation on an amended return and
recommending the operating division accept the changes. The
function complied.

¢+ TAS issued a TAO tothe SB/SE Division Examination function
ordering an audit reconsideration for the allowance of exemptions
and the EITC. The function complied.

¢+ TAS issued a TAO tothe TE/GE Division ordering expedite
processing of an exempt status application. The function
complied.

¢+ TAS issued a TAO to SB/SE Compliance recommending a lien
withdrawal. The IRS based the lien balances on tax
assessments resulting from returns filed on behalf of the
taxpayer, but the taxpayer subsequently complied with the tax
laws and filed a return with a lower amount of tax. The function
compiled.

+ TAS issued a TAO to the SB/SE Examination function ordering
either assignment of a taxpayer’s case or issuance of the refund
as shown on the return. The function complied.

and receiverships), chapter 78 (relating to discovery of liability and enforcement of
title), or any other provision of law which is specifically described by the National
Taxpayer Advocate in such order. See IRC § 7811(b).

¥ |RM 13.1.7.8.2.2 (Apr. 1, 2003).

*IRC § 6020(b)(1) provides: “If any person fails to make any return required by any
internal revenue law or regulation made thereunder at the time prescribed therefor, or
makes, willfully or otherwise, a false or fraudulent return, the Secretary shall make
such return from his own knowledge and from such information as he can obtain
through testimony or otherwise.”
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¢+ TAS issued a TAO tothe W&I Examination function
recommending the unit accept a taxpayer’s return as filed and
rescind the Statutory Notice of Deficiency previously issued.®
The function complied.

SYSTEMIC ADVOCACY

The National Taxpayer Advocate created the Executive Director Systemic
Advocacy (EDSA) position in 2002 to provide oversight and focus to
identifying and resolving systemic issues within the IRS. The EDSA and
Systemic Advocacy (SA) technical liaisons meet with the executives from
the IRS operating divisions to identify and discuss emerging issues and
ensure a TAS presence in IRS policy decisions. The technical liaisons
represent the National Taxpayer Advocate before the operating divisions
and functions, participate on task forces, teams and outreach efforts to
identify systemic issues, processes or procedures, and coordinate closely
with the business community.

Office of the Executive Director Systemic Advocacy

The Office of Systemic Advocacy is responsible for identifying and
resolving systemic problems within the IRS to improve tax administration
and protect taxpayers’ rights. These issues affect specific segments of
the taxpayer population and may pertain to businesses, individuals, or tax-
exempt or governmental entities. Systemic Advocacy works directly with
the IRS on problems caused by administrative practices.

Systemic Advocacy Operating Plan

The Office of Systemic Advocacy established goals and actions for FY
2008 that align with TAS operating priorities and S ystemic Advocacy
organizational needs.®” Some of these actions are designed to enhance
processes related to the National Taxpayer Advocate’s ARC, including
tracking prior Most Serious Problem (MSP) recommendations. Systemic

*IrRC § 6212(a) provides:” If the Secretary determines that there is a deficiency in
respect of any tax imposed by subtitle A or B or chapter 41, 42, 43, or 44, he is
authorized to send notice of such deficiency to the taxpayer.”

" See Appendix V for a complete listing of Systemic Advocacy goals and actions.
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Advocacy will also develop baseline data for key measures of quality and
timeliness of advocacy projects, immediate interventions, and internal
management document reviews, and will determine improvement
priorities. In addition, Systemic Advocacy will focus on enhancing
communication with individuals submitting issues on SAMS®® utilize
Systemic Advocacy technical liaisons to enhance coordination with
operating divisions, and implement an internal customer satisfaction
survey.

Addressing Systemic Issues

TAS directors, technical and field analysts, the National Taxpayer
Advocate’s attorney advisors, and LTAs work throughout the year on
advocacy issues, projects, and task forces. Unresolved issues identified
through this work may ultimately reach the status of MSPs in the ARC. To
facilitate timely and effective tracking of the IRS’s response to the National
Taxpayer Advocate’s recommendations in the ARC, Systemic Advocacy
follows these procedures:

+ Provides a compilation of the recommendations proposed
in the ARC to the operating divisions with a memorandum
requesting a response to each recommendation. TAS
posts the responses on the IRS intranet and public
Internet sites.

+ Reports status updates on the TAS intranet site on a semi-
annual basis with the due dates to coincide with the
Objectives Report and the ARC. Status updates include
(1) completed actions taken by the IRS and results of the
actions, (2) progress toward accomplishing
recommendations, (3) outstanding recommendations
where the IRS has made no progress, and (4)
substantiation making a recommendation obsolete. These
reports are posted on the TAS website and the IRS
intranet.

The National Taxpayer Advocate will also monitor and report back with
status updates on high priority problems in each subsequent year's ARC.

8 SAMS is a web-based system that allows taxpayers, practitioners, and IRS personnel
to report systemic problems within the IRS and submit possible solutions to those
problems.
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The Director of Immediate Interventions (DII) and the Director of Advocacy
Projects (DAP) manage advocacy projects that are created from issues
submitted on SAMS. Taxpayers, tax practitioners, and IRS personnel are
able to submit issues they believe constitute systemic problems for
taxpayers on SAMS and are given periodic progress updates on projects
that are established from those issue submissions. The DIl and DAP also
manage S ystemic Advocacy participation on IRS task forces, which grow
out of the National Taxpayer Advocate’s ARC, IRS Oversight Board
recommendations, advocacy projects, and other sources.59 The DAP
also supports LTAs with their advocacy portfolios described below.

Advocacy Portfolios

LTAs serve as portfolio advisors and bring a grassroots perspective to
national advocacy issues by maintaining advocacy portfolios, which help
TAS integrate case advocacy with systemic advocacy. The LTAs use
their expertise and field contacts to promote awareness and rapid
correction of systemic problems in IRS offices and campuses. Portfolio
advisors maintain a high level of knowledge on specific issues and monitor
the progress of their portfolios throughout the year. The portfolio process
is coordinated through both the DAP and individual TAS area directors.
See Appendix VI for a complete list of advocacy portfolios.

Immediate Interventions

An immediate intervention is an administrative issue, identified internally
or externally, that causes immediate, significant harm to multiple
taxpayers and demands an urgent response. The DIl in the Office of
Systemic Advocacy reviews all potential immediate intervention issues to
determine if they will become advocacy projects. TAS received 24
immediate intervention issues during the first half of FY 2007.%°

A recent example of an immediate intervention involves unwarranted
collection activity against elderly and disabled individuals for delinquent
payroll taxes of health care workers providing in-home care services under

% See Appendix IlI for discussion of current Joint Task Forces.
nFY 2006, Systemic Advocacy received 25 immediate intervention issues for the
same time period and 55 for the entire fiscal year.
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federal and state grant programs.®’ The design and implementation of in-
home health care programs differs from state to state with some states
using intermediary service organizations (ISOs) to assume functions that
employers often undertake, including:

+ Obtaining the Employer Identification Number (EIN) on behalf of
the in-home health care recipients;

¢ Hiring the in-home health care providers;
Paying the health care providers; and
Withholding and remitting payroll taxes on behalf of the health
care provider and filing payroll tax returns with the IRS.

When the ISO (or the payroll agent of the ISO) fails to remit payroll tax
payments or file the payroll tax returns as required by law, the IRS turns to
the elderly or disabled taxpayer as the employer.®? According to IRS
guidance, the elderly or disabled care recipient generally is the employer
in home health care situations.®® In one recent instance, the IRS
assessed taxes against thousands of taxpayers for tax years 2004, 2005
and 2006 under the provisions of IRC § 6020(b), filed federal tax liens,
and issued federal payment levies against the elderly and disabled
individuals’ Social Security benefits.** Thousands of these taxpayers were
referred to TAS by IRS collection representatives, and a request was
made on SAMS that Systemic Advocacy treat the problem as an
Immediate Intervention. TAS worked closely with the SB/SE Division
Collection functions to provide relief.

1 See IRS Notice 2003-70, Proposed Revenue Procedure Regarding Home-Care

Service Procedures (Oct. 27, 2003), addressing tax issues relating to home-care
services.

The manner in which these programs are implemented differs from state to state with
in-home care recipients having varying levels of involvement with the employment of
the caregiver. The level of involvement is critically important because the person or
entity that is deemed to satisfy the most elements of the common law employer test
will be deemed the employer for purposes of being liable for employment taxes. See
Rev. Rul. 87-41, 1987-1 C.B. 296 setting forth 20 common law factors to consider
when determining who is the employer, including who takes the following actions:
gives instructions on performing work, trains workers, hires, supervises, fires and
pays).

IRS Notice 2003-70, Proposed Revenue Procedure Regarding Home-Care Service
Procedures, Q&A - 5 (Oct. 27, 2003).

IRC § 6020(b) provides the Secretary of the Treasury the authority to prepare and
execute returns and secure assessments from non-filing taxpayers.
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With respect to the Immediate Intervention, in prior years, the payroll
agent filed a separate Form 941, Employer’s Quarterly Tax Return, for
each of its clients. Recently, the payroll agent started filing an aggregate
Form 941 under the provisions of IRC § 3504 that created return
delinquencies on the elderly and disabled taxpayers’ accounts because
the IRS was unable to match the payroll payments with the EIN assigned
to the care recipient. The IRS agreed to temporarily stop collection action
for all affected taxpayers. For those taxpayers (i.e., the care recipients)
for whom the payments can be matched, the IRS abated the tax,
penalties, and interest.

TAS continues to work with SB/SE on the accounts of other affected
taxpayers but is concerned about the IRS’s approach to the elderly and
disabled taxpayers for whom no matching payment can be found. The
current administrative process allows for the assignment of financial
responsibility and the assessment of employment tax to the elderly and
disabled individuals as the payers and receivers of services within their
homes. This process provides very little consideration for key financial
responsibility conditions. Elderly and disabled individuals who qualify for
this type of social service assistance traditionally have very little control of
the direct payments of funds for services rendered. In most cases, the
social service agency establishes the conditions of employment. The
impact to the elderly and disabled individuals is a financial burden as well
as an administrative burden for those with the least resources to address
the concern. The National Taxpayer Advocate addressed this issue in the
2001 ARC as a Key Legislative Recommendation and will again address
this issue in the 2007 Annual Report to Congress as part of an MSP on
IRS employment tax collection policy.65

Internal Revenue Manual

The IRS is in a continual state of administrative and procedural change.
As changes are implemented, they are conveyed to employees through
training, memoranda, e-mail, and the intranet. Yet it is important to
maintain consolidated guidelines that are easily accessible and provide
consistent policies and procedures throughout the IRS operating divisions

% National Taxpayer Advocate 2001 Annual Report to Congress 138. The National
Taxpayer Advocate recommended that the intermediary organizations be deemed as
employers under this arrangement and that the care providers be treated as
employees of these organizations rather than as independent contractors. National
Taxpayer Advocate 2001 Annual Report to Congress 193.

27



and functions, including TAS. The IRM serves this purpose. It was
designed as an everyday reference for employees concerning IRS policies
and processes set forth by the IRC, the U.S. Code, tax treaties, court
decisions, the Constitution, and the Commissioner. The IRM also informs
the public and external policymakers on how the IRS conducts its
business, thereby protecting taxpayers from arbitrary and capricious
government actions. It is essential that the IRM be regularly revised to
reflect changes to IRS procedures. TAS'’s responsibilities in this area are
three-fold: conducting its own review of IRS published guidance, ensuring
the viewpoints and suggestions from external sources such as the LITCs
and TAP are considered and maintaining customer communications.

Internal Management Document — Single Point of Contact Reviews

The Commissioner of Internal Revenue must provide subordinates with
certain authorities to act on his or her behalf. This action is accomplished
through Internal Management Documents (IMD). IMDs are also referred
to as directives, internal directives, and instructions to staff, and include
the IRM (including Law Enforcement Manuals (LEMs) and Chief Counsel
Directives Manual (CCDM), Policy Statements, Delegation Orders, and
Letters or Memoranda of Understanding).®® IRMs require TAS review and
clearance when they imgact the rights or duties of taxpayers or affect
taxpayers in some way.°’ Further, the Tax Administration Council
approved the creation of a Single Point of Contact (SPOC) in each
operating division and TAS. The SPOC is responsible for managing
customer communications (currently referred to as notices, letters, and
stuffers).®® In FY 2007, TAS designed an automated process for
assigning reviews and continued with the newly developed method of
using SAMS to document the process and track the time spent on
reviews. This new process is included in the next revision of IRM 13.2.1,
TAS Systemic Advocacy, Processing Advocacy Issues, along with a
revision to IRM 13.2.2, Inventory Control and Working an Assignment.
TAS is scheduled to publish both in FY 2007.

RM 1.11.1.1 (Apr. 1, 2007).
" 1RM 1.11.2.9.1(2) (Apr. 1, 2007).
% |RS Electronic Publishing website, SPOC Contacts.
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TAS completed over 175 reviews through the second quarter of FY 2007,
including more than 52 SPOC forms and notice reviews, and uncovered a
number of taxpayer rights and burden issues. For example,

+ To reduce taxpayer burden for English as a second language
(ESL) low income taxpayers who speak English, TAS engaged
the IRS to eliminate distribution restrictions for Publication 4327,
ITIN Bilingual Brochure (used by practitioners to provide IRS
Individual Taxpayer Identification Number information) and to
make it available in the quantities necessary to provide education
and assistance to the ESL taxpayers, enabling them to become
part of the tax system.

+ To protect taxpayer rights, reduce burden, and eliminate
confusion, TAS persuaded the IRS to change the wording of the
letter it issues when the IRS Office of Appeals sustains a
rejection of an Offer In Compromise. The change will provide
taxpayers with contact information and directions regarding
collection alternatives.

+ TAS worked to change Publication 594, IRS Collection Process,
to add guidance on how to request a reduced installment
agreement user fee.

+ TAS worked with the IRS to protect taxpayer rights by changing
legal inaccuracies in IRM 3.13.2, BMF Account Numbers,
regarding which entities can elect to change their tax filing years
under IRC § 444.

Additional TAS recommendations adopted by the IRS include placing
information about TAS in IRS publications; notices and forms; corrections
to citations; and improvements to tone (more taxpayer-friendly), grammar,
and simplified language. In FY 2008, TAS will continue its reviews to
ensure notice clarity and the protection of taxpayer rights. TAS also
ensures that the IRS shares notices with the LITCs and the TAP, to obtain
and consider the views of external stakeholders.

There may be times when it is critical to quickly communicate new
procedures, changes to existing IRM procedures, or the information
required to support a one-time occurrence of a program or process.
Issuing memoranda containing temporary or interim procedures or
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guidelines satisfies these needs.?® The IMD Coordinator is responsible for
monitoring preparation and issuance of interim guidance memoranda.”

Systemic Advocacy Management System

The Systemic Advocacy Management System (SAMS) provides IRS
employees and external stakeholders with a method of submitting
advocacy issues to the Office of Systemic Advocacy for review, analysis,
and potential development as projects and provides TAS with a means of
creating, working, and monitoring these projects. SAMS became available
to IRS employees in FY 2003 and was upgraded in FY 2004 with the
delivery of a web-based public portal, including a screening process
designed to minimize inappropriate receipts. These improvements enable
the public to submit potential systemic problems directly to the Office of
Systemic Advocacy.

Systemic Advocacy has made several enhancements to outgoing, auto-
generated SAMS messages in an effort to improve communication and
coordination with internal and external customers.”' Previously, the
system generated messages to submitters of advocacy issues and
included only the issue numbers assigned by SAMS, which meant
individuals who submitted more than one issue could not always
associate these messages with their individual submissions. The
messages now contain the title of each issue as well as its issue number,
reducing follow-up requests for information.

Systemic Advocacy Receipts and Projects

The following table illustrates the top issues received in Systemic
Advocacy during the first six months of FY 2007.

% |IRM 1.11.2.13(2) (Oct. 1, 2005). One of the requirements for issuing interim
procedures by memorandum is that the information will be either included in the IRM
within one year from the date of the memorandum or made obsolete.

"9 |RM 1.11.2.13(3) (Oct. 1, 2005).

" Individuals who submit advocacy issues to SAMS and include a valid email address
receive several systemically generated messages; for example, to acknowledge
receipt of the issue, closure of an issue, creation of a project, assignment of a project,
and closure of a project.
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TABLE I-14, SAMS TOP ISSUES, OCTOBER 1, 2006 - MARCH 31,
2007

Issue Number of Receipts
Notices 37
IRS Taxpayer Service Issues 26
Installment Agreements 25
Information Reporting 23
Case Processing 22
Payments/Account Credits 21
oIC 21
Form or Publication Issue 20
Refunds: Freezes 18
Navigating the IRS 17

IRS notices rank as the top issue received during the first six months of
FY 2007. Four of these notice-related submissions became immediate
intervention projects. Two of these projects involved the interim response
letters the IRS issues to taxpayers: due to an IRS programming problem,
taxpayers received identical copies of the same letter every day for
several consecutive days.’? The other two immediate interventions
involved the clarity of notices regarding appeal rights, and notices that
were sent to Volunteer Income Tax Assistance (VITA) volunteers and
were perceived as “threatening and accusatory.””

Submissions related to installment agreements more than tripled over the
same period last year. Seven submissions concerned the increase in the
user fee charged in connection with setting up an agreement and the

reduction of these fees for low income taxpayers.” Three issues involved

2 Four separate SAMS submissions involved Letter 2644C, Second Interim Response.
The programming problem involved the IRS’s Desktop Integration system.

Notices CP91 and CP298 were rewritten to advise taxpayers of their appeal rights and
TAS made recommendations regarding the tone of the correspondence sent directly to
VITA volunteers when the IRS did not receive a timely Form 8453, U.S. Individual
Income Tax Declaration for an IRS e-file Return, from a tax return prepared by a VITA
site volunteer. The immediate intervention regarding the notice sent to VITA
volunteers is still in process. No final actions have occurred.

Beginning January 1, 2007, the IRS implemented revised user fees for most
installment agreements. User fees for entering into a non-direct debit installment
agreement increased from $43 to $105 and the fee for direct debit installment
agreements increased from $43 to $52. Taxpayers with incomes at or below 250
percent of the dollar criteria established by the poverty guidelines updated annually by
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ACS employees setting up or increasing installment agreements for
amounts not agreed to by the taxpayer. These issues became immediate
intervention projects.

Four issues that appeared among the top 10 SAMS submissions for the
first six months of FY 2006 are again in the top 10 for FY 2007.

IRS Taxpayer Service Issues;
Information Reporting;

Case Processing; and
Payments/Account Credits.

* 6 o o

The following chart compares the numbers of systemic issues received,
projects created, and projects closed during the first and second quarters
of FY 2006 and FY 2007.

CHART I-15, SAMS Comparison Data FY 2006 and FY 2007 —
Receipts/Projects/Closed

Issue Receipts New Projects Created Projects Closed

|E|FY 2006 1st & 2nd Quarter BFY 2007 1st & 2nd Quarter |

The number of Systemic Advocacy issue submissions received through
March 2007 rose by 36 percent over the same period last year.

the U.S. Department of Health and Human Services can apply and be qualified to pay
a reduced user fee of $43 for establishing new agreements including direct debit
installments.
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Advocacy Projects

Advocacy Projects are issues submitted by taxpayers, practitioners, and
IRS personnel, which suggest that a law, regulation or IRS procedure is
creating a systemic problem for taxpayers. Systemic Advocacy works
these issues as projects, some of which evolve into larger initiatives that
are addressed in the National Taxpayer Advocate’s Annual Report to
Congress or through other means, such as research studies or
cooperative working groups with the IRS operating divisions. TAS is
focusing on the following advocacy initiatives during FY 2008:

Cl Refund Freezes;

Stolen Identities;

Federal Payment Levy Program;

Exempt Organization Determination Letter Delays;
Collection Approach toward Employers Affected by Defunct
Payroll Service Providers (PSPs);

Collection Due Process (CDP) Notices; and

¢+ The Impact of the TRPRA on the IRS’s Offer in Compromise
Program.

* & 6 o o

*

Criminal Investigation Refund Freezes

The National Taxpayer Advocate shares the government’s general interest
in protecting the public fisc and urges the IRS to do all that is reasonable
to prevent fraudulent refund claims from being paid out. However, the
National Taxpayer Advocate identified serious problems with the
administration of the Questionable Refund Program (QRP) by the IRS’s
Criminal Investigation (CI) functionin her 2005 ARC. The QRP culls
through millions of refund claims filed by taxpayers each year to identify
claims with questionable data elements. Returns identified as having
questionable elements undergo a verification process by Cl to
substantiate the accuracy of the information on the return.

The 2005 report detailed the results of a year-long, statistically
representative study of TAS QRP cases. Inresponse to the QRP study,
the IRS committed to making major changes to the QRP,® including:

”® The IRS agreed to several significant changes in its QRP process as a result of the
2005 ARC recommendations. For example, the IRS previously automatically froze
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+ Sending multiple notices to taxpayers whose refunds are
delayed;

+ Providing taxpayers the opportunity to present evidence
substantiating their refund claims; and

+ With the exception of a small class of cases that Cl determines
require further investigation, such as refunds that are part of a
larger scheme, CI will route the remaining QRP cases to either
the IRS’s Examination function, to examine refund claims, or to
the Accounts Management function to send notices of claim
disallowance and offer taxpayers a chance to appeal the
disallowance.”

In October 2006, the IRS created a Pre-Refund Program Office within the
W& I operating division to coordinate and oversee pre-refund activities
across all IRS functions and create strategies for improving pre-refund
processes.”” TAS applauds the creation of this office, but continues to be
concerned that the responsibility for these returns is still too fragmented
throughout the IRS. This fragmentation results in taxpayers being caught
in a complicated maze of problems and delays.

TAS also believes the IRS should do more to improve the case selection
process that identifies questionable refunds. Later this calendar year,
TAS and CI will cooperate on a joint study of QRP cases to determine
whether Cl's fraud determinations under the QRP can be validated after

(suspended) the issuance of future year refunds to taxpayers if its Cl function identified
a “fraudulent” refund claim in a prior year. (NOTE: CI broadly applies the term
“fraudulent” to taxpayer returns in which it has suspended the refund. TAS does not
agree with the broad usage of this term when a taxpayer may not have had an
opportunity to dispute CI's findings.) However, TAS studied Cl cases that had been
referred to TAS for assistance and determined that most of these taxpayers were
entitled to the subsequent year refunds. As a result, the IRS discontinued its policy of
automatically freezing future-year refunds. Additionally, the CI function agreed to work
with Examination and Accounts Management personnel to develop cooperative
processing procedures for the QRP program. Accounts Management and
Examination personnel will now receive specific case types that do not meet CI's
criteria for fraud. As a result, these tax returns should be processed more quickly and
accurately in FY 2007.

For a comprehensive discussion of the changes, see National Taxpayer Advocate
2006 Annual Report to Congress 408.

Pre-refund compliance activity is defined as an activity to prevent issuing refunds that
are not legally due filers through upfront issue detection and resolution prior to the
issuance of refunds.
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the taxpayer is contacted by an advocate who soilicits valid documentation
to support the taxpayer’s position.”® The results of the study may help Cl
to refine its case selection filters, which will further ensure that fewer
legitimate claims are unnecessarily impacted by the QRP. TAS plans to
closely monitor the effectiveness of the revised QRP filters and
procedures agreed upon by the IRS because of the recommendations in
the 2005 ARC.

For example, the IRS agreed to initially screen returns by first filtering
them through the Dependent Database (DDb).”® In general, the
Examination function should review tax returns the DDb screens out;
these DDb cases should not fall under the jurisdiction of the QRP. TAS
will continue to monitor the new QRP screening process to ensure that the
proper filters are applied and produce accurate QRP case selection.

TAS is also concerned that both the Examination and Accounts
Management functions may not have sufficient resources to work the
significant volume of new cases they will receive because of the revised
QRP processes.®® TAS will closely monitor the QRP process in both

" See TAS Research Initiatives section infra.

™ The DDb contains information from the U.S. Department of Health and Human
Services about dependents, such as information about the persons with whom
children reside. The IRS describes the Dependent Database as follows: The DDb is a
tool that identifies non-compliant Earned Income Tax Credit (EITC) and dependent
issues using internal and external data elements and provides the ability to freeze
refunds. The database is rule driven. If a rule condition is met as returns are
processed through the DDb rule filtering process, the rule “fires” and the return is
flagged for examination. Most of the selected returns are worked as pre-refund audits,
which involve EITC claims. IRS, Dependent Database, available at
http://www.irs.gov/privacy/article/0,,id=163758,00.html.

The IRS established an Executive Steering Committee that included senior leaders
from Cl, Examination, Accounts Management, TAS, and other functions. The
committee revised the processing procedures for QRP casework. CI will keep and
work actual “fraudulent” returns. Accounts Management receives those cases in which
the taxpayers claim either income or withholding that cannot be verified and will issue
formal letters of denial after Cl determines a taxpayer to be ineligible for a refund. The
National Taxpayer Advocate and the IRS agreed that all other cases will go to the
Examination function which will audit the cases and, where appropriate, issue notices
of deficiency. In addition, the Pre-Refund Program Office established specific
timeframes to coordinate actions between these three functions. However,
Examination and Accounts Management do not know how many cases they will
receive, as the automated selection process has also been modified. Potentially,
these organizations may receive more Cl inventory referrals than their present
resources can accommodate in a timely manner.
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functions by tracking current and future TAS inventory resulting from the
actions of the functions. The National Taxpayer Advocate is concerned
that the IRS is not providing Examination and Accounts Management with
adequate resources to complete their assigned taxpayer casework timely.

Finally, TAS will verify that the IRS affords appeal rights to taxpayers who
elect to exercise these rights after the IRS disallows their refund claims.®'
TAS will continue to work with the IRS operating divisions to ensure that
the IRS Office of Appeals receives a taxpayer’s response to a formal
denial, which can no longer be resolved within CI.

Despite reaching an agreement with the IRS in January of 2006, the
National Taxpayer Advocate believes there are still significant issues to be
addressed. The National Taxpayer Advocate plans to negotiate a new
agreement with Cl, W&I, SB/SE, and the Pre-Refund Program Office in FY
2008 to ensure that taxpayer rights are protected.

Stolen Identities

As discussed earlier in this report, the IRS and TAS face a growing
number of tax-related issues resulting from identity theft.®2 The National
Taxpayer Advocate addressed the IRS’s afproach to stolen identity
victims in both the 2004 and 2005 ARCs,® but the problem has escalated
and the IRS has yet to adequately address it. Stolen identity problems fall
into three categories:

¢ Clear cases of stolen identity;

¢ Duplicate or multiple usage of the same SSN when the rightful
owner of the SSN can be identified, which may involve identity
theft (referred to within the IRS as Mixed Entity); and

¢ Duplicate or multiple SSN usage when the rightful owner of the
SSN cannot be identified, which may involve identity theft
(referred to withinthe IRS as Scrambled Entity).

¥ The IRS issues Letter 105C, Claim Disallowed, to taxpayers to formally disallow a
claim in full.

8 For additional discussion regarding stolen identities, see Impact of Stolen Identity
Issues, supra.

8 National Taxpayer Advocate 2004 Annual Report to Congress 133-136, addressing the
inconsistent treatment of stolen identity cases across the IRS; National Taxpayer
Advocate 2005 Annual Report to Congress 180-191, addressing the unreasonable
delay in resolving taxpayer problems and problems with the IRS’s stolen identity
procedures.
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Table I-16 below shows the increase in TAS cases related to identity

theft over the last three years: Stolen identity receipts rose 175

percent from FY 2004 to FY 2005, and 642 percent from FY 2004 to
FY 2006. During the same period, mixed entity and scrambled entity
cases have increased by approximately 23 percent and 41 percent,

respectively. In addition to the rising case receipts, TAS has also

observed an increase in stolen identity issue submissions on SAMS.8*

TABLE 116, TAS CASES INVOLVING STOLEN IDENTITY AND OTHER

SSN MISUSE
Type of Case FY 2004 | FY 2005 | FY 2006
Stolen Identity 335 922 2,486
Mixed Entity® 1,681 1,493 2,062
Scrambled Entity®® 786 1,063 1,107
Total 2,802 3,478 5,414

According to a 2005 Treasury Inspector General for Tax Administration
(TIGTA) report, the motivation for misusing an SSN for tax purposes
generally falls into two categories.®” The first category covers those who
misuse numbers to file illegal tax returns and obtain fraudule nt refunds. In
some of these cases, the IRS can only detect the fraudulent use of the
SSN after the rightful owner subsequently files his or her legitimate return.
The IRS then withholds (freezes) the legal owner’s refund claim, but
unfortunately, it is too late to stop the offender’s refund.

The second reason SSNs are misappropriated is to gainemployment in
the United States. Here, the rightful owner of the SSN can experience

84 During the first two quarters of FY 2006, TAS received only two submissions relating to
identity theft. In contrast, Systemic Advocacy received 22 stolen identity issue
submissions in the first quarter of FY 2007.

% IRM 21 .6.2.4.2(2) provides that a mixed entity (or, mixed “identity”) case is created
when two or more taxpayers file a return with the same TIN. This may be due to an
inadvertent taxpayer or tax preparer error or a processing error. Mixed entity cases
are reclassified as scrambled SSN cases if the common number (CN) owner cannot
be identified. Identity theft may also be involved in these cases.

% |IRM 21 .6.2.4.2(3) provides that a scrambled SSN case is created when the following
conditions exist 1) Returns are filed by two or more taxpayers using the same SSN,
and 2) Research and/or taxpayer contact does not clearly indicate which taxpayer
owns the CN.

8 TIGTA, Ref. No. 2005-40-106, A Corporate Strategy Is Key to Addressing the Growing
Challenge of Identity Theft 7 (July 2005).
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lengthy refund delays, erroneous tax assessments (based on the
fraudulent filer's information), and numerous other processing delays.

TAS has received complaints from taxpayers, tax practitioners, LTAs, and
IRS employees confirming problems with the present IRS approach to
stolen identity issues. Several of TAS’s specific concerns are:

+ There areinsufficient security barriers to prevent those
determined to commit fraud from filing tax returns using another
taxpayer's SSN. For example, TAS has identified cases in which
the electronic filing system did not prevent the filing of tax returns
misusing SSNs belonging to other taxpayers, even though the
taxpayer was filing under a different name and address than the
lawful owner of the SSN.

+ IRS procedures for handling mixed entity and scrambled SSN
cases do not serve identity the ft victims well.® For example, as
part of these procedures, taxpayers who are victims of identity
theft are assigned IRS temporary identification numbers (IRSNs)
and told to use them when filing returns. This measure is
intended to alleviate the taxpayers’ burden. However, when
these taxpayers attempt to take a personal exemption on their
tax returns, the IRS will deny the exemption under the rationale
that an IRSN is not a Taxpayer Identification Number (TIN) within
the meaning of IRC § 151(e), which requires taxpayers to utilize
TINs to benefit from the exemption. Thus, the IRS compounds
the taxpayers’ problems by instructing them to take a course of
action and then penalizing them for taking this action. The IRS
acknowledges its scrambled SSN procedures were not designed
to address stolen identities, yet the IRS is not aggressively
developing procedures specifically tailored to identity theft.®°

* Year after year, stolen identity victims are required to prove they
are the rightful owners of the stolen SSNs. The IRS is developing
a marker for the accounts of taxpayers whose SSNs have been
misappropriated. However, it is unclear to what extent this
marker will be used to ease the burden of taxpayers whose
identities have been stolen.

8 See IRM 21.6.2.4.4 (Apr. 17, 2007).
8 See IRS Comments in response to National Taxpayer Advocate 2005 Annual Report to
Congress 188.
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Responsibility for stolen identity problems, which formerly rested with the
Identity Theft Program Office in the W&I operating division, was
transferred in November 2006 to the Office of Privacy and Information
Protection (OPIP), within the IRS’s Mission Assurance and Security
Services (MA&SS).® The rationale for the transfer was that stolen identity
problems are not Ilmlted to just one operating division and require a
corporate strategy.®’ While most of the affected taxpayers fall under
W&I’s purview, the problem of stolen identities pervades the IRS and
demands a servicewide approach. The National Taxpayer Advocate is
concerned, however, that institutional knowledge and expertise developed
within W&I have not been transferred to OPIP, and is further concerned
that OPIP has a broad focus not limited to identity theft, and may not have

the resources to address the problem to the extent required.®?

TAS is working with OPIP to ensure that solutions to stolen identity
problems are actively explored and all necessary components of the IRS
are engaged to assist OPIP. The IRS can play a significant role in
reducing identity theft and reducing the burden experienced by taxpayers
whose SSNs are misappropriated. However, the IRS should approach the
problem of stolen identities from the perspective of taxpayers whose SSNs
have been misappropriated. Thus, it must consider solutions that assist
and empower these taxpayers, including allowing legitimate SSN owners
to request that the IRS “turn off” the electronic filing option on their
accounts when their SSN has been misappropriated. Throughout

FY 2008, TAS plans to work with OPIP on comprehensive solutions to the
stolen identity problem. As described in the National Taxpayer Advocate’s
2005 ARC, the SSA has up to two years to validate the true owner of the

% Mission Assurance and Security Services’ role is to assist all IRS Operating Divisions
in maintaining secure facilities, technology, and data. IRM 1.1.1.3(2)(j) (Mar. 1, 2006).
TIGTA Ref. No. 2005-40-106, A Corporate Strategy is Key to Addressing the Growing
Challenge of Identity Theft 19 (July 2005), concluding that a corporate strategy is
, necessary for the IRS to address the problem.

2 |IRM 1.1.25.1.4 provides:

The mission of the Office of Privacy is to ensure that IRS policies, procedures, and
programs protect taxpayer and employee privacy. The Office of Privacy will achieve
its mission by institutionalizing privacy as a core value across the IRS enterprise
through its four program areas: Policies and Procedures, Communications,
Operations, and Assurance. The basis of our strategy is the identification of IRS
privacy vulnerabilities in collecting, sharing, storing, and disposing of personal
information, then making risk-based decisions on privacy risk mitigation. The Office of
Privacy has expanded its scope to include the Unauthorized Access (UNAX) Program,
Identity Theft Management Program, and the Pseudonym Management Project.
IRM1.1.25.1.4 (Jan. 1, 2007).

39



SSN.® TAS will also continue to engage the SSA to expedite its
determinations of lawful SSN owners.

Federal Payment Levy Program

The Federal Payment Levy Program (FPLP) is an automated system that
matches IRS records against those of the government’s Financial
Management Service (FMS) and allows continuous levies to be issued for
up to 15 percent of federal payments due to taxpayers who have an
unpaid federal tax liability. % In recent years, an overwhelming majority of
all FPLP levies have involved SSA payments to the elderly or disabled.
According to the W&l operating division, an astonishing 84 percent of
FPLP levies from FY 2002 to FY 2005 were applied against SSA
payments.%

In 2006, the IRS discontinued the use of a systemic filter that excluded
taxpayers below a certain income threshold, citing concerns identified by
the GAO. While the National Taxpayer Advocate recognizes the
limitations of an income-based filter, she continues to urge the IRS to
develop some screening mechanism to protect taxpayers who depend on
Social Security benefits for their health and welfare. Over the past five
years, the National Taxpayer Advocate has identified this lack of an
effective filter as a serious problem and has made specific
recommendations to the IRS to resolve it.°® However, the IRS has been
unable to devise a feasible method of screening out low income taxpayers
from this automated process.

% National Taxpayer Advocate 2005 Annual Report to Congress 183; see IRM
21.6.2.4.4(14) (Oct. 1, 2005).

FMS is the Department of the Treasury agency that processes payments for various
federal agencies. IRC § 6331(h)(2)(A). Payments subject to the FPLP include any
federal payments other than those for which eligibility is based on the income or
assets of the recipients.

9 IRS, Wage & Investment Division, FPLP Monthly Counts (May 5, 2006). [Total number
of SSA levies from FY 2002 through Dec. 2005 (2,572,299) divided by total number of
FPLP levies from FY 2002 through Dec. 2005 (3,044,824) = 84 percent].

% National Taxpayer Advocate 2001 Annual Report to Congress 202-209; National
Taxpayer Advocate 2003 Annual Report to Congress 206-212; National Taxpayer
Advocate 2004 Annual Report to Congress 246-263; National Taxpayer Advocate
2005 Annual Report to Congress 123-135; National Taxpayer Advocate 2006 Annual
Report to Congress 110-129 and 141-156.
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In its response to the 2006 ARC, the IRS noted plans to begin a research
project to determine whether an effective income filter could be created
and implemented to assist in identifying taxpayers who experience a
hardship because of the FPLP.%” We are pleased to report that the W&
operating division began this project in early February 2007 and has
engaged TAS Research to help with the study. The agreed upon project
prospectus states that “the goal of this new research is to determine if a
statistical analysis of data available to the IRS would enable the
development of a filter which distinguishes between hardship and non-
hardship cases with a high degree of accuracy.” Given that TAS cases
regarding FPLP/Social Security benefits issues have increased at a rate of
143 percent from FY 2005 to FY 2006, and nearly 65 percent of the levy
cases closed by TAS have received some type of relief (with almost 56
percent being given full relief), it is absolutely imperative that the IRS
develop a systemic filter now.%

The IRS has recently considered expanding the FPLP to include additional
sources of federal payments (e.g., Railroad Retirement Benefits and
Defense Finance and Accounting Services payments). However, the
National Taxpayer Advocate is opposed to any expansion of the FPLP
until a filter is available.

The Exempt Organization Determination Letter Process

In the 2004 ARC, the National Taxpayer Advocate addressed problems
encountered by organizations applying for tax-exempt status under IRC

§ 501(c).%® Complaints from taxpayers, practitioners, and LTAs suggest
that this is still a serious problem. Organizations applying to be treated as
tax-exempt entities are facing delays in the processing and approval of
their applications. TAS has particular concern for organizations seeking
expedited treatment of their applications, which an organization can
request when it presents a compelling reason.'® The IRS will process

9 National Taxpayer Advocate 2006 Annual Report to Congress 125.

% TAS, BPMS (Sept. 30, 2006). For FY 2005, there were 1,707 FPLP/Social Security
benefit-related cases in TAS and 4,147 for FY 2006. These percentages are based on
case closures meeting the provisions of IRC § 7811. Specifically, there were 15,818
closures, 10,272 of which received some type of relief (8,823 were granted ull relief and
1,449 partial).

% National Taxpayer Advocate 2004 Annual Report to Congress 193.

%0 |RM 7.20.2.4.5 (Nov. 1, 2004). Compelling reasons include: 1) A pending gant, where
failure to secure the grant will have an adverse impact on the organization's ability to
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expedited applications in order, according to the date that it grants the
expedited handling. However, expedited processing is granted at the
IRS’s discretion, and it denies 82 percent of requests.’® These denials
place an undue burden on organizations that provide much needed
services to our society.

The issue affecting most of these organizations is the lack of
communication about the status of their pending applications. The Tax
Exempt & Government Entities (TE/GE) operating division issues an
acknowledgement notice upon receipt of a determination application, but
when an application requires additional development, TE/GE does not
give a timeframe for assigning the application to a determination agent.
Organizations have no way of assessing the time that their determination
request will take. Many of TAS’s TE/GE case receipts stem from
concerns that TE/GE is not giving organizations any meaningful
information about how long it will take to process their applications. TAS
will continue to engage TE/GE on these issues in FY 2008.

Collection Approach towards Employers Affected by Defunct Payroll
Service Providers

Payroll service providers (PSP) are businesses that act as payroll agents
for employers, fulfilling their employment tax filing and payment
responsibilities. By filing employment tax forms and making payroll tax
deposits, the PSP industry supports small businesses in meeting their
employment tax obligations.'® However, if PSPs do not file the required
payroll tax returns or make the required deposits, employers remain liable
for the underlying tax and related interest and penalties.'®® The

continue operating 2) A newly created organization providing disaster relief to victims
of emergencies, and 3) IRS errors have caused undue delays in issuing a
determination letter. IRS, Form 1023: Expediting Application Processing, at

101 http://www.irs.gov/charities/article/0,,id=139805,00.html.

IRS, Form 1023: Expedited Application Processing at:
http://www.irs.gov/charities/article/0,,ID=139805,00.html.

102 Approximately 20 percent of all U.S. employers, covering one-third of the private
sector work force, use these services. National Payroll Reporting Consortium,
information re: H.R. 1528, The Tax Administration Good Government Act.

Treas. Reg. § 31.3504-1(a) provides that: ...If the fiduciary, agent, or other person is

authorized by the district director, or director of a service center, to perform such acts,

all provisions of law (including penalties) and of the regulations prescribed in pursuance
of law applicable to employers in respect of such acts shall be applicable to such

103
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employers problems are magnified when the PSP is no longerin
business.'® When a PSP files for bankruptcy, the consequences can
affect hundreds or even thousands of employers who were its
customers.'® In collecting these delinquencies, the IRS does not
sufficiently appreciate how its own procedures can exacerbate the
delinquencies, or approach affected employers with a coordinated
communications and assistance strategy.

When an employer and PSP enter into a payroll service agreement, the
employer must file Form 2678, Employer Appointment of Agent, with the
IRS for its approval. When the IRS approves Form 2678, the IRS
sometimes changes the employer’s address of record to that of the PSP,
although it does not notify the employer of the change of address on the
IRS systems. Consequently, when a PSP fails to make a tax deposit on
behalf of the employer, the IRS only sends collection notices to the PSP,
and affected employers are unaware of the problem as taxes are
assessed and interest and penalties accrue.

The IRS’s collection strategy varies in its approach to employer tax
delinquencies resulting from PSP failures. The IRS sometimes takes a
coordinated approach by communicating with all affected employers,
suspending certain collection actions (such as liens and levies), and
waiving penalties. In other instances, the IRS takes a case-by-case
approach, reacting to employers as they learn of the deficiencies.

fiduciary, agent, or other person. However, such employer for whom such fiduciary,
agent, or other person performs such acts shall remain subject to the provisions of law
(including penalties) and of the regulations prescribed in pursuance of law applicable to
an employer in respect of such acts....

The failure to make required employment tax deposits can result in various penalties
including those authorized by IRC § 6656 authorizing the IRS to impose failure to
dep05|t penalties upon corporations for up to 15 percent of the amount due.

* For an analysis of the consequences to employers when payroll agents file for
bankruptcy, see In re AAPEX Systems, Inc., 273 B.R. 19 (W.D. N.Y. 1999), denying
summary judgment motions alleging that funds paid by the employer within the 90-day
preference period to the payroll agent and subsequently to the IRS, were paid in trust
and therefore were not part of the bankruptcy estate of the payroll agent.

® In the 2004 Annual Report to Congress, the National Taxpayer Advocate addressed the
problem of PSPs with a Key Legislative Recommendation and referenced a particular
case involving a PSP that affected 5,000 employers. Since that time, TAS has assisted
numerous other small businesses affected by PSPs that for one reason or another
failed to make the required tax deposits.
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In 2006, faced with three large PSP failures and thousands of affected
employers across the country, the IRS’s Collection Policy office issued a
memorandum on penalty relief, adopting a case-by-case approach to
penalty abatement and allowing for consideration of certain factual
circumstances related to the PSP’s failure to file and to make deposits. %
TAS advocated for a more comprehensive approach beginning with the
identification and notification of all affected employers. Often, IRS
collection employees do not know they are dealing with an employer
affected by a defunct PSP, and therefore are unable to consider special
circumstances involving the PSP. Further, employers are not always
aware that the tax problem relates to the PSP. Thus, a commitment to
identify affected employers and notify them of the circumstances involving
the PSP would assist both the IRS and the employers. TAS has also
advocated for suspension of collection actionto allow employers the
opportunity to learn about payment options and arrange to pay the amount
due. In 2008, TAS will continue its advocacy on this issue with the
Collection Policy office regarding the IRS’s need to assume a greater role
in assisting taxpayers in PSP cases, including:

+ Assuming the responsibility to notify affected taxpayers when the
IRS becomes aware of a defunct PSP;

+ Providing enhanced disclosures on Form 2678 about the
consequences of using a PSP;'%’

+ Discontinuing the practice of changing the employer’s address to
that of the PSP unless there is clear authorization from the
employer;

Issuing a notice to taxpayers when making address changes;
Issuing duplicate collection notices to affected employers and the
PSP; and

+ Temporarily suspending collection of the accounts of affected
employers to provide them a sufficient opportunity to explore
payment alternatives.

Collection Due Process (CDP) Notices

1% Memorandum dated September 21, 2006, from Director, Collection Policy to Collection

Area Directors.

IRS Form 2678 has only limited instructions and no information about the ultimate
responsibility of employers if PSPs do not fulfill their contractual filing and payment
obligations.
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Taxpayers have the right to a Collection Due Process (CDP) hearing after
the IRS issues the first Notice of Federal Tax Lien (NFTL) on a delinquent
tax account and after the IRS issues its first notice of intent to levy but
before the actual levy of the taxpayer’s property.’®® The IRS is required to
notify taxpayers of the right to a CDP hearing by certified or registered
mail'® and when practicable is required to send a separate notice to each
spouse on a joint return.”'® Taxpayers generally have 30 days from the
date of the CDP notice to elect a hearing.""" If the taxpayer requests a
hearing after this period, but within one year of the CDP notice, the IRS
will generally grant the taxpayer an equivalent hearing; however, the
taxpayer generally does not have the right to judicial review and
suspension of collection actions.'? TAS representatives have been
working on a number of CDP issues through the IRS’s CDP Working
Group, a cross-functional group of CDP experts from the IRS Office of
Chief Counsel, Appeals, Collection, Automated Collection System, TAS,
and other IRS functions.

TAS has identified and is exploring with the CDP Working Group several
issues with respect to CDP notices. The first issue relates to how the IRS
interprets its obligation to send CDP notices to spouses or ex-spouses
liable on a joint return and living at separate addresses. While the law
requires the IRS to send these notices to each spouse or ex-spouse
“‘whenever practicable,” TAS found situations in which the IRS does not
send notices to one spouse even though the IRS is aware of the spouse’s

% rRC § 6320 grants taxpayers the right to a CDP hearing after the issuance of the first

NFTL on a delinquent tax period and IRC § 6330 grants taxpayers the right to a CDP
hearing after the issuance of the first notice of intent to levy on a tax period but before
the actual levy against the taxpayer’s property (with limited exceptions for jeopardy
levies and the collection of state tax refunds).
' |RC & 6320(a)(2) and 6330(a)(2).
"% The Internal Revenue Service Restructuring and Reform Act of 1998, Pub.L No. 105-
206 § 3201(d), 112 Stat. 685 provides: The Secretary of the Treasury shall, wherever
practicable, send any notice relating to a joint return under section 6013 [Joint returns
of income tax by husband and wife] of the IRC of 1986, separately to each individual
filing a joint return.
IRC § 6320(a)(3)(B) allows taxpayers 30 days after the expiration of the fifth day after
the NFTL has been filed to elect a CDP hearing. IRC § 6330(a)(3)(B) allows taxpayers
30 days from the date of the CDP notice to elect a CDP hearing.
Treas. Reg. §§ 301.6320-1(i) and 301.6330 —1(i). If the taxpayer raises certain issues
in the equivalent hearing, the taxpayer may have the right to a judicial review or
suspension of the collection action, based on the issue raised (e.g., spousal defenses
under § 6015).

11

112
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most recent address. ''® The business rules of the CDP notice generating
system do not allow for a CDP notice to issue when the spouse’s last
name does not match the name on the records of the SSA."* The IRS
notice system deems this an invalid TIN situation because the same SSN
is associated with two different last names."'® However, it is not unusual
for a person living apart from his or her spouse to revert to a maiden name
or change their name upon divorce without notifying the SSA. Instead of
failing to notify a taxpayer of CDP rights in this situation, the IRS should
require a manual review of the situation to determine whether the notice
should be sent. When the IRS encounters this situation, it should also
send a notice to remind taxpayers to change their name on the records of
the SSA.

Another problem involves inaccurate CDP notice dates that result from
printing backlogs. The backlogs can cause a taxpayer’s notice to have a
different response date than the copy of the notice sent to the taxpayer’s
representative (power of attorney (POA)). TAS received complaints from
POAs whose clients were denied CDP hearings because of untimely
requests, even though the POAs requested hearings within 30 days of the
response date on the letters they received. This situation occurs because
notices requiring certified mail receive priority for printing and when
printing backlogs develop, non-certified CDP notices (i.e., the copy that
goes to the POA) are printed days after the associated certified mailings.
The notice sent to the POA reflects a later response date, thereby leaving
the POA with the false impression that he or she has more time to request
a CDP hearing on behalf of the taxpayer than is actually the case. TAS
understands from IRS representatives that they may be able to resolve
this problem through a new consolidated printing initiative taking effect
July 1, 2007. TAS will continue to monitor this issue.

In past National Taxpayer Advocate’s ARCs, the National Taxpayer
Advocate recommended that IRS treat offers in compromise submitted in
a CDP hearing in the same manner as other offers. That s, all OICs of a
tax debt should go through IRS processing and review, so as not to create
two classes of offers.® At the CDP Working Group, TAS suggested that

"3 The Internal Revenue Service Restructuring and Reform Act of 1998, Pub.L. No. 105

206 § 3201(d), 112 Stat. 685.

IRS Request for Information Services (RIS) WDCA 101100A00.

Id.

National Taxpayer Advocate 2003 Annual Report to Congress 112. The National
Taxpayer Advocate has written copiously on the need for improvements in which the

114
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IRS develop a process similar to the one used in determining innocent
spouse relief under IRC § 6015 (in which the Appeals Officer requests that
Examination review the claim and make an initial determination, and then
the Appeals Officer makes the final determination on the claim). As a
direct result of the CDP Working Group discussion, the IRS is considering
new procedures for handling OICs within a CDP hearing.

Another issue under consideration by the CDP Working Group involves
the use of audit reconsideration procedures in CDP. Taxpayers have the
right under IRC § 6330(c)(2)(B) to raise the issue of the underlying liability
if they never received a statutory notice of deficiency or did not have an
opportunity to dispute the liability. Appeals has the discretion to consider
the underlying liability when taxpayers receive a statutor¥ notice of
deficiency or had the opportunity to dispute the liability.""” This review,
however, is conducted without regard to the appropriateness of the
collection action. For example, Appeals may issue a determination letter
stating that a levy is appropriate and afterwards refer the taxpayer to the
Examination function for audit reconsideration of the underlying liability.
Further, there are few guidelines as to when and how Appeals should
exercise this discretion. The National Taxpayer Advocate believes that it is
inappropriate to determine the appropriateness of the collection decision
until concerns about the accuracy of the underlying liability are
resolved.”® After much discussion of this issue within the CDP working
group, the IRS is currently considering a limited test of new

procedures that would allow audit reconsideration procedures to be used
more extensively in CDP cases where taxpayers are barred from obtaining
judicial review of the underlying liability.

Advocacy Initiatives — Chartered Collaboratively with the W&l
Operating Division

TAS is collaborating with the W&I operating division to address several
advocacy issues, including:

¢ Penalty Issues;
¢ The Injured Spouse Allocation Study; and

OIC program included the Centralized Offer Units. However, the failure of one
component of the program is not grounds for bypassing that component; rather, the
correct response is to improve the entire program.

"7 |RM 8.7.2.3.10(11) (Jan. 1. 20086).

"8 See discussion in National Taxpayer Advocate 2006 Annual Report to Congress 461.
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+ The IRS Oversight Board Measures Project — Amended Return
Processing Study.

Penalty Issues

TAS continues to address multiple advocacy issues with the IRS’s Office
of Penalties and Interest (OPI). Recently, TAS began receiving
complaints from taxpayers, practitioners, and LTAs about the IRS policy
requiring taxpayers to pay the underlying liability in full before the IRS will
consider the taxpayer’s claim for abatement of a failure to pay FTP penalty
for reasonable cause.’®

When a taxpayer does not pay the tax due on a return, the IRS assesses
the FTP penalty unless the taxpayer demonstrates the failure to pay was
due to reasonable cause and not willful neglect.®® However, the IRS
generally reciuires taxpayers to pay the tax in full before considering
abatement.’! This policy appears inconsistent with the IRC and Treasury
Regulations, which do not require full payment of the tax for consideration
of reasonable cause.'? The policy also imposes an economic burden on
taxpayers who cannot afford to pay the underlying tax due.'® TAS

" IRC § 6651(a)(2) provides that unless taxpayers demonstrate a reasonable cause for

their failure to pay the tax that is due there will be a penalty imposed on taxpayers for
failure to pay the amount shown on the return in the amount of 0.5 percent of the
amount of unpaid tax for each month that the amount remains unpaid up to a
maximum of 25 percent of the liability.

120 |RC § 6651(a)(2).

21 |IRM 20.2.1.3(2) provides:
Generally, the taxpayer must pay the tax due before the Service will abate a FTP
penalty for reasonable cause. The penalty continues to accrue until the tax is paid.
The taxpayer may have reasonable cause for some months, but not for others. A
correct determination cannot be made until after the tax is paid. An exception to
this rule is allowed for accounts in which the FTP penalty has reached the 25

122 percent maximum before the taxpayer's request for abatement.
Treas. Reg. § 301.6651-1(c)(1) provides:
Except as provided in subparagraphs (3) and (4) of this paragraph, a taxpayer who
wishes to avoid the addition to the tax for failure to file a tax return or pay tax must
make an affirmative showing of all facts alleged as a reasonable cause for his
failure to file such return or pay such tax on time in the form of a written statement
containing a declaration that it is made under penalties of perjury.

2% An exception to the IRS policy allows taxpayers to have their reasonable cause claim

determined if the penalty reaches the maximum 25 percent of the tax allowed by IRC
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proposed that OPI create an exception to its policy that would allow the
IRS to abate an FTP penalty based on reasonable cause for those
taxpayers who demonstrate an inability to pay the underlying tax. TAS will
continue to engage the IRS on penalty-related issues in FY 2008.

Injured Spouse Allocations Study

When a married couple files a joint return, the federal government is
authorized to offset the joint refund against a sole spouse’s liabilities,
including liabilities owed to the IRS, to other federal agencies (for non-tax
debts such as federally-guaranteed student loans), to state income tax
debts, or to child support debts.'** When a spouse’s refund is or will be
offset against a liability for which he or she was not obligated, that
spouse may file a request (Form 8379, Injured Spouse Allocation) with
the IRS to prevent the offset or return of the portion of the refund to which
the spouse is entitled. Taxpayers have experienced significant problems
with the injured spouse allocation process, particularly the length of time
it takes the IRS to issue an injured spouse’s refund.'®® To determine the
root causes of these problems, TAS and the W&l operating division
studied statistically representative samples of injured spouse allocation
requests in both TAS and W&I.'%®  The findings include:

+ Many taxpayers contact TAS after filing injured spouse allocation
requests because the stated processing time for Form 8379 often
falls outside the normal timeframes and can create an economic
burden;

+ The processing procedures for injured spouse allocations
sometimes lead to offsets even when the IRS acknowledges
receiving the allocation requests;

§ 6651(a)(2). However, this exception does little for taxpayers who want their
reasonable cause petition determined before the penalty accumulates to the statutory
maximum.
24 |RC § 6402; see also Rev. Rul. 84-171, 1984-2 C.B. 310.
125 TAS assisted 11,599 taxpayers in FY 2006 with problems concerning injured spouse
allocation issues. TAMIS, Injured Spouse Receipts, Primary Core Issue Code (PCIC)
340, FY 2006.
A sample of approximately 600 W&I cases and 600 TAS cases received during a 12-
month period from June 1, 2004, through May 31, 2005, was reviewed for at least 20
attributes.
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¢ The authority to resolve an injured spouse inquiry in the Accounts
Management toll-free telephone operation differs depending
upon whether the call is received at a campus or remote (field)
toll-free site; and

+ Taxpayers living in community property states have more of their
requests denied and make more inquiries for explanations of
allocation calculations.

The study group proposed and implemented recommendations to
overcome these and other issues. The group will develop further
recommendations for consideration throughout FY 2008, and will then
evaluate the effectiveness of the implemented recommendations.

IRS Oversight Board Measures Project — Amended Return
Processing Study

The IRS Oversight Board asked TAS to work with the IRS’s operating
divisions to identify systemic problems and develop outcome measures to
document progress toward reducing the problems. The Board suggested
using these measures to proactively identify emerging issues, ascertain
root causes, and explore possible solutions. TAS and the W&I operating
division mutually identified amended return processing delays as the first
target for these measures and established the following initial action plan.

TABLE I-17, TAS/W&I AMENDED RETURN ACTION PLAN PHASES

Phase Actions

I TAS will identify problems using TAMIS data and will
perform a statistically valid sample and provide W&l with
data regarding problem.

Il TAS and W&l will jointly conduct root cause analysis.

I TAS and W&I will take corrective actions.

[\ TAS will monitor case inventories for improvements.

Performing an independent analysis, TAS conducted PCIC 330 Amended
Return Study, which examined traditional amended return data from TAS’s
FY 2006 amended return case receipts. The TAS receipts are unique
because they isolated systemic problems that the taxpayer later requested
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TAS assistance to correct. TAS shared its draft findings with both W&I
leadership and the IRS Oversight Board. The report’'s recommendations
encompass multiple IRS functions, suggesting a holistic approach to the
resolution of problems facing taxpayers filing amended returns.

Simultaneous with TAS’s independent analysis of its cases, W&l
conducted a “Lean Six Sigma” analysis of the amended returns process
under Accounts Management.’?” A TAS representative participated in this
review. The W&l analysis identifies issues impacting all W&l amended
return workload, not just those cases that end up in TAS. TAS and W&
will now review the TAS independent analysis to determine if there are
additional issues, not addressed by the Six Sigma review, that cause
amended return cases in TAS.

TAS will continue to work with W&I to recommend relevant IRS outcome
measures and ways to monitor improvements. TAS will expand the pilot
project in FY 2008 to address issues with SB/SE and TE/GE and continue

to work with the operating divisions to develop further measures.

TAS RESEARCH INITIATIVES

The National Taxpayer Advocate is a strong advocate for the role of
theoretical, cognitive, and applied research in effective tax administration.
Accordingly TAS is sponsoring or participating in a number of research
initiatives. Taken as a whole, these initiatives demonstrate how research
can increase the effectiveness of both taxpayer service and enforcement
initiatives and aid the IRS in increasing voluntary compliance.

Following is a discussion of the research initiatives that TAS is sponsoring
or participating in for the remainder of FY 2007 and during FY 2008.

The Taxpayer Assistance Blueprint

Acknowledging the impact of taxpayer service on compliance, Congress
directed the IRS, in consultation with the IRS Owersight Board and the

27| ean is a time and value based process improvement philosophy designed to ensure

continuous flow and eliminate waste and non-value added activities. Six Sigma is a
business process improvement method that uses data and facts to produce bottom line
measurable results through reduction in process variation. IRS, What is LSSO,
http://win.web.irs.gov/LSSO/What_Is_LSSO.htm.
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National Taxpayer Advocate, to develop a five-year plan for taxpayer
service called the Taxpayer Assistance Blueprint (TAB).'?® The plan
includes long-term goals that are strategic and quantitative, and that
balance enforcement and service. TAS’s objective is to ensure that IRS
customer service plans are based on a thorough understanding of the
needs and preferences of our diverse taxpayer population.

The IRS presented a high-level description of the plan, the TAB 2
deliverable, to Congress in April 2007.'® TAS Research is working with
W&I Research and the IRS research community on an ongoing basis to
develop and implement a detailed five-year research plan for taxpayer
service.

Although the TAB report is complete, TAS has ongoing concerns
regarding the IRS’s continued commitment to providing face-to-face
services to taxpayers. TAS continues to work with the IRS in its analysis
of the Taxpayer Assistance Centers (TACs). As the IRS develops a plan
to evaluate all TACs and identify some of the 401 TACs for potential
closure or relocation, TAS will work to ensure that the IRS is using
accurate and complete data in its analysis and decision making process.
Further, TAS will continue its efforts to ensure that the IRS is providing
face-to-face service to all taxpayers who need it, and not simply moving
the delivery of taxpayer services to the Internet.

Taxpayer Advocacy Panel Study of Taxpayer Assistance Centers

TAS Research is collaborating with the Taxpayer Advocacy Panel and the
IRS Field Assistance Organization to conduct two different research
studies to determine why taxpayers visit IRS TACs, how satisfied
participants are with the services provided, and what services work well or
need improvement. The studies also attempt to identify services that
taxpayers need, but that are not currently available from the TACs. One
study collects input from taxpayers who actually visited a TAC, while the
other study captures insight from the IRS employees who help taxpayers
visiting the TACs.

Data analyses are underway and efforts will compare the responses from
both studies for consistency and insight. The TAP, with support from TAS

'28 3 Rep. No. 109-109, at 133-134 (2005).

129 IRS, 2007 Taxpayer Assistance Blueprint: Phase 2 (Apr. 2007).
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Research and IRS Field Assistance, will issue a report on the studies in
late 2007.

The “Tipping Point” Studies

TAS is sponsoring research conducted by the IRS Office of Program
Evaluation and Risk Analysis (OPERA) employing agent-based modeling
techniques to investigate alternative approaches for enhancing evaluation
of abusive schemes (such as abusive tax shelters and the slavery
reparations scheme) including evaluation of possible treatments. ™ This
modeling assists in determining factors that “tip” taxpayers into certain
behaviors affecting their interaction with the tax system.

Researchers at Carnegie Mellon University (CMU) are now also applying
agent-based modeling technology to a new application, the EITC
Certification process. CMU researchers are attempting to simulate the
certification trial conducted in Hartford, Connecticut, in 2004 and 2005.

Expanding the use of agent-based modeling from abusive tax schemes to
the area of EITC was initiated for two primary reasons. First, testing the
agent-based modeling technique on the Hartford certification trial will
demonstrate the possible application of this technology to other tax
compliance and education endeavors. Secondly, applying the model to
the Hartford certification trial provides a venue to test the validity of the
agent-based technology, since the results of the Hartford trial are already
known. Preliminary results show that the agent-based model reliably
described taxpayer filing behavior during the Hartford study.

Representatives from OPERA and TAS met with the CMU researchers in
April to review project status. CMU has built a preliminary simulation,
which still requires some refinements. In addition, CMU will develop
simulations for several hypothetical scenarios. These scenarios will help
predict how future communication, education, and outreach projects will

'3 The contractor is using a multi-agent network modeling package called Construct to

simulate taxpayer behavior in social networks. To begin a simulation, Construct
creates numerous "agents," each with its own internal program logic dictating its
behavior. Each agent represents an individual taxpayer or other entity, such as a
promoter seminar or IRS intervention strategy. During each time interval agents
interact with one another, exchanging information and making decisions (such as a
decision to participate in a scheme) based on their internal decision logic and new
information they acquire during the exchange.
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likely impact taxpayer behavior. The target date for completion of this
project phase is September 2007.

Verification of Fraud in the Questionable Refund Program

Once a taxpayer’s refund is identified as questionable, CI's Office of
Refund Crimes attempts to verify whether the refund claim is actually
fraudulent. This manual verification process may include contacting the
employer to determine whether the taxpayer actually worked for the
employer and accurately reported withholding amounts. TAS and Clhave
recently agreed to conduct a joint study to review the verification process.
This joint study will review a representative sample of cases from the 2007
filing season that the Office of Refund Crimes identified as fraudulent. If
the study shows a high error rate, TAS will work with Cl to explore ways to
improve the verification process.

The Impact of Representation on the Outcome of EITC Audits

Although the tax year 1999 EITC compliance study indicated a significant
proportion of EITC claimants have historically not been entitled to the
EITC,"™" the National Taxpayer Advocate believes that the study
overstated the rate at which taxpayers over-claimed the credit because it
relied exclusively on the outcome of EITC audits. Evidence suggests that
represented taxpayers fare considerably better than unrepresented (pro
se) taxpayers in resolving tax controversy disputes like those involving
EITC claims.”™? TAS therefore designed its own study to evaluate the
impact of representation on the ultimate outcome of EITC audits.

TAS Research used historic data for tax year 2002 EITC audit outcomes
to conduct the study, since tax year 2002 EITC audits are recent enough
to reflect the significant tax law changes affecting EITC, but generally
sufficient time has also elapsed for a final determination of the audit
outcome, including the effect of administrative appeals and subsequent
litigation.

¥R, Compliance Estimates for Earned Income Tax Credit Claimed on 1999 Returns

(Feb. 28, 2002).

32 ps reported by the National Taxpayer Advocate in her 2006 ARC, 22 percent of
represented taxpayers prevailed in cases decided between June 1, 2005 and May 31,
2006, while only 12 percent of pro se taxpayers prevailed. National Taxpayer
Advocate 2006 ARC, 555.
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The goal of the study is to determine if the presence of representation in
an EITC audit increases the likelihood of a favorable outcome at each
stage of the controversy process: examination, appeals, and litigation.

TAS research requested and received population data for tax year 2002
taxpayers who were audited, including taxpayers with representation, and
completed its analyses. TAS Research found that represented taxpayers
were twice as likely as their unrepresented counterparts to remain eligible
for EITC after audit and retained twice as much EITC. Additionally, the
data showed that representatives with more professional credentials
obtained better results than other less credentialed representatives. The
complete study findings were presented at the IRS Research Conference
in June 2007. A final report documenting research methodology and
results is targeted for completion in FY 2008.

The Cash Economy

TAS has initiated a joint effort with the SB/SE operating division to explore
alternatives for improving compliance in the “cash economy” portion of the
tax gap.’® The initial goal of the task force is to survey both internal and
external sources to identify ideas for improving compliance in this segment
of the economy. Team members reviewed studies from the following
sources:

TIGTA;

GAO;

The Joint Committee on Taxation (JCT);
TAS cases;

IRS research organizations;
Federal-state activity;

Academic research; and

3% The “tax gap” or “gross tax gap” is the gap between the amount of tax imposed by law

and the amount voluntarily and timely paid by taxpayers in a given year. We use the
term “cash economy” to mean payments for transactions that are not reported to the
IRS. For a similar definition of the cash economy, see Bridging the Tax Gap: Hearing
Before the Senate. Comm. on Finance, 108th Cong.2nd Sess 21 (July 21, 2004)
(statement of Professor Joseph L. Bankman defining the cash economy as “legal
business transactions conducted in cash (or checks) that are not subject to
withholding or third-party information... your gardener, the family that owns the
corner restaurant. Anyone that is getting cash or checks that is not subject to third-
party reporting.”).
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Foreign governments.

The team concluded its research for this project phase in April 2007 and
has begun work on a project report, including recommendations about the
most promising approaches for further study and development, for
submission to the National Taxpayer Advocate and the SB/SE Division
Commissioner in October 2007.

Federal Payment Levy Program Levies

The Taxpayer Relief Act of 1997 (TRA 97) authorized the IRS to issue
continuous levies for up to 15 percent of federal payments due to
taxpayers who have an unpaid federal tax liability. ** This process, known
as the FPLP, is an automated system that matches IRS records against
those of the government’s FMS to locate federal payment recipients who
have delinquent income tax debts.”® About 89 percent of these levies
involve Social Security payments to the elderly and disabled."®

In January 2002, the IRS began using an income filter to systemically
exclude from the FPLP those taxpayers with income below a specified
threshold. The filter was implemented at the request of the National
Taxpayer Advocate and was based on the amount of income reported on
the taxpayer’s last filed return (known as the Total Positive Income (TPI)
indicator).’® GAO concluded in a 2003 study that the TP criterion was an
inaccurate indicator of a taxpayer’s ability to pay his or her delinquent tax
debts.”™® In response, the IRS gradually phased out all TP filter levels,
and in January 2006 eliminated the filter altogether. As a result, TAS

¥ IRC § 6331(h)(2)(A). Payments subject to the FPLP include any federal payments

other than those for which eligibility is based on the income or assets of the
recipients.

The Financial Management Service is the Department of the Treasury agency that
processes payments for various federal agencies.

IRS, Wage & Investment Division, FPLP Monthly Counts FY 2006.

TPI is calculated by summing the positive values from the following income fields
from a taxpayer’s most recently filed individual tax return: wages, interest, dividends,
distribution from partnerships, small business corporations, estates, or trusts;
Schedule C net profits, Schedule F net profits, and other income such as Schedule D
profits and capital gains distributions. Losses reported for any of these values are
treated as zero.

General Accounting Office, GAO-03-356, Federal Payment Levy Program Measures,
Performance, and Equity Can Be Improved (Mar. 6, 2003).
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receipts of FPLP-related cases increased from 420 cases in FY 2004 to
4,147 cases in FY 2006."°

TAS and W&l Research are collaborating to study FPLP hardship and
non-hardship cases to determine whether a reliable filter can be
developed, using systemically available information, to identify taxpayers
who would experience a hardship if subjected to an FPLP levy. While the
study has the potential of creating a