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The National laxpayer Advocate gratefully dedicates this
report to the remarkable employees of
the Taxpayer Advocate Service,

who day in and day out serve America’s taxpayers.

Through their commitment to helping taxpayers,
they manage to do more with less.

Our tax system is better as a result of their efforts.
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Janet Altman Spragens
A fearless champion of the rights of low income taxpayers,
a sage mentor to many in the tax world, and a good friend.

In memoriam.




HONORABLE MEMBERS OF CONGRESS:

I respectfully submit for your review the National Taxpayer Advocate’s 2006 Annual
Report to Congress. This year’s report is in many ways a “Greatest Hits” version of past
reports in that many of the Most Serious Problems we identify or the legislative recom-
mendations we make were discussed in previous reports. But there are new wrinkles in
all of these subjects, if only because the problems they identify — such as the Alternative
Minimum Tax and the Tax Gap - become aggravated with the passage of time, when
not addressed early on. In addition, as in past years, we include a second volume that
contains two research studies — one on taxpayer needs and preferences for taxpayer ser-
vice and one on the factors that drive taxpayers into the hands of the Taxpayer Advocate
Service (the “Downstream Consequences” study). We believe that both of these studies
will lead to a better understanding of the problems taxpayers face in complying with
their tax obligations.

Toward a More Expansive Concept of Taxpayer Compliance

Traditional tax policy analysis suggests that the structure of taxation must meet three
criteria — equity, efficiency, and administrability. These criteria can apply just as well

to tax administration. In order to achieve maximum compliance with the tax laws, tax
administration must treat similarly situated persons in a similar fashion; it must not distort
taxpayers’ economic decisions; and it must be designed such that its processes and require-
ments do not place an inordinate burden on either taxpayers or the tax administrator.

In the real world, of course, the IRS must grapple with budget constraints, training,
hiring and attrition challenges, new tax legislation, archaic computer systems, and unex-
pected events like hurricanes and floods. The challenge for tax administration is to
balance all these competing priorities in a way that maximizes taxpayers’ voluntary com-
pliance while addressing truly asocial noncompliance. As a new Congress convenes and
IRS and Treasury prepare to respond to Congress’ focus on the tax gap, this challenge
will be front and center.

Over the last few years, the IRS has adopted the equation “Service + Enforcement =
Compliance” to indicate the need for a balanced approach to tax administration. While
I understand the importance of providing a succinct policy statement to taxpayers,
Congress, and IRS employees, I believe we need to consider a slightly different formula-
tion, and by not doing so, we risk losing the very balance we hope to achieve with the
equation.

In reality, there are three types of IRS actions - service, enforcement and compliance.
We all understand what activities constitute taxpayer service: filing returns, publish-
ing forms and guidance, answering tax law and account questions, conducting outreach
and education sessions. We also have a visceral understanding of what constitutes an
enforcement action: a levy on a taxpayer’s account, a garnishment of wages, a seizure
of a principal residence, a criminal investigation. But what about all the activities in
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between? Is a “math error” adjustment a taxpayer service or an enforcement action? If
the IRS corrects a taxpayer’s addition on a return, aren’t we really just informing the tax-
payer that he or she made an arithmetic or clerical error and that we’ve “fixed” it?

And what about audits of tax returns? Certainly, some examinations are predecessors

to “enforcement” actions, as where a taxpayer is running a cash business, or has partici-
pated in an abusive tax scheme, and is intentionally and knowingly underreporting his
or her income. Because of the taxpayer’s intent to underreport income, the examina-
tion turns into an investigation that likely will lead to some sort of enforced collection
action. But consider the taxpayer who has simply made an error based on an honest
misunderstanding of the law, or even a reasonable interpretation of an unclear statute
that just happens to differ from the IRS’s interpretation. Surely this taxpayer should not
be approached in the same manner as one who has intentionally “gamed” the tax laws.!

The IRS is more than a mere enforcement agency — much more. As our Study of
Taxpayer Needs, Preferences, and Willingness To Use IRS Services in Volume 2 of this
report demonstrates, taxpayers look to the IRS for assistance in many different forms,
from direct assistance to assisted self-help to assistance to stakeholders who in turn
assist taxpayers. And the IRS’s tax gap data show overwhelmingly that the vast major-
ity of U.S. taxpayers comply with their tax obligations in good faith.”? Most taxpayers
sit down every April to file and pay their taxes, voluntarily if not cheerfully. Employers
throughout the year withhold and pay over employment taxes, and then report wages
and non-employee compensation at year-end. These taxpayers expect — and I believe
they have the right to expect — that if they make a mistake that results in an audit or a
collection notice, their good faith efforts will be recognized and they will not be treated
as someone who intentionally and knowingly skirted the law - that is, someone who is
the subject of an enforcement action.

Thus, I suggest that the IRS begin to talk to taxpayers, its employees and Congress
about the “compliance” activity it undertakes, in addition to its taxpayer service and

1 Of course, even persons who intentionally attempt to game the tax laws are entitled to certain taxpayer

rights and protections. For example, the IRS recently announced a new policy under which its Office of
Appeals will send certain unagreed cases back to the examination function for further development. See
IRS Announcement 2006-100. The rationale for this decision was that the IRS does not develop cases as
fully for Appeals consideration as for litigation. This rationale demonstrates a fundamental flaw in the
way the IRS handles its cases. If the issues the IRS fails to develop fully before Appeals’ consideration are
material, then Appeals presumably cannot make proper decisions without more information. If the issues
the IRS fails to develop fully before Appeals’ consideration are not material, then there is no basis to create
a dramatic departure from Appeals” historic role as the final stop before taxpayers may litigate disputes
with the IRS in the Tax Court. The IRS justified this deviation on the ground that these taxpayers engaged
in “listed” transactions, but by effectively relegating administrative appeals to an intermediate step in the
examination process, the IRS both in perception and in reality undermines the right of all taxpayers to an
independent administrative appeal.

2 The voluntary compliance rate for all taxpayers is 83.7 percent. IRS Office of Research, Tax Gap Map for
Tax Year 2001 (Feb. 2006).
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enforcement actions.> These different categories of IRS action are not mere academic
distinctions. They influence how IRS employees view their roles and how these employ-
ees interact with taxpayers. Taxpayers, too, respond to different types of IRS actions

in different ways. If the IRS treats a taxpayer who has a “compliance” problem in the
same way as it treats a taxpayer who has an “enforcement” problem, we are likely to
alienate that taxpayer and not achieve the long-term voluntary compliance that should
be our goal. Moreover, we have violated one of the central tenets of tax administration
- treating similarly situated people alike and, by extension, not treating differently situ-
ated people the same.

It is true that my categorization does not lend itself to a neat equation. But neither
does human experience nor, most certainly, taxpayer behavior. The categories of
taxpayer service, compliance, and enforcement can be analogized to a three-legged stool
that is the tax system. Remove any one leg, and the stool becomes wobbly and falls.
By viewing IRS as an agency that only undertakes service and enforcement actions, we
hobble tax administration, undermine our goal of achieving maximum voluntary com-
pliance, and harm taxpayers.

Toward a More Transparent Tax Administration System

The primary theme of this year’s report, however, is transparency and the role it plays
in tax administration and tax compliance. According to my well-thumbed 1953 copy
of Webster’s New Collegiate Dictionary, the word “transparent” means “readily under-

» «

stood” and “clear,” “easily detected” or “perfectly evident.” Each of these definitions
has relevance to tax administration. For example, as discussed in the Most Serious
Problem on Transparency of the IRS, IRS public statements about its procedures, posi-
tions on tax law, and expectations of taxpayers (collectively, “guidance”) must be clear
and readily understandable. They should not be hidden from public view, absent
compelling law enforcement considerations. Moreover, given the National Taxpayer
Advocate’s statutory responsibility to ensure that taxpayer rights are protected, her
access to such information is paramount. It is disturbing, then, and unprecedented that
despite repeated requests to review randomly selected guidance provided by the Office
of Chief Counsel to IRS program heads, the National Taxpayer Advocate was denied
the ability to review this guidance and determine, on her own, whether taxpayers would
benefit from the publication - the making transparent — of that guidance.

But transparency in tax administration is a two-way street. Not only must the IRS be
transparent in its guidance to employees, in its official positions, and in its disclosure
of how it measures its own performance, but taxpayers also must be willing to engage
in transparent (perfectly evident) transactions. In our Most Serious Problem on the tax

This analysis is not unique. The IRS’s service center activities used to be organized into processing, ac-
counts, and compliance. See Most Serious Problem, Correspondence Delays, znfra. More recently, in the
course of an audit of the Taxpayer Advocate Service (TAS), the Government Accountability Office (GAO)
suggested that TAS align its case “issue codes” into three groups - service, compliance, and enforcement.
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gap, we note that a significant determinant of tax compliance is transparency.* By say-
ing this, we mean that certain tax administration tools — notably, information reporting
- have the virtue of making taxable transactions “transparent” or easily detected.

Transparency and the Annual Report to Congress

The National Taxpayer Advocate’s Annual Report to Congress serves to increase the
transparency of IRS operations. By design, we identify what we think are 20 of the most
serious problems facing taxpayers, describe those problems and the IRS processes or
policies that either cause or exacerbate them, and publish the IRS’s (unedited) response.
Finally, we make our own recommendations for mitigating the problems, including leg-
islative recommendations.

It is notable this year that, in addition to our being thwarted in one instance when
attempting to obtain information, the IRS has begun its response to seven of the 21
Most Serious Problems we identify by stating that it “disagrees” with our findings,

or otherwise dismisses them.’ These IRS responses are of concern because in every
instance we have carefully described the basis for our identifying these issues as prob-
lems, and provided copious, documented sources in support of our positions. The IRS,
in most of its responses to our concerns, has made declarative statements without citing
any sources that make it possible to verify those statements.

We also note an increased tendency to look for “efficient” approaches to tax administra-
tion (from the perspective of IRS resources) and a resistance to undertake analysis from
the taxpayer perspective. This approach is most notable in the series of Most Serious
Problems addressing IRS collection activities. These seven problems highlight the IRS’s
short-term perspective on compliance. Rather than intervening early with taxpayers and
making personal contact (which the IRS views as resource intensive), the IRS often waits
until taxpayers’ debts become so large that they warrant the (much more expensive)
intervention of IRS field collection personnel. The IRS’s solution to early interven-
tion is to relegate many of these taxpayers to the Private Debt Collection Initiative,
whereby the government (aka taxpayers) has the “privilege” of paying up to 25 percent
of any taxes collected to private collection agencies, even while estimates show that IRS
employees could perform the work far more efficiently, with a return on investment of
approximately 13:1. We ask, in this report, what business case exists for such an arrange-
ment, and conclude that there is none. As a result, we recommend that Congress repeal

4 See Most Serious Problem, Transparency of the IRS, infra.

5> These Most Serious Problems include Collection Issues of Low Income Taxpayers; Small Business Outreach; Cor-
respondence Examination; Disaster Response and Recovery; IRS Implementation of Math Error Authority Impairs
Taxpayer Rights; Limited English Proficient (LEP) Taxpayers: Language and Cultural Barriers to Tax Compliance;
and Concerns With the IRS Office of Appeals, in which the IRS response stated that the issues raised are nearly
identical to those in prior reports and “without any level of detail or documentation.”
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Internal Revenue Code section 6306 and terminate the Private Debt Collection initiative
once and for all.®

There are numerous other ways in which short-term vision impairs tax administration
and affects taxpayers. The existing budget procedures under which the IRS develops

its budget and Congress makes IRS funding decisions undercuts the IRS’s ability to
achieve maximum taxpayer compliance. As we discuss in detail in our Key Legislative
Recommendation, Revising Congressional Budget Procedures to Improve IRS Funding Decisions,
the current procedures treat the IRS as a classic government spending program and pit
the IRS dollar-for-dollar against many other federal programs for resources. We point
out, however, that the IRS is the Accounts Receivable Department of the federal govern-
ment, collecting $2.24 trillion a year on a budget of $10.6 billion - a 210:1 return on
investment. Studies show that each additional dollar appropriated for the IRS would
generate far more than a dollar in additional federal revenue, helping to close the tax
gap and reduce the federal deficit. Thus, we suggest a set of guidelines for making IRS
funding decisions that recognizes the IRS’s unique role as the revenue generator for the
federal government and seeks to maximize tax compliance, especially voluntary tax com-
pliance (with due regard for protecting taxpayer rights and minimizing taxpayer burden).

We also highlight several bright spots in tax administration this year. We are pleased to
report, as a status update, on the progress made by the IRS on its Questionable Refund
Program, which we designated as the second most serious problem facing taxpayers in last
year’s report.” The IRS has made significant strides in addressing our concerns about the
program, and even more commendably, has been forthright (transparent) in describing
both the improvements and the challenges ahead. These improvements are all the more
notable because the program had been defended for so long as one without problems.

Transparency and Taxpayer Service

Another bright spot in tax administration this year is the Taxpayer Assistance Blueprint
(TAB). Last year, we identified “Trends in Taxpayer Service” as the most serious prob-
lem affecting taxpayers. We recognized that the formation of the Taxpayer Assistance
Blueprint (TAB) team was an important first step in the IRS’s efforts to develop a long-
term strategy to meet taxpayer needs and preferences. Moreover, we committed to par-
ticipating in and working with the TAB team to develop this strategy.

Over the past year, the TAB has conducted numerous research studies designed to
understand taxpayer needs and preferences. We are pleased with the work the TAB is

®  We also note, in the Private Debt Collection arena, a stunning lack of transparency. The IRS has contractu-
ally agreed to let the private collection agencies determine whether their “operational plans” (akin to the
Internal Revenue Manual) will be released to the public, resulting in taxpayers not knowing what practices,
letters, or scripts the agencies will use. See Most Serious Problem, 7rue Costs and Benefits of Private Debt Collec-
tion, infra.

See Status Report, Major Improvements in the Questionable Refund Program and Some Continuing Concerns, infra;
see also National Taxpayer Advocate 2005 Annual Report to Congress 25-55 (Most Serious Problem: Crimi-
nal Investigation Refund Freezes).
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doing, and believe the IRS is in a much better place than it was last year in this area.
With the publication of the Taxpayer Assistance Blueprint, the IRS will make avail-
able its first strategic plan for delivering taxpayer service, one that is based on current
research and envisions further studies and refinements. In the following section and

in volume 2 of this report, we discuss both our perspective on the TAB and what we
have learned about taxpayer needs and preferences. It will be up to Congress and the
Administration to ensure that the important work of the Taxpayer Assistance Blueprint
is not ignored or short-changed. The IRS and the TAB must be allowed to adequately
analyze and understand the available research to develop an accurate picture of taxpayer
needs and preferences, and make recommendations for delivering taxpayer service that
are based on that research. Without the necessary transparency, taxpayers will not have
confidence that the tax administration system is meeting their needs.

Respectfully submitted,
Nina E. Olson

National Taxpayer Advocate
31 December 2006
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TAXPAYER ASSISTANCE BLUEPRINT:

THE NATIONAL TAKPAYER ADVOCATE'S PERSPECTIVE
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In September 2005, the IRS formed the Taxpayer Assistance Blueprint (TAB) team, with
employees from several IRS functions, including the Taxpayer Advocate Service (TAS),
in response to a congressional directive to develop a five-year plan for taxpayer service.!
The TAB delivered an initial report to Congress in April 2006,> and plans to release its
final report in early 2007. The critical portion of the upcoming report is the five-year
plan for how the IRS should provide taxpayer service. The following discussion pro-
vides a framework for understanding the work of the TAB and the challenges the IRS

faces in implementing this strategic plan.

In the 2005 Annual Report to Congress, the National Taxpayer Advocate noted that the
first step for developing a plan for taxpayer service is for the IRS to conduct a compre-
hensive study to determine what services different groups of taxpayers need, and how
they prefer to obtain those services.> Over the past year, the TAB conducted numerous
research studies designed to understand taxpayer needs and preferences. This research
forms the basis for the five-year plan for taxpayer service, but for the plan to succeed,
the IRS must first understand the definition of a taxpayer “need” and “preference.” We
believe that defining needs and preferences is a necessary step.*

Taxpayer Needs

Last year, the National Taxpayer Advocate recommended that the IRS “[e|ngage in a
detailed needs assessment, from the taxpayers’ perspective, as part of the IRS’ five-year
plan for taxpayer service.” Needs can be defined as the services taxpayers need to
comply with their tax obligations. While all taxpayers require some combination of
information and services, in order to comply with their tax obligations, needs will differ
from taxpayer to taxpayer according to their specific situations.

U H Rep. No. 109-307, at 209 (2005). The Senate Committee Report provides further detail on the content

of the five-year plan, directing the IRS to:
... undertake a comprehensive review of its current portfolio of taxpayer services and develop a 5-year
plan that outlines the services it should provide to improve services for taxpayers. This plan should
detail how it [IRS] plans to meet the service needs on a geographic basis (by State and major metropoli-
tan area), including any proposals to realign existing resources to improve taxpayer access to services,
and address how the plan will improve taxpayer service based on reliable data on taxpayer service needs.
As part of this review, the Committee strongly urges the IRS to use innovative approaches to taxpayer
services, such as virtual technology and mobile units. The IRS also should expand efforts to partner with
State and local governments and private entities to improve taxpayer services.

S. Rep. No. 109-109, at 133-34 (2005).
2 IRS, Taxpayer Assistance Blueprint: Phase I (April 16, 2006).
National Taxpayer Advocate 2005 Annual Report to Congress 10.

For a detailed discussion of taxpayer needs and preferences, including findings from several of the TAB
research studies, see National Taxpayer Advocate 2006 Annual Report To Congress vol IT at 1 (Study of
Taxpayer Needs, Preferences, and Willingness to Use IRS Services).

National Taxpayer Advocate 2005 Annual Report to Congress 24.
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When discussing taxpayer needs, two factors must be taken into consideration:

@ Is the product or service being delivered in such a way that the taxpayer can under-
stand and use the product or service to comply with his or her tax obligations; and

# Can the taxpayer obtain the needed product or service without experiencing an
unreasonable burden?

The IRS must structure service options so the service successfully meets the taxpayer’s
needs as delivered and allows the taxpayer to comply with his or her tax law obligations.
Burden can limit a taxpayer’s ability to use certain services, thereby impacting volun-
tary compliance, and the IRS must remain cognizant of the burden associated with
using certain IRS services. If the use of a needed service is too burdensome, the IRS is
not successfully meeting taxpayer needs. While needs differ according to taxpayer, all
taxpayers have a basic set of needs, and where the IRS is obligated to provide services,
taxpayers must be able to use these services conveniently and correctly.

In developing a five-year plan for taxpayer service and weighing various policy and bud-
get considerations, the IRS must decide what obligation it has to provide information
and services to taxpayers to meet their needs. There are a number of sources available
to meet taxpayer needs, including the IRS, volunteer organizations, and paid practitio-
ners. When deciding how to meet taxpayer needs in the future, the IRS must be sure it
is not shifting this responsibility from itself to volunteers and paid practitioners. While
volunteer groups and practitioners play an important role in the tax community, where
the IRS is the best source for providing information and services to meet taxpayer
needs, it should not shift that responsibility to outside groups over which it has little or
no control.

Taxpayer Preferences

In addition to understanding taxpayer needs, last year the National Taxpayer Advocate
also recommended that the IRS “[d]evelop an understanding of what taxpayers prefer....”°
Preferences can be defined as the methods or channels through which taxpayers choose to

obtain the services they need.

Taxpayer preferences are linked to their ability to use a certain channel. If taxpayers are
not willing to use a channel, they will likely not indicate a preference for it. Willingness
is driven by a number of issues, many of which are outside of the control of the IRS.
Taxpayers’ willingness to share personal data over the Internet or the phone, or to deal
with an IRS assistor over the phone or in person, can drive the channels they prefer to
use to get the service they need. Factors such as age, income, literacy, language skills,
and disability also influence preferences.” When analyzing taxpayer preferences, the IRS
must keep in mind the needs of certain taxpaying populations such as the elderly, low

®  National Taxpayer Advocate 2005 Annual Report to Congress 24.

7 See Most Serious Problem, Reasonable Accommodations for Taxpayers with Disabilities, infra; see also Most Seri-
ous Problem, Limited English Proficient (LEP) Taxpayers: Language And Cultural Barriers to Tax Compliance, infra.
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income, low literacy, limited English proficiency (LEP), and disabled. While the general
taxpayer population may have certain preferences for obtaining needed services, these
preferences may not hold true for all taxpayers. The IRS owes an obligation to provide
services in a manner that all taxpayers can access them, including those taxpayers whose
needs differ from the general population.

Use as an Indicator of Needs and Preferences

In defining taxpayer needs and preferences and analyzing the related research, it is
important to understand that use or nonuse of a service or channel is not an accurate
determinant of what taxpayers need or prefer. While use is one indicator that taxpayers
need and prefer the service or channel, it does not provide a complete picture, because
use is contingent on awareness. If a taxpayer is not aware of a service or channel, he or
she will not use it.

Use is also contingent on ability to use. If a taxpayer is aware of a service or channel,
but unable to make use of it (e.g., the taxpayer lives too far away, does not have Internet
access, or the service or channel is too burdensome), then the taxpayer will not use

the service or channel even though it is needed. Further, a taxpayer’s current use of a
service or channel does not indicate future need. A taxpayer may not currently visit a
Taxpayer Assistance Center (TAC) or walk-in site because he or she does not have any
outstanding tax issues. However, in the future, that same taxpayer may have a question
about a tax account and wish to visit the local TAC to resolve the issue.

In developing the five-year plan for taxpayer service, it is important to know the current
usage of IRS services and channels. These usage rates, however, must be considered in
context and should not be taken as indicators of taxpayer needs and preferences.

Five-Year Plan for Taxpayer Service

The main outcome of the TAB is the development of a five-year plan for taxpayer ser-
vice. The TAB conducted a large number of significant research studies which provide
the IRS with a wealth of previously unknown information. However, this research will
not be useful and the five-year plan will not be successful unless the TAB takes the time
to understand what the new data tells us. Additionally, in its report and the five-year
plan, the TAB must be sure to present all of the research, even where different studies
yield different results. Each research finding tells the IRS something new, and only by
examining all of the research can the IRS and Congress truly understand what taxpayers
need and develop a plan that best meets those needs.

The work of the TAB is just the first step in improving IRS delivery of taxpayer services.
As the delivery of taxpayer services changes, so will taxpayer needs and preferences.
Therefore, the IRS must continue to engage in meaningful research to understand these
evolving customer needs.
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In September 2006, the Department of Treasury Office of Tax Policy issued an aggres-
sive strategy for reducing the tax gap.® As part of the strategy, Treasury recognized that
taxpayer service plays an important role in compliance. One component of the tax gap
strategy is a multi-year commitment to research, including research on the impact of cus-
tomer service on compliance.” The strategy also recommends enhanced taxpayer service
as a way to help taxpayers avoid errors.!” The National Taxpayer Advocate commends
this approach. She notes that the research conducted during the TAB focused mainly
on taxpayer needs and preferences. The IRS needs to continue the efforts started

with the TAB and conduct follow-up research to examine the link between service and
compliance. Toward this end, the National Taxpayer Advocate has two commissioned
research studies, one exploring the causes of and influences on taxpayer behavior, and
one examining the role of return preparers and practitioners in taxpayer compliance (or
noncompliance). The National Taxpayer Advocate will publish these studies in 2007.

Department of Treasury, Office of Tax Policy, A Comprehensive Strategy for Reducing the Tax Gap (Sept. 26,
2006).

O Id at 12.
1074 at 14-15.
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MOST SERIOUS PROBLEMS

ENCOUNTERED BY TAXPAYERS

INTRODUCTION: THE MOST SERIOUS PROBLEMS ENCOUNTERED BY TAXPAYERS

The Internal Revenue Code (IRC) requires the Annual Report to Congress to discuss at
least 20 of the most serious problems encountered by taxpayers each year.! This year,
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the National Taxpayer Advocate has identified, analyzed, and provided recommenda-
tions for resolving 21 of these problems. The report also includes a status update on an
issue discussed in the 2005 Annual Report - the IRS’s Questionable Refund Program,
operated by the Criminal Investigation (CI) division.? While this issue remains an area

of concern, the National Taxpayer Advocate believes the IRS has significantly improved
the program, and thus we provide a status report on both the work accomplished and
the challenges ahead as IRS continues to address the problems we identified.

Consistent with the statutory requirement, we note that this report contains discussions
of at least 20 of the most serious problems encountered by taxpayers — but not necessarily
the top 20 most serious problems. That is by design. First, there is no objective way

to determine the 20 most serious problems. We use a methodology (described immedi-
ately below) that assists us in compiling our list, but it is inherently subjective in many
respects. Second, and more significant, simply listing the top 20 problems would require
us to repeat large sections of the report from year to year. In a tax system in which
nearly 100,000 IRS employees collect more than $2 trillion dollars each year from about
135 million individual income tax filers® (not to mention corporate and other taxpayers),
there are many glitches that inevitably occur and require attention. By providing flexibil-
ity in selecting topics for the report, the statute allows the National Taxpayer Advocate to
select topics with an eye toward resolving problems rather than merely listing them.

Methodology of the Most Serious Problem List

TAS considers a number of factors in identifying, evaluating, and ranking the most seri-
ous taxpayer problems. The 21 issues discussed in this section of the Annual Report
were ranked according to the following criteria:

& Impact on taxpayer rights;
# Number of taxpayers affected;
¢ Interest to the National Taxpayer Advocate, Congress, and other external stakeholders;

# Barriers these problems present to tax law compliance, including cost, time, and
burden;

# The revenue impact of noncompliance; and

¢ TAS management information data.

1 IRC § 7803(c)2)(B)(ii)(I1D).
2 National Taxpayer Advocate 2005 Annual Report to Congress 25-55.
3 IRS, 2005 Data Book, Tables 1 and 3
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Taxpayer Advocate Management Information System (TAMIS) List

The most serious problems reflect not only the mandates of Congress and the Internal
Revenue Code, but TAS’s integrated approach to advocacy - using individual taxpayer
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cases as a method of detecting trends and identifying systemic taxpayer problems. TAS
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tracks individual taxpayer cases on the Taxpayer Advocate Management Information
System (TAMIS). The top 25 case issues, which are listed in Appendix 1, reflect TAMIS
receipts based on taxpayer contacts from October 1, 2005 through September 30, 2006.

IRS Responses

TAS provides the IRS operating divisions and functional units with the opportunity
to comment on and respond to the problems described in each year’s report. These
responses appear, unedited, under the heading “IRS Comments,” followed by the
National Taxpayer Advocate’s own comments and recommendations.

2 MOST SERIOUS PROBLEMS ENCOUNTERED BY TAXPAYERS



ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS TOPIC #1

PROBLEM
TOPIC #1

ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS

The most serious problem facing taxpayers today is the complexity of the Internal
Revenue Code. In this report, we are choosing to shine our primary spotlight on the
poster child for tax-law complexity - the Alternative Minimum Tax for individuals
(AMT).

The AMT is a parallel and complex tax structure that is imposed on top of the regular
tax structure. While the AMT was originally designed to prevent wealthy taxpayers from
escaping tax liability through the use of tax-avoidance transactions, it now affects large
groups of middle-class taxpayers with no tax-avoidance motives at all.

Significantly, most of the significant tax loopholes that enabled taxpayers to escape

tax at the time the AMT was written have long since been closed. Today, the AMT is
left to punish taxpayers for engaging in such “classic tax-avoidance behavior” as having
children or living in a high-tax state. In the first instance, the AMT disallows the per-
sonal exemptions that parents are allowed to claim under the regular tax rules to reflect
the additional costs they incur in raising children. In the second instance, the AMT
disallows the deduction for the payment of state and local income, sales, and property
taxes that taxpayers are allowed to claim under the regular tax rules to reduce “double
taxation” at the federal and state levels on the same income. This, in essence, is today’s
AMT.

The AMT is ensnaring an ever-growing number of taxpayers because the amount of
income exempt from the AMT (the AMT “exemption amount”) is not indexed for infla-
tion. When Congress first enacted a minimum tax in 1969, the exemption amount

was $30,000 for all taxpayers. If that amount had been indexed, it would be equal to
about $165,000 today.! Instead, the exemption amount, after a temporary increase

that will expire after 2006, is $45,000 for married taxpayers and $33,750 for most other
taxpayers.” As a result, it is now projected that in 2010, 32.4 million individual tax-
payers — or 34 percent of individual filers who pay income tax — will be subject to the

Department of Labor, Bureau of Labor Statistics, Consumer Price Index — All Urban Consumers (CPI-U) (as

of Oct. 31, 2006). Congress acted after hearing testimony that 155 taxpayers with adjusted gross incomes
above $200,000 had paid no federal income tax for the 1966 tax year. See The 1969 Economic Report of the
President: Hearings before the Joint Economic Comm., 91st Cong., pt. 1, p. 46 (1969) (statement of Joseph W.
Barr, Secretary of the Treasury). The consumer price index has increased more than six fold since 1966,

so the kinds of taxpayers who caught Congress’ attention back then would be making about $1.25 million
today. See Department of Labor, Bureau of Labor Statistics, Consumer Price Index — All Urban Consumers
(CPL-U) (as of Oct. 31, 2006). Yet the AMT today is not primarily affecting taxpayers with incomes over
$1.25 million. By 2010, it has been estimated that 82 percent of all taxpayers affected by the AMT will
have incomes under $200,000 - and 36 percent will have incomes under $100,000. See Greg Leiserson &
Jeffrey Rohaly, The Individual Alternative Minimum Tax: Historical Data and Projections updated November 2006
(Nov. 1, 2006) (available on the Urban Institute-Brookings Institution Tax Policy Center website at www.
taxpolicycenter.org and published in Tax Notes Today, accessible at 2006 TNT 219-50) [hereinafter “Urban
Institute/Brookings Institution Tax Policy Center”], table 5.

2 IRC § 55(d).
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ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS TOPIC #1

AMT.? Among the categories of taxpayers hardest hit, 89 percent of married couples
with adjusted gross income (AGI) between $75,000 and $100,000 and with two or more
children will owe AMT.*

)
=]
ek
—
ea
o
o=
o

The burden that the AMT imposes is substantial. In dollar terms, it is estimated that
the average AMT taxpayer will owe an additional $6,782 in tax in 2006.° In terms of
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complexity and time, taxpayers often must complete a 16-line worksheet,® read nine
pages of instructions,” and complete a 55-line form® simply to determine whether they
are subject to the AMT. Thus, it is hardly surprising that 77 percent of AMT taxpayers

hire practitioners to prepare their returns.’

Perhaps most disturbingly, it is often very difficult for taxpayers to determine in advance
whether they will be hit by the AMT. As a result, many taxpayers are unaware that the
AMT applies to them until they receive a notice from the IRS, and some discover they
have AMT liabilities that they did not anticipate and cannot pay. To make matters
worse, the difficulty of projecting AMT tax liability in advance makes it challenging for
taxpayers to compute and make required estimated tax payments, which often results in
these taxpayers being subject to penalties.

The following two examples illustrate the impact of the AMT on individual taxpayers:

o A mother of five earned $57,000 in 2005. She is seeking a legal separation from
her husband and lived apart from him during the final months of the year and thus
claimed “married filing separately” filing status. Because she was entitled to claim
the children as her dependents and claim the child tax credit, she had no tax liabil-
ity under the regular tax rules. She therefore did not have any tax withheld from
her paychecks. When she prepared her tax return, however, she discovered that she
had a tax liability of $2,380 due to the AMT. Because of the AMT tax liability, she
also owed a penalty for failure to pay estimated tax in the amount of $95.

& A taxpayer filed a joint return claiming two dependent children for 2005. The
taxpayer had an adjusted gross income (AGI) of $190,000 and paid state income
and property taxes totaling $28,000. The taxpayer had 90 percent of his regular
tax liability withheld from his paycheck. When the taxpayer prepared his return,
he discovered that he had an additional tax liability of $5,042 due to the AMT.

Urban Institute/Brookings Institution Tax Policy Center, tables 1 & 3. The AMT projections made by the
Urban Institute/Brookings Institution Tax Policy Center are the most detailed available. In the past, we
have compared its projections with projections made by the Department of the Treasury’s Office of Tax
Analysis and the Joint Committee on Taxation, and the disparities have been minor.

Urban Institute/Brookings Institution Tax Policy Center, table 3.

Urban Institute/Brookings Institution Tax Policy Center, table 4.

® IRS Form 1040, Individual Income Tax Return, Instructions at 39 (2006).

IRS Form 6251, Alternative Minimum Tax - Individuals, Instructions (2006).

IRS Form 6251, Alternative Minimum Tax - Individuals, Instructions (2006).

% IRS Compliance Data Warehouse, Individual Returns Transaction File (IRTF), Tax Year 2004.
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Because of the additional AMT tax liability, he also owed a penalty for failure to
pay estimated tax in the amount of $202.

Thus, while the concept of a minimum tax is not unreasonable, the AMT as currently
structured has morphed into something that was never intended: it is hitting taxpayers
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it was never intended to hit because its exemption amount has not been indexed for
inflation; it is penalizing taxpayers for such non-tax-driven behavior as having children
or choosing to live in a state that happens to impose high taxes; it is taking large num-
bers of taxpayers by surprise — and subjecting them to penalties to boot; it is imposing
onerous compliance burdens; it is altering the distribution of the tax burden that exists
under the regular tax system; it is changing the tax incentives built into the regular tax
system; and it is neutralizing the effects of changes to tax rates imposed under the regu-
lar tax system.

RECOMMENDATION

To be viewed as fair, a tax system must be transparent. Yet the complexity of the AMT
is such that many if not most taxpayers who owe the AMT do not realize it until they
prepare their returns. It adds insult to injury when many of these taxpayers discover
that they also owe a penalty for failure to pay sufficient estimated tax because they did
not factor in the AMT when they computed their withholding exemptions or estimated
tax payments. Taxpayers subjected to this treatment may wonder whether their gov-
ernment has dealt fairly with them. To say the least, “gotcha” taxation is not good for
taxpayers or the tax system.

The National Taxpayer Advocate recommends that Congress repeal the provisions of the
Internal Revenue Code that pertain to the Alternative Minimum Tax for individuals.!

The National Taxpayer Advocate previously designated the AMT as the
most serious problem facing taxpayers in her 2003 report to Congress,!!
and she recommended in both her 2001 and 2004 reports that the AMT

be repealed.’? She also has recommended repeal of the AMT in several
appearances before Congress, including at a hearing of a Senate Finance
subcommittee that specifically focused on the AMT.”* For a comprehensive
discussion of the AMT and the National Taxpayer Advocate’s concerns, see
her testimony and previous reports (available at http://www.irs.gov/advo-
cate).

10" A5 2 matter of fairness, the repeal of the AMT would require that Congress address the treatment of unused
prior-year minimum tax credits, perhaps simply by retaining § 53 of the Code.

1" National Taxpayer Advocate 2003 Annual Report to Congress 5-19.

12’ National Taxpayer Advocate 2004 Annual Report to Congress 383-385; National Taxpayer Advocate 2001
Annual Report to Congress 166-177.

13 Blowing the Cover on the Stealth Tax: Exposing the Individual AMT: Hearing Before the Subcomm. On Taxation and
IRS Owersight of the Senate Comm. On Finance (2005).
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PROBLEM
TOPIC #2 THE TAX GAP

The federal tax gap is one of the most serious problems facing taxpayers today, and it is
one of the top two most serious problems facing tax administration.!

]
S
——
s
gl |
D o

(—]
o =
—
=

It’s easy to see why the tax gap is a problem for tax administration. According to the
results of the IRS National Research Program study of 2001 tax returns, the government

is failing to collect $290 billion of tax revenue that is due each year.?

But the tax gap is also a serious problem for the vast majority of compliant taxpayers
who pay their taxes willingly and honestly every year. If we divide the estimated $290
billion net tax gap by the roughly 130 million individual income tax returns filed, we
can see that each return was effectively assessed a “surtax” of more than $2,200 to sub-
sidize noncompliance by others. That’s an extraordinary burden to expect the average
taxpayer to bear. Nobody likes to feel like a “tax chump.” If we do not manage to close
the tax gap, particularly with all the attention the subject has been receiving of late, we
run a real risk that our compliant taxpayers will become less compliant over time.

The tax gap data show that the most significant determinant of tax compliance is trans-
parency. Where payments of income are reported to the IRS (e.g., on a Form W-2,
Employee’s Wage and Earnings Statement, a Form 1099, U.S. Information Return, or a
Schedule K-1, Partner’s Share of Income, Deductions, Credits, etc.), compliance is gen-
erally 95 percent or higher.> Where payments of income are not reported to the IRS,
compliance plummets to below 50 percent. IRS data indicate that 99 percent of income
earned by wage earners is reported on a tax return, yet only about 43 percent of income

earned by self-employed persons is reported.*
The National Taxpayer Advocate has long advocated three broad strategies to close the
tax gap:
¢ Fundamental tax simplification, with an emphasis on making economic transac-
tions more transparent;

# Expanded third-party information reporting and, in certain situations, tax withhold-
ing on non-wage income; and

¢ Improved IRS compliance initiatives that appropriately balance taxpayer service
and enforcement.

! The National Taxpayer Advocate believes that the most serious problem facing both taxpayers and the IRS

is the complexity of the Internal Revenue Code. See Most Serious Problem, The Alternative Minimum Tax
For Individuals, supra; National Taxpayer Advocate 2004 Annual Report to Congress 2-7 (designating the
complexity of the Internal Revenue Code as the most serious problem facing taxpayers and the IRS alike).

See IRS News Release, IRS Updates Tax Gap Estimates (Feb. 14, 2006). In fact, the IRS acknowledges the
actual tax gap is larger. For example, the study did not even venture a guess as to the amount of illegal
source income that goes unreported and on which taxes are not paid.

See IRS News Release, IRS Updates Tax Gap Estimates (Feb. 14, 2006) (accompanying charts).
4
Id.

] MOST SERIOUS PROBLEMS ENCOUNTERED BY TAXPAYERS

3




THE TAX GAP TOPIC #2

The National Taxpayer Advocate has discussed the tax gap in considerable detail in her

annual reports to Congress® and in testimony at congressional hearings on the tax gap

over the past 212 years.®
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This year, we emphasize three issues that we think warrant particular attention:

# Improving taxpayer service to meet the needs of our nation’s taxpayers;

# Ensuring that the IRS’s stepped-up enforcement activity proceeds successfully and
without violating taxpayer rights; and

# Revising the federal budget process to ensure that decisions about IRS funding are
made in a way designed to maximize compliance with the tax laws, especially vol-
untary compliance, thereby leading to a reduction in the tax gap and an increase in
overall federal revenue.

The first two issues flow from the IRS’s strategic formula: “Service + Enforcement =
Compliance.” Although this formula is rather light on specifics, it reflects the indisput-
able premise that service and enforcement both play an important role in maximizing
compliance with our nation’s tax laws. The IRS views service as including such activities
as publicizing the requirement to file tax returns and pay taxes, publishing tax forms
and explanatory guidance, answering taxpayers’ tax-law questions and even preparing

tax returns, and assisting taxpayers who need other help in complying. The IRS views
enforcement as including such activities as verifying compliance on the part of taxpay-
ers, reaching determinations about a taxpayer’s correct tax liability if different from what
the taxpayer reported, litigating against taxpayers where disputed issues arise, and taking
actions to collect unpaid tax.

Where successful, taxpayer service is to be preferred to enforcement for at least two
important reasons. First, it is much better for our civic culture when taxpayers report
their income and pay their taxes voluntarily. Second, at a more practical level, the IRS

3 National Taxpayer Advocate 2005 Annual Report to Congress 55-75 (discussing the cash economy) and

381-396 (making legislative proposals to improve compliance in the cash economy); National Taxpayer
Advocate 2004 Annual Report to Congress 211-263 (discussing IRS examination strategy, IRS collection
strategy, and the application of the Federal Payment Levy Program to noncompliant federal contractors)
and 478-489 (making legislative recommendations to combat the tax gap, which includes a chart identifying
and commenting on 24 options); National Taxpayer Advocate 2003 Annual Report to Congress 20-25 (dis-
cussing noncompliance by self-employed taxpayers) and 256-269 (proposing tax withholding on non-wage
workers, a position the National Taxpayer Advocate subsequently modified in her 2005 report cited above
in this footnote).

The National Taxpayer Advocate has testified at the following Senate hearings focused on the federal tax
gap: Senate Homeland Security and Governmental Affairs Subcommittee on Federal Financial Manage-
ment, Government Information, and International Security (Sept. 26, 2006); Senate Finance Subcommit-
tee on Taxation and IRS Oversight (Jul. 26, 2006); Senate Budget Committee (February 15, 2006); Senate
Homeland Security and Governmental Affairs Subcommittee on Federal Financial Management, Govern-
ment Information, and International Security (Oct. 26, 2005) (written statement only); Senate Finance
Committee (April 14, 2005); Senate Finance Committee (July 21, 2004).

See IRS Strategic Plan 2005-2009. In the Preface to this report, the National Taxpayer Advocate discusses an
alternative way to view IRS programs based on taxpayer behavior.
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THE TAX GAP TOPIC #2

lacks the resources to close the tax gap through audits alone. The examination rate
is currently less than one percent, and the majority of examinations are limited-scope
examinations conducted by mail.> Even if we were somehow able to double the exami-
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nation rate, more than 98 percent of taxpayers would not be examined each year. So
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we need to focus on maximizing voluntary compliance by simplifying the tax laws and
improving IRS outreach and education efforts, while reserving targeted enforcement

actions to combat clear abuses and send a message to all taxpayers that noncompliance

has consequences.’

With regard to taxpayer service, the Senate Appropriations Committee report accom-
panying the FY 2006 IRS funding bill expressed concern that the IRS was not giving
adequate emphasis to taxpayer service, and it directed the IRS, its Oversight Board, and
the National Taxpayer Advocate to develop a five-year plan for taxpayer service that
includes long-term goals that are strategic and quantitative and that balance enforce-
ment and service.!® Over the past year, my office has worked very closely with the

IRS in developing a taxpayer service strategic plan, and I believe the undertaking has
substantially advanced IRS’s understanding of taxpayer needs and taxpayer preferences.
There is a discussion of this project, known as the Taxpayer Assistance Blueprint, or the
“TAB,” immediately following the Preface to this report.

With regard to IRS’s stepped-up enforcement activity over the past few years, we are
beginning to see signs that taxpayer rights are not being protected as well as they have
been in recent years, particularly in the collection process. Perhaps this is almost
inevitable when enforcement is ramped up quickly and pressure is applied to program
managers to show results, but we believe it is important to highlight our concerns and
for the IRS to take our concerns seriously to avoid the risk that the enforcement over-
zealousness which plagued the agency in the mid-1990s will recur. In this section of the
Annual Report to Congress, where we list at least 20 of the most serious problems facing
taxpayers, fully seven relate to IRS collection practices.

The National Taxpayer Advocate believes strongly that the tax gap cannot and should
not be closed by ramping up enforcement activities too quickly or by pressuring IRS
examination and collection personnel to hit revenue targets either directly or indirectly
through shorter cycle times. Increasing the number of enforcement personnel too
quickly would require the IRS to divert experienced personnel from revenue-producing
priority work to train new employees. Moreover, new hires generally have lower pro-
ductivity rates and require significantly closer supervision than experienced employees
to ensure they do not take incorrect actions, including actions that impair or violate

8 IRS, 2005 Data Book, Table 10, at 19. The IRS also proposes adjustments using math-error authority and its
automated under-reporter (AUR) and automated substitute for return (ASFR) programs.

® For research purposes, we believe it is important to study inadvertent errors as well as deliberate misreport-

ing. Knowledge about inadvertent errors can be used to clarify ambiguous laws or administrative guidance
to help improve compliance.

105, Rep. No. 109-109, at 133-134 (2005).
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taxpayer rights. Similarly, revenue targets would inevitably lead to taxpayer rights viola-
tions by providing an incentive for enforcement personnel to maximize revenue. That
is inconsistent with the IRS’s mission, as the government’s tax administrator, to achieve
the correct tax result in each case.
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As a counterpart to the five-year strategic plan the IRS has developed for taxpayer ser-

vice, the National Taxpayer Advocate recommends that the IRS, in conjunction with
the Advocate and the IRS Oversight Board, develop a five-year strategic plan for tax law
enforcement that includes long-term goals that are strategic and quantitative in nature
(e.g., an increase in the voluntary compliance rate) and that balances enforcement and
taxpayer service, including the protection of taxpayer rights. The IRS Strategic Plan
2005-2009, a blueprint the IRS published in 2004, contains some relevant objectives,
but a revised plan focused specifically on enforcement, and developed using the results
of newer research studies, could help the IRS optimize its allocation of resources to
improve compliance.

Finally, with regard to IRS funding, we encourage Congress to re-evaluate the proce-
dures by which IRS funding decisions are made. Under current procedures, the IRS

is treated as just another federal spending program, without any clear mechanism for
recognizing the revenue that the IRS brings in. Inasmuch as the IRS brings in almost
all federal revenue (more than $2 trillion), these procedures are illogical. The appropri-
ate congressional committees should consider creating a separate process to make IRS
funding decisions that gives priority consideration to maximizing tax compliance, partic-
ularly voluntary compliance. To illustrate the shortcoming with the present procedures,
assume that an additional $2 billion spent on the IRS would generate an additional $8
billion in federal revenue. It would seem a “no-brainer” that this expenditure should
be made, yet it often cannot be made under the existing rules because Congress sets
hard spending caps at the beginning of the budget process, and each dollar spent on
the IRS leaves one less dollar available for other programs. In the Key Legislative
Recommendations section of this report, we offer a general proposal to improve the
budget decision-making process.

In sum, we are pleased that Congress is showing increased interest in closing the federal
tax gap. We continue to believe that tax simplification and expanded third-party infor-
mation reporting are central to that effort. At the IRS level, we believe that a vigorous
compliance program that appropriately balances taxpayer service and enforcement

with due regard for taxpayer rights can produce better results; and we believe Congress
should revise its budget procedures to take into account IRS’s unique role as the rev-
enue generator of the federal government when making IRS funding decisions.
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PROBLEM
TOPIC #3 TRANSPARENCY OF THE IRS

RESPONSIBLE OFFICIALS
Kevin M. Brown, Deputy Commissioner, Services and Enforcement
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Kathy K. Petronchak, Commissioner, Small Business/Self-Employed Division

Richard J. Morgante, Commissioner, Wage and Investment Division

Deborah M. Nolan, Commissioner, Large and Mid-Size Business Division
Steven T. Miller, Commissioner, Tax Exempt and Government Entities
Sarah Hall Ingram, Chief, Appeals

Nancy J. Jardini, Chief, Criminal Investigation

Donald L. Korb, Chief Counsel

Mark J. Mazur, Director, Research, Analysis and Statistics

DEFINITION OF THE PROBLEM

Like all federal agencies, the IRS is required by law to make certain procedures and
guidance available to the public (z.e., it is required to be transparent).! Although

the IRS makes a significant amount of information available to the public, TAS has
received complaints that the IRS is not fully complying with this requirement. We have
determined that such complaints have merit, and although the IRS has taken steps to
improve its transparency in recent years, we believe the IRS’s lack of transparency is a
serious problem.? The IRS’s failure to consistently and promptly publish certain proce-
dures and guidance deprives the IRS of valuable feedback that it could use to improve
the procedures and guidance. It also deprives taxpayers and their representatives of
information that is vitally important in resolving tax problems and disputes.

For example, since November 2004, the specialized group of IRS employees that is
supposed to evaluate all offers to compromise tax debts based on “equity and public
policy” considerations has been using unpublished guidance to determine whether to
accept such offers.’> As a result, some taxpayers who would be eligible for an offer may
not have bothered to apply because they did not know they would qualify. The IRS
employees who screened the offers that taxpayers did submit may not have referred
them to the specialized group because the employees did not know the taxpayers would
qualify either. Since taxpayers did not know what facts the IRS would consider, they
most probably did not emphasize (in their offer packages) the facts that the IRS consid-
ers most important. Thus, the IRS is more likely to have rejected such offers. Further,

! See generally, 5 U.S.C.A. § 552.
Even TAS itself has recognized the need to improve its procedures for complying with these requirements.

3 s/ SE, Collection Policy, Non-Hardship ETA (first circulated in October or November 2004); SB/SE,
Collection Policy, Offers In Compromise, Additional Guidance Regarding the Use of “Non-Hardship” Effective Tax
Administration OICs (first circulated in September 2005). As of October 11, 2006, SB/SE’s guidance had
not been signed, widely distributed beyond the specialized group, or made available to the public.
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the IRS has not had the opportunity to receive input from the public that would be
helpful in refining its guidance.
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ANALYSIS OF THE PROBLEM

Freedom of Information Act (FOIA)
In addition to certain items that the Freedom of Information Act (FOIA) requires the

IRS to release upon request or publish in the Federal Register, the law requires the IRS
to make available to the public all “administrative staff manuals and instructions to staff
that affect a member of the public” unless an exemption applies.*

Such exemptions generally protect against disclosure that would harm important inter-
ests, such as national security, individual privacy, proprietary business interests, and the
functioning of government.’ For example, certain inter-agency or intra-agency memo-
randa or letters may be exempt from disclosure to encourage frank discussions between
IRS officials. Information used for law enforcement purposes, such as a tolerance level
(i.e., a level of noncompliance that the IRS will not pursue), is exempt to prevent tax-
payers from using such information to evade detection or abuse the system.® But, if
disclosure would not harm other important interests, there are good reasons for the IRS
to make its instructions to staff available to the public.

Benefits of Transparency

Transparency Promotes Better Decisions

The government often uses disclosure (i.c., transparency) to promote reasonable behavior
by taxpayers and practitioners. For example, “reportable transaction” rules require tax-
payers to disclose potentially abusive transactions to the IRS.” One rationale for these
rules is that such transparency may prompt taxpayers to avoid taking unreasonable posi-

4 See 5 US.C.A. § 552(a)(2)(C). The IRS is also supposed to make available all: (1) Final opinions made in
the adjudication of cases; (2) Statements of policy and interpretations adopted by the IRS; (3) Copies of all
records, which have been released under FOIA upon request, that the agency determines have become or
are likely to become the subject of subsequent requests; and (4) An index of all such records. /4. However,
this discussion focuses primarily on “instructions to staff.”

See generally, 5 U.S.C.A. § 552(b). The IRS is not required to disclose: (1) Matters related solely to internal
personnel rules and practices; (2) Matters specifically required to be withheld pursuant to a statute other
than FOIA; (3) Trade secrets or other confidential commercial or financial information; (4) Inter-agency

or intra-agency memoranda or letters that would not be available by law to a private party in litigation; (4)
Personnel, medical files, and similar files the disclosure of which would constitute a clearly unwarranted in-
vasion of personal privacy; and (5) Certain records or information compiled for law enforcement purposes.
Other exemptions, which rarely apply to the IRS, include: (1) Certain matters specifically authorized by an
Executive Order to be kept secret in the interest of national defense or foreign policy; (2) Matters related to
certain reports prepared by or for an agency responsible for regulating or supervising financial institutions;
and (3) Certain geological or geophysical information. 4.

Id. The IRS generally designates such instructions to staff that are exempt from disclosure as “official use
only” (OUO). See generally, IRM 11.3.12 (July 25, 2005).

7 See, e.g., Treas. Reg. § 1.6011-4.
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tions in the first place.® For the same reasons, transparency reduces the likelihood that
government decision makers will adopt unreasonable policies.’

The law implicitly recognizes that transparency promotes better decisions by policy-
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makers. Courts generally give more weight and deference to regulations promulgated
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pursuant to formal “notice and comment” procedures, which require the agency to

consider public comments.!® The courts grant such deference, in part, because transpar-
ency resulting from the notice and comment process promotes a healthy dialogue with
taxpayers and helps the government to write better regulations.!!

Transparency Promotes Consistency and Fairness

Transparency also helps to ensure that all IRS employees use the same guidance and
procedures, and it assures taxpayers that the IRS is not arbitrarily treating some more
favorably than others. Along the same lines, when the IRS compromises a taxpayer’s
liability, it must make the terms of the compromise available for public inspection.!?
Such transparency may assure taxpayers that the IRS is not arbitrarily or unfairly com-
promising tax liabilities.

Perhaps most importantly, transparency prevents the inequity that can result if taxpayers
who know about undisclosed IRS guidance or processes obtain benefits that similarly
situated but uninformed taxpayers are unable to obtain. If only a few practitioners

8 See, e.g., TD 8876, 65 FR 11,215 (Mar. 2, 2000) (noting that the confidential corporate tax shelter registra-
tion provisions were intended “to improve tax compliance by giving the Treasury Department earlier
notification of transactions that may not comport with Federal tax law and by discouraging taxpayers from
entering into questionable transactions.”).

According to the Supreme Court, “the basic purpose of FOIA is to ensure an informed citizenry, vital to
the functioning of a democratic society, needed to check against corruption and to hold the governors ac-
countable to the governed.” NLRB v. Robbins Tire & Rubber Co., 437 US 214 (1978). A 1996 Report from
the House Committee on Government Reform and Oversight further explained: “The Act reflects the view
that the full disclosure of information to the public about government wrongdoing and other mistakes will
ultimately generate appropriate corrective responses. Such revelations may have a certain degree of preven-
tative effect, prompting a higher degree of probity and conscientiousness in the performance of government
operations. Exposures resulting from FOIA disclosures, and the reactions they produce, are critical to
maintaining an open and free society.” H.R. Rep. No. 104-795 at 7 (1996).

10" S, e.g., U.S. v. Mead Corp., 533 U.S. 218 (2001). The Administrative Procedure Act requires a notice of
proposed rulemaking to be published in the Federal Register. See Administrative Procedure Act (APA), 5
US.C.A. §553.

According to the Fourth Circuit Court of Appeals, “[t]he purpose of the notice-and-comment procedure is
both ‘to allow the agency to benefit from the experience and input of the parties who file comments and to
see to it that the agency maintains a flexible and open-minded attitude towards its own rules.” The notice-
and-comment procedure encourages public participation in the administrative process and educates the
agency, thereby helping to ensure informed agency decisionmaking.” (citations omitted). Chocolate Mfrs.
Ass’n of U.S. v. Block, 755 F.2d 1098 (4th Cir. 1985).

12 1RC § 6103(k)(1); Statement of Procedural Rules, 26 C.ER. § 601.702(d)(8).
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know about a process, only a few taxpayers will be able to benefit from it."> Thus, trans-
parency promotes fair tax administration.!*
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FOIA Challenges Not Unique to the IRS

Despite the benefits of transparency, many agencies have had difficulty implementing
the FOIA. Since 1946, when a predecessor of the FOIA was enacted, agencies have
narrowly interpreted disclosure laws and have had difficulty complying with them.'

Although the requirement for agencies to post materials electronically became law
(called E-FOIA) in 1996, a study by the General Accounting Office (GAO, now the
Government Accountability Office) found that seven out of 25 agencies still had not
complied in 2002.1¢

IRS Procedures for Disclosing “Instructions to Staff”

The Internal Revenue Manual (IRM) is supposed to serve as the single official source
of IRS “instructions to staff” such as procedures, guidelines, policies, and delegations
of authority.!” The official version of the IRM is available on the Internet in the IRS’s

“electronic reading room.”!3

Because updating an official IRM can be a lengthy process, many IRS business units
send “interim guidance” directives to their staffs with the intent of incorporating these

13 According to a report by the Senate Judiciary Committee: “Administrative operations and procedures are
public property which the general public, rather than a few specialists or lobbyists, is entitled to know or to
have the ready means of knowing with definiteness and assurance.” S. Rept. No. 79-752, at 12 (1945). In
discussing whether private letter rulings had to be disclosed, the District Court for the District of Columbia
stated:

[a] body of “private law” has in fact been created which is accessible to knowledgeable tax practitioners
and those able to afford their services. It is only the general public which has been denied access to the
IRS’ private rulings. The IRS’ argument that publication would cause grave damage to its ruling system,
then, is viewed by this Court as a specter having little basis in fact. Those taxpayers most likely to rely
upon or challenge the rationale of letter rulings issued to others already have access to many rulings
through their own efforts. Publication would simply make available to all what is now available to only a
select few, and subject the rulings to public scrutiny as well. Such public availability and scrutiny are the
very fundamental policies of the Freedom of Information Act. For, “one fundamental principle is that
secret law is an abomination.” [Internal citation omitted]. Zax Analysts and Advocates v. Internal Revenue
Service, 362 F.Supp. 1298 (D.C.D.C. 1973), modified and remanded by 505 F.2d 350 (D.C. Cir. 1974).

As noted above, the FOIA requires the IRS to make available to the public only the instructions to staff that
“affect a member of the public.” Since the determination about which instructions “affect a member of the
public” is difficult, reasonable people can disagree about which instructions to staff are required to be avail-
able under FOIA. However, it may be beneficial, as described above, to make instructions to staff available
to the public even if such materials are not required to be available to the public pursuant to FOIA.

See, e.g., HR. Rept. No. 104-795 at 7-11 (1996).

General Accounting Office, GAO-02-493, Information Management, Update on Implementation of the 1996
Electronic Freedom of Information Act Amendments 45-46 (Aug. 2002). The Treasury Department was not one
of the agencies identified as noncompliant.

7 IRM 1.11.2.1 (Oct. 1, 2005).

The IRS’s electronic reading room is at http://www.irs.gov/foia/article/0,,id=110353,00.html and IRS
instructions to staff are at http://www.irs.gov/foia/content/0,,id=132732,00.html.
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into the next IRM revision.!” In the past, the IRS has been criticized for “managing by
memo,” 7.e., avoiding disclosure by issuing instructions to staff in the form of memoran-
da or other internal communication that is not timely disclosed rather than by updating
the public IRM.?
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Perhaps in response to such criticism, as of January 2002 all instructions to staff con-

tained in job aids, desk guides, web sites, documents, or any other sources were to be

incorporated into the IRM.?! In October 2004, the IRS instituted procedures to ensure
that “instructions to staff” such as “interim guidance” memos were made publicly avail-
able on its external website.”” Pursuant to those procedures, interim guidance issued in
November 2004 or later that affects the public, is national in scope, and will be in force
for three months or more was supposed to be posted to the Internet in the IRS’s “elec-

tronic reading room.”*

Alternatively, the IRS sometimes issues interim guidance by updating an unofficial ver-
sion of the IRM, which is available only to IRS employees on an internal system called
the Servicewide Electronic Research Program (SERP), rather than by issuing memoranda.
The IRS Wage and Investment Operating Division (W&I) issues almost all of its interim
guidance using SERP.2* When an IRM author submits an update to the SERP, changes

Although interim guidance is supposed to be incorporated into the IRM and expire within one year, it
sometimes remains effective for longer periods or is reissued without being incorporated into the IRM. For
example, on February 2, 2006, Collection Policy reissued interim guidance first issued on June 24, 2004.
Memorandum for Directors, Collection Area Operations from Cheryl Sherwood, Director, Collection
Policy, Re-Issued Guidance on Preparation of Summons (Feb. 2, 2006). Although such guidance should have
expired on June 24, 2005, in the absence of new published guidance, between June 25, 2005 and February
2, 2006, the public did not know whether IRS employees would continue to follow the expired interim
guidance.

20 S, e, g, Bryan E Gates, Management By Memorandum, Promulgation by Pub., 1999 TNT 99-76 (May 24, 1999);

Amy Hamilton, Rossotti Confirms IRS Is ‘Managing By Memorandum, 2000 TNT 87-5 (May 3, 2000).

2 Memorandum from Bob Wenzel, Deputy Commissioner Operations for Division Commissioners, Chiefs,

Assistant Commissioners, National Directors, National Taxpayer Advocate, Issuing and Controlling Interim
Procedures (Aug. 15, 2000); IRM 1.11.2.1 (Oct. 1, 2005).

22 Memorandum from Susan B. Novotny, Director, Servicewide Policy, Directives and Electronic Research

and Beth Tucker, Director, SB/SE Communications and Liaison for Division Commissioners, Chiefs,
National Taxpayer Advocate, Chief Counsel, Director, Office of Research Analysis and Statistics, Direc-
tor, Office of Professional Responsibility, Interim Directives Memorandum and the Freedom of Information Act
(FOIA) (Oct. 27, 2004). See also, IRM 1.11.1 (Oct. 1, 2005); IRM 1.11.2 (Oct. 1, 2005); and IRM 11.3 (May
24, 2005).

2 Because of difficulty in implementing these procedures, the IRS later revised its procedures to provide

that only interim guidance issued on or after June 1, 2005 would be posted. Memorandum from Susan B.
Novotny, Director, Servicewide Policy, Directives and Electronic Research, for Division Commissioners,
Chiefs, National Taxpayer Advocate, Chief Counsel, Director, Office of Research Analysis and Statistics,
Director, Office of Professional Responsibility, Interim Guidance and the Freedom of Information Act (FOLA)
(April 6, 2005).

24 Chief, Performance Improvement W&l Strategy and Finance, Response to TAS Information Request (Jun. 16,

2006).
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are reflected on the SERP IRM and available to IRS employees within 48 hours.?
However, the SERP IRM is not available to the public on the Internet.
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Opportunities to Improve IRS Transparency

SERP IRM Not Available to the Public

When the IRS updates the SERP IRM, it does not always concurrently update the offi-
cial IRM that is available to the public on IRS.gov.?® For example, as of July 11, 2006,
some interim guidance published on the internal SERP IRM as early as February 2004

had not been incorporated into the official IRM available to the public in the electronic
reading room on IRS.gov.”

As another example, on February 24, 2005, the IRS added section 5.19.7.3.23.3 to the
SERP IRM. This new section clarifies the process that the IRS will follow when it deter-
mines that it erroneously terminated an agreement to compromise a taxpayer’s liability.
As of October 25, 2006, the IRM available to the public in the electronic reading room
did not include the new section.?® As a result, taxpayers who do not know about these
processes are likely to have more difficulty getting offers reinstated than other taxpayers
who have somehow learned about them.?’

Multiple IRM Versions May Confuse IRS Employees

Some IRS employees may have difficulty figuring out what guidance to follow when
various versions of the IRM appear to conflict. Although most IRS employees who reg-
ularly use sections of the IRM that appear in SERP know to check the SERP IRM, some

others may not. The result may be that some will not follow proper procedures.

25 IRM 1.11.7.8 (Jun. 1, 2006). Changes to the SERP IRM that are not reflected in the official IRM appear in
yellow on the SERP IRM. IRM 1.11.7.9.1 (Jun. 1, 2006).

26 The official IRM is supposed to be kept up to date and printed for employees on a quarterly or yearly basis.

IRM 1.11.7.9 (Jul. 28, 2006). The IRS made 711 updates to the SERP IRM between October 2005 and July
2006. Office of Servicewide Policy, Directives and Electronic Research, Response to TAS Information Request
(Jul. 11, 2006).

27 Office of Servicewide Policy, Directives and Electronic Research, Response to TAS Information Request (Jul. 11,

2006).

28 The official IRM section 5.19.7 was shown as having been updated most recently on February 1, 2004.

Similarly, on July 21, 2006, the IRS published rewritten IRM sections on SERP describing audit reconsid-
eration procedures (section 4.13), but as of October 12, 2006 the official IRM available on IRS.gov still
reflected the procedures adopted on February 1, 2003. On October 25, 2006, TAS noticed that section 4.13
was reflected in the official IRM with an October 1, 2006 revision date.

29 At least one practitioner sought TAS’s assistance in getting a taxpayer’s offer reinstated solely because other

IRS employees were unaware of the correct procedure for having offers reinstated. Had this section of
the SERP IRM been available to the public, she would have been able to assist her client more effectively
without TAS’s assistance.
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To make matters worse, the IRS intranet (the IRS employees-only network) includes an
“IRM Online,” yet another version of the IRM, in a searchable web-based format.® The
IRM Online does not include interim guidance posted to SERP unless it is generated
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using certain software.3! The IRS estimates that only 25 percent of the interim guid-
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ance on SERP is generated using such software.’? Thus, some of the interim guidance
reflected on SERP will be reflected in IRM Online, but most will not. To the extent
such inconsistencies confuse IRS employees, causing some to use different procedures

than others, similarly situated taxpayers may be treated differently.

IRS Does Not Always Disclose Interim Guidance Memoranda

The IRS’s new policy of posting interim guidance to the electronic reading room has been
difficult to implement. The IRS estimated that roughly 122 interim guidance memos were
issued during calendar year 2004, but as of November 2005 only one had been posted.*®
The IRS later determined to post at least 18 of the memos issued in 2004.* A Taxpayer
Advocate Service (TAS) comparison of interim guidance memoranda available on the IRS
intranet and interim guidance available in the electronic reading room suggests that the
IRS is posting much more of its official interim guidance memoranda.*®

Nonetheless, some IRS business units still have not completed the process of developing
standard procedures for posting all required interim guidance memos.** TAS identified

30" Another version of the IRM, which includes PDF files of a hard copy of the IRM, is available on the IRS
intranet as part of the Electronic Publishing Catalog. According to the IRS, the IRM published on the
Electronic Publishing Catalog is the source document for delivery of two additional IRM applications:
SERP and IRM Online. The IRS indicates that except for the interim procedural updates made to the IRM sec-
tions on SERP, all three of these products originate from the same source documents, only the platform
on which they are delivered is different. We refer to these IRM sources as different “versions,” however,
because if one source of the IRM contains different information than another, as the IRS indicates they do,
most people would perceive them to be different versions.

31 Office of Servicewide Policy, Directives and Electronic Research, Response to TAS Information Request (July

11, 2006).

2 1

33 Deputy Director, Office of Servicewide Policy, Directives and Electronic Research (SPDER), Respornse to TAS

Information Request (Jul. 11, 2006) (noting that IRS estimated 122 were issued in 2004); Servicewide Policy,
Directives and Electronic Research IMD Oversight Council Meeting Minutes (Nov. 16, 2005) (noting that
only one had been posted to IRS.gov, but that many were available on the intranet).

3% Deputy Director, Office of Servicewide Policy, Directives and Electronic Research (SPDER), Response to TAS

Information Request (Jul. 11, 2006).

35 The IRS Criminal Investigation (CI) intranet site is available to CI employees only. Information received

from ClI in response to TAS’s information request to CI on June 6, 2006 is not conclusive. As a result, we
have not determined if CI has improved its compliance.

3¢ For example, the Large and Midsized Business Operating Division is in the process of developing such pro-

cedures. LMSB, Director, Performance, Quality and Audit Assistance, Response to TAS Information Request
(Aug. 14, 2006). TAS is also working to develop and implement such procedures. The Small Business/Self-
Employed Operating Division, however, has a very well organized intranet website for interim guidance.
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a number of important memos that the IRS did not timely post to the electronic read-

ing room.” For example:

Example 1. On March 2, 2006, the Appeals function issued interim guidance to
modify procedures described in IRM 4.51.4 by expanding the Fast Track Settlement
(FTS) process for use in the Large and Mid-Sized Business Division’s (LM SB’s) pre-
filing Compliance Assurance Process (CAP).*® Although some of the information
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in the interim guidance had been made public, some had not.*

Example 2. On December 16, 2005, Appeals issued interim guidance to
implement the Treasury Inspector General for Tax Administration’s (TIGTA’s) rec-
ommendation to inform taxpayers of their rights and the conditions of the FTS
program before they apply for it.* While such rights and conditions are already
available to the public, the premise of TIGTA’s recommendation was that taxpayers
were not always aware of them.

Example 3. On October 5, 2005, the Small Business and Self Employed Division’s
(SB/SE) Examination function issued interim guidance to clarify existing proce-
dures and revised the form letters that the IRS would use in situations where the

37 In response to TAS’s inquiry, SB/SE identified 16 additional interim guidance memoranda that had not
been posted, and has committed to more timely posting such memos in the future. SB/SE Management
and Program Analyst, Response to TAS Information Request (Sept. 20, 2006). The E-FOIA statute does not
directly address when “instructions to staff” must be available to the public except to say that an index of
such materials must be published “quarterly or more frequently.” See 5 USCA § 552(a)(2) (flush). Since
Interim Guidance expires within a year, it would be pointless to post it after more than a year. We under-
stand the IRS’s policy of not posting Interim Guidance in force for less than three months is based on the
notion that, in light of the quarterly indexing requirement and the size of the IRS, it would be unrealistic to
require the IRS to post guidance more frequently than every three months. Thus, we use the term “timely”
to refer to Interim Guidance that is available to the public within three months.

38 Memorandum for Director, Field Operations, East, Director, Field Operations, West, Director, Technical

Guidance, and Director, Appeals Processing Services, from Diane S. Ryan, Director, Technical Services,
Compliance Assurance Process - Fast Track Settlement (Mar. 2, 2006). This guidance was not on IRS.gov as of
August 4, 2006. Appeals has now posted this guidance. The CAP is a process that taxpayers may use to
resolve issues arising in connection with a return before it is filed and FTS is a form of alternative dispute
resolution.

See Announcement 2005-87, 2005-50 LR.B. 1144 (noting that FTS may be available in CAP, but providing
few details).

39

40 Memorandum for Director, Field Operations, East, Director, Field Operations, West, Director, Technical

Guidance from: L. P. Mahler, Director, Technical Services, Interim Guidance: TIGTA Report on the Independence
of Appeals - Recommendations Specific to Fast Track Seitlement (Dec. 16, 2005). As of August 14, 2006, this item
was not on IRS.gov and neither of the IRM sections that were listed as affected by the guidance had been
updated. See IRM 4.51.4 (Nov. 15, 2004) and IRM 8.2.1.2.3 (Jun. 20, 2003). Appeals has since posted this
guidance.
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IRS may need to “bypass” the taxpayer’s representative (z.c., communicate with a
taxpayer directly rather than through the representative).*!

Ensuring that interim guidance gets posted to the Internet may not be a top priority for
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some IRS managers who have limited resources and are often trying to focus on more
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pressing tax administration issues. In fact, TAS itself recently recognized the need to

improve its internal procedures in this regard. However, Congress has determined that
FOIA compliance must be a priority for all agencies because transparency is an essential
component of good government.

Instructions to Staff Sometimes Remain Unapproved and Undisclosed

Another barrier to transparency is that IRS managers sometimes issue instructions to
staff that are not timely signed and approved by these managers or any senior manager
or executive. The nondisclosure of such instructions raises the same concerns as the
nondisclosure of instructions that are approved. As noted above, since November 2004,
the group of offer in compromise (OIC) specialists that is supposed to process all of
the offers based on equity and public policy has been using unofficial, unsigned, and
unpublished internal guidance to determine whether to accept such offers.” The IRS
failure to publish such guidance, which it has been using for a long period, has likely
resulted in inconsistent treatment of similarly situated taxpayers. Qualified taxpayers
who know which facts to emphasize (e.g., because they have come to TAS for assistance)
may be able to get their offers accepted, while other similarly situated taxpayers who do
not know which facts to emphasize may not get their offers accepted.

To be fair, however, when the IRM is incomplete, frontline employees sometimes need
immediate guidance to help them do their jobs before higher level managers have an
opportunity to approve official interim guidance that can be incorporated into the
IRM. This very problem may have led to inconsistent campus procedures, which we
identified in last year’s report, as local campus directors established local procedures to
fill the void.* Thus, as a practical matter, it may be difficult for the IRS to completely
eliminate the lag between the time managers provide informal instructions to staff and

' Memorandum for Examination Area Directors, from K. Steven Burgess, Director, Examination, Bypass of
Taxpayer Representative (Oct. 5, 2005). As of October 25, 2006, this item was not on IRS.gov and neither of
the IRM sections that were listed as affected by the guidance had been updated. See IRM 4.10.3 (Mar. 1,
2003) and IRM 4.11.55 (Jan. 15, 2005). SB/SE released similar interim guidance for using bypass proce-
dures in Collection cases. See Memorandum for Directors, Collection Area Operations, from Cheryl Sher-
wood, Director, Collection Policy, Interim Guidance - Bypassing of Taxpayer’s Representative (Dec. 23, 2005). As
of August 14, 2006, this memo was available on IRS.gov, but was removed when it was incorporated into
IRM 5.1.1.7.

42 s/ SE, Collection Policy, Non-Hardship ETA (first circulated in October or November 2004); SB/SE,
Collection Policy, Offers In Compromise, Additional Guidance Regarding the Use of “Non-Hardship” Effective Tax
Administration OICs (first circulated in September 2005).

43 See National Taxpayer Advocate 2004 Annual Report to Congress 132-142 (Most Serious Problem: Incon-

sistent Campus Procedures); IRM 3.12.251.1.6 (Jan. 1, 2006) (referencing local procedures). In addition,
SBSE recently published training materials for instructors, telling them to incorporate local forms and desk
guides into their Centralized Offer in Compromise Process Examiner training. SB/SE, Iustructor Guide,
Centralized offer in Compromise (COIC), Process Examiner CPE, Catalog Number 48482G (April 2006).
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when such instructions are approved and made available to the public on the Internet.
However, the IRS must be particularly diligent in reducing that period with respect to
guidance that, if not disclosed, could result in disparate treatment of similarly situated

taxpayers.
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Along the same lines, the National Taxpayer Advocate is concerned that the IRS Office
of Chief Counsel may sometimes render potentially significant legal advice by email,

rather than by memo.* She is concerned that legal advice rendered by email is less
likely to be subject to appropriate internal review and disclosure procedures.

Guidance to “Clarify” the IRM Not Always Incorporated into the IRM

The IRS has many job aids, desk guides, training materials, and similar documents on
its intranet that have not been incorporated into the IRM. For example, like many
campus functions, the Accounts Management function in the Ogden Campus has a
voluminous Desk Reference Guide (DRG), which is filled with clarifying procedures, on
its intranet. As each section of the DRG states, “DRGs supplement the IRM by provid-
ing the ‘how to’ not contained in the IRM. They consolidate information contained

in multiple chapters/IRMs and provide local procedures when instructed by the IRM.”
Job aids, desk guides, and training materials exist to help employees make better deci-
sions. Although some information in these materials might be required to be available
to the public under E-FOIA, most is probably not required to be available to the public
either because it does not directly “affect a member of the public” or because it simply
reproduces information already available to the public.*

IRS policy, however, requires all instructions to staff that may be contained in job aids,
desk guides, web sites, documents, or any other sources to be incorporated into the
IRM.* If these materials are not incorporated into the IRM, IRS management will
find it very difficult to comply with E-FOIA because the agency will not have a central
repository of instructions to staff that it can publish and monitor. Further, if the IRM
is unclear or confusing, or not reflective of current procedures, and only some IRS
employees receive clarifying guidance, the IRS and taxpayers will not reap the benefits
of transparency and the purposes of the FOIA will be frustrated.

Disclosure Policy Applicable to Local Procedures Easily Misinterpreted

IRS employees may fail to disclose important procedures based on the impression that
they do not need to post “local” procedures, such as campus procedures, to the elec-

M See Tax Analysts v. Internal Revenue Service, 416 F. Supp.2d 119 (D.D.C. 2006), appeal pending, No. 06-5136
(D.C. Cir.). According to the IRM, significant advice should be issued “in writing.” IRM Exhibit 33.1.2-1
Q&A #5 (Aug. 11, 2004).

45" An exhaustive review of all such material is beyond the scope of this report.

4 Memorandum from Bob Wenzel, Deputy Commissioner Operations for Division Commissioners, Chiefs,
Assistant Commissioners, National Directors, National Taxpayer Advocate, Issuing and Controlling Interim
Procedures (Aug. 15, 2000); IRM 1.11.2.1 (Oct. 1, 2005).
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tronic reading room.* As noted above, IRS policy only requires interim guidance that
is “national in scope” to be posted to the electronic reading room on IRS.gov.*® This
local guidance exception could easily be misinterpreted.
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Since current IRS procedures do not clearly require “local” guidance to be posted on the
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electronic reading room, the IRS may not post its campus procedures unless they are

ultimately incorporated into the IRM.* Further, if the local guidance exception is mis-
interpreted as applying to all campus procedures, the IRS is likely to become less and
less transparent as it centralizes national functions to “local” campuses.

As an example, consider the discussion of Appeals Campus Centralization in the
National Taxpayer Advocate’s 2005 Annual Report to Congress.”® In that report, the
National Taxpayer Advocate discussed Appeals campus procedures that were only
known to her because of descriptions available in internal IRS documents. In its
response to the report, Appeals indicated that it was following different procedures than
those described by the National Taxpayer Advocate.

If even the National Taxpayer Advocate, who has access to many internal IRS docu-
ments, does not have access to current IRS procedures, the IRS will not receive

the benefit of any feedback regarding those procedures from the National Taxpayer
Advocate, much less the public.’! Such secrecy may also harm taxpayers if it makes TAS
less effective in helping them to navigate the IRS when normal IRS procedures break
down. Moreover, if those procedures are not available to the public, taxpayers repre-
sented by practitioners who have recently worked in IRS campus operations may be able
to obtain better results for their clients than other practitioners.

47 IRM 1.11.2.11 (Oct. 1, 2005) (authorizing local procedures that do not contradict or duplicate IRM proce-

dures). See also IRM 3.12.251.1.6 (Jan. 1, 2006) (authorizing Campus Submission Processing managers to
promulgate local “Desk Procedures,” which are not incorporated into the IRM).

* Memorandum from Susan B. Novotny, Director, Servicewide Policy, Directives and Electronic Research for

Division Commissioners, Chiefs, National Taxpayer Advocate, Chief Counsel, Director, Office of Research
Analysis and Statistics, Director, Office of Professional Responsibility, lnterim Guidance and the Freedom of
Information Act (FOLA) (April 6, 2005); IRM 1.11.1.9.1 (Oct. 1, 2005).

4" I4; TRM Exhibit 1.11.2-1 (Oct. 1, 2005). The IRM provides “local procedures may be issued to meet
office needs, the needs of a specific group of taxpayers, or the culture of the taxpayer base, as long as they
supplement and support prescribed IRM procedures.... Local procedures should be communicated through
email, posted on a bulletin board and/or placed on local office websites.” IRM 1.11.2.11 (Oct. 2, 2005).

59 National Taxpayer Advocate 2005 Annual Report to Congress 136-161.

51 On May 10, 2006, we found a document entitled “Campus Appeals - Field Counsel Fresno S’ Case Proce-

dures” dated Aug. 12, 2004, on Appeals’ intranet site, which we could not locate on IRS.gov. Under cur-
rent IRS procedures, it may not be clear that this document must be available to the public because it may
appear to be local in scope. However, it includes “instructions to staff that affect a member of the public”
and that practitioners would find informative. For example, it says that if the taxpayer desires a face-to-face
conference with an Appeals Officer, the Fresno Campus Appeals Office will transfer the case to the local
Field Appeals Office so that a conference can be held. Moreover, it affects taxpayers nationwide.
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The IRS Does Not Post Interim Guidance that Needs to be Redacted
The IRS does not post to its website interim guidance memos that contain any “official
use only” (OUQ) material because it has no redaction process for interim guidance.>
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According to the IRS, about 14 percent of all IRM sections, representing about 32
percent of the IRM’s pages, have been designated as OUO, which is not publicly avail-
able.”® The absence of any redaction process could thus prevent a significant amount of

important guidance from being available to the public as contemplated by the E-FOIA.

IRS Does Not Always Publish Changes to Its Published Positions

The IRS does not always publish memoranda that reflect changes to legal opinions that
are available to the public.’® As an example, in late 2004 and early 2005, the Office of
Chief Counsel drafted a series of memoranda recommending that the IRS update the
IRM to revise the discussion of how the statute of limitations period should be applied
to an injured spouse claim for refund. Although the SERP IRM was apparently updated
on October 1, 2006 to reflect Counsel’s most recent advice, as of November 1, 2006 the
IRM available to the public had not been updated.”® Further, the Counsel memoranda
were not released to the public even though they made a publicly available General
Counsel Memorandum, GCM 39542 (July 30, 1986), obsolete.*®

As a result of this particular nondisclosure regarding the period for claiming injured
spouse relief, some taxpayers may have wasted the time and expense of making untimely
claims for refund. Others may have had their untimely claims processed because IRS
employees were not aware of Counsel’s revised legal analysis. The IRS’s failure to
publicize its most current legal analysis may cause both taxpayers and IRS employees

to continue to rely on the obsolete legal analysis contained in the publicly available

52 IRM 1.11.1.9.1 (Oct. 1, 2005). Redacted interim guidance memos may be available in the IRS’s physical
reading room. Unfortunately, the physical reading room has been closed for the last few months due to a
June 2006 flood in the IRS headquarters building.

33 Deputy Director, Office of Servicewide Policy, Directives and Electronic Research (SPDER), Response to

TAS Information Request (Nov. 14, 2006).

5% IRC § 6110 mirrors FOIA by requiring the IRS to make “written determinations” (i.e., letter rulings,

determination letters, technical advice memorandum, and Chief Counsel Advice) available to the public;
but, unlike FOIA, section 6110 specifically allows the taxpayer who is the subject of these documents to
participate in the redaction process. The IRS routinely makes these written determinations available to the
public.

35 IRM 21.4.6.5.9.8 (Oct. 1, 2006). IRM 21.4.6.5.9.8 will not be available to the public electronically because
it is part of IRM 21.4.6, which contains sections designated as OUO. However, we understand that IRM
21.4.6.5.9.8 will be available in the physical FOIA reading room at the main IRS building once that build-
ing reopens. It is currently closed due to flooding in the basement.

% These memoranda were not released to the public because advice from the National Office of the Office of

Chief Counsel to national program managers is not required to be made available to the public under IRC
§ 6110. See generally, IRC § 6110(i)(1)(A); IRC § 6110(1)(3)(B). However, such advice might be subject to
disclosure upon request. See Tax Analysts v. Internal Revenue Service, 294 F.3d 71 (D.C. Cir. 2002), on remand,
No. 1:96-cv-02285-CKK (D.D.C. Aug. 21, 2002). Although the IRS has not adopted any procedure for
releasing such memoranda, in late September, 2006 it began to post in its electronic reading room, on a
going-forward basis, certain legal advice signed by executives in the National Office of the Office of Chief
Counsel and issued to national program managers. For a discussion of such legal advice, see Notice CC-
2006-013 (May 5, 2006).
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GCM that was no longer current.’’” Even though the IRS will eventually update the
IRM available to the public (even if only in its physical FOIA reading room), to reflect
its revised legal conclusions, the unexplained conflict between the analysis contained in
the public GCM and conclusions in the IRM (once it is available to the public) could
lead to confusion and litigation. Thus, in order to avoid confusion and inconsistent
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treatment of similarly situated taxpayers, unless there is a compelling reason for nondis-

closure, the IRS should immediately let the public know when it discovers the public
legal analysis by its attorneys is incorrect or misleading by releasing the revised analysis
to the public. If such disclosure is not required, the IRS should use its authority to vol-
untarily disclose the revised analysis.

No Formal Procedure for Voluntary Disclosure of Legal Analysis

The IRS has not, however, established a process that allows IRS attorneys to determine,
on a case by case basis, whether to make legal analysis available to the public voluntari-
ly. For example, although the author of the memoranda described above, pertaining to
the period for claiming injured spouse relief, could have elevated the matter through the
Counsel organization and suggested the IRS issue a notice or other public pronounce-
ment, there is no internal process for disclosing the memoranda.®® While there is a
process for the IRS to make discretionary disclosures in response to FOIA requests, on
April 8, 2005, the IRS Office of Chief Counsel issued a notice stating that it had deter-
mined, under its discretionary authority, not to release any documents pertaining to
published guidance, statements of policy, instructions to staff, or written determinations,

“except in extraordinary circumstances after receiving an appropriate level of review.”’

Amount and Significance of Undisclosed Legal Analysis Unknown

The magnitude of any potential tax administration problem posed by undisclosed legal
memos depends on the content and number of undisclosed memos at issue. TAS asked
the Office of Chief Counsel for a small sample of recent undisclosed memos to national
program managers and an estimate of how many exist. The Office of Chief Counsel
declined to provide them, citing mainly logistical obstacles to locating the memos.*°

For the same reasons, it declined to estimate the number of undisclosed memos. TAS
followed up by proposing a simpler method of gathering a small sample of these memos

57 Written determinations released pursuant to IRC § 6110 may not be cited as precedent. IRC § 6110(k)(3).
Nonetheless, the citations and analysis contained in such documents are often used by lawyers inside and
outside the government as a shortcut to reach legal conclusions by applying the same analysis, and as an
indication of the views of the government attorneys who wrote and reviewed them.

8 There are, however, procedures for announcing changes to litigating positions (see IRM 36.3.1.10 (Aug. 11,

2004)) and for changes to longstanding advice (see IRM 33.2.1.4 (Aug. 11, 2004)). But these procedures do
not specifically address how such changes should be made available to the public.

59" Chief Counsel Notice CC-2005-005 (Apr. 8, 2005); IRM 11.3.13.7.2.5(6)-(10) (Jan. 1, 2006). This notice
implemented the IRS’s revised discretionary disclosure policy statement to provide that discretionary
disclosures should be made only after “full and deliberate consideration.” Policy Statement 11-13 (Apr. 23,
2004).

60 Office of Chief Counsel, Response to TAS Information Request (Oct. 30, 2006).
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and asked Counsel to propose any reasonable alternative method it would prefer. The
Office of Chief Counsel still declined to provide them. Thus, the National Taxpayer
Advocate has not been able to determine whether, or to what extent, legal advice on
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material tax law or procedural issues has been provided out of public view or to form
an opinion about whether tax administration would benefit from the disclosure of such
advice.

CONCLUSION

Given the size of the IRS and the vast body of legal and procedural guidance that it
issues daily, the IRS faces formidable challenges in complying with the disclosure man-
dates imposed by the FOIA and IRS policies. Indeed, the IRS does make a significant
amount of information available to the public, and it has taken steps to improve its
transparency in recent years. However, the IRS can and should do better. Transparency
in tax administration is essential for purposes of assuring taxpayers that the laws are
being administered fairly. Taxpayers and their representatives need to know what
standards IRS personnel are applying in order to demonstrate or achieve tax compli-
ance. IRS employees, taxpayers, and practitioners all need to know which procedures
and guidance are the most current. For these reasons, the National Taxpayer Advocate
believes transparency issues merit further attention.

IRS COMMENTS

The IRS is committed to improving the way it manages instructions to staff. We
acknowledge we have experienced growing pains as we have moved towards electronic
creation and delivery of the plethora of instructions to staff we produce.

It is the goal of the IRS to use the Internal Revenue Manual (IRM) as the primary
source of agency procedures and guidance to ensure fair and consistent application
of the nation’s tax laws, as well as fair and consistent treatment taxpayers. The IRM
ensures the public at large and all IRS employees have one set of procedures. It also
ensures that we are transparent in our operations.

Instructions to staff are written for the express purpose of providing consistent policies,
procedures, and guidelines to be followed by employees. By using the IRM as a central
repository for instructions to staff, a foundation is established for fulfilling legal obliga-
tions to preserve and document agency directives, decisions, procedures, etc., required
by, for example, the U. S. Code (44 USC § 3101), Code of Federal Regulations (36 CFR
§ 1222), and the Freedom of Information Act (5 USC § 552). The IRS believes that the
use of a centralized repository (the IRM) is evidence of our commitment, which goes
beyond statutory obligations. Our response describes the improvements we are actively
pursuing to satisfy all of these requirements while at the same time delivering an IRM
that for employees is a reliable source of instructions for how to perform their jobs.
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All organizations in the IRS, including the Taxpayer Advocate Service, are expected to
properly manage the issuance of instructions to staff according to the established policy.
This includes (1) using the IRM as the primary source of IRS instructions to staff; (2)
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converting memorandums, e-mails, and other communications immediately into the
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appropriate IRM section; (3) establishing a skilled and trained cadre of IRM authors;
and (4) devoting the resources to updating the IRM so that it reflects how the IRS really
operates.

The IRS agrees that it can do better in making its instructions to staff available to the
public. The National Taxpayer Advocate reinforces the value of the IRM by identify-
ing “transparency of IRS operations” as one of the “most serious problems” (MSPs) in
her annual report to Congress. This is a timely reminder that the IRM remains the best
way to be “transparent” in our operations. It also highlights that IRS employees are not
the only ones who look at the IRM. It is widely used by practitioners, taxpayers, state
agencies, and even foreign governments to understand how the IRS carries out its tax
administration responsibilities.

The National Taxpayer Advocate’s report reaffirms the IRS efforts to more strategically
manage issuance of instructions to staff. In 1999, to establish a strategic approach and
reaffirm the IRM as the primary source of the agency’s policies, procedures, guidelines,
and delegations, the Office of Servicewide Policy, Directives, and Electronic Research
(SPDER) was created to manage and modernize the internal management documents
process in IRS. The SPDER office provides oversight of the IRM process, coordinates
cross functional decisions regarding IRM activities, and sets guidelines for controlling
the issuance of instructions to staff outside of the IRM. The operating divisions are
responsible for preparing and issuing instructions to staff, including incorporating into
the IRM any policy, procedures, and guidelines issued in the form of memos, desk
guides, e-mail, and intranet web sites.

Beginning in 2000, the IRS has communicated the requirements for managing proce-
dures and guidance. Executives in the major business units have been reminded of the
importance of the IRM as the official source of instructions to staff. Training and out-
reach has been conducted for authors and managers, and memoranda and instructions
have been issued to ensure interim guidance is included in the IRM. Footnotes in the
National Taxpayer Advocate’s report, in fact, identify many of the internal communica-
tions that have been issued on this subject.

Since 2004, a concerted effort has been made to increase Servicewide awareness of the
FOIA requirements of making available to the public any administrative staff manuals
and instructions to staff that affect a member of the public. The following are actions
the IRS has taken:

¢ May 2004 - Initiated a task force with Governmental Liaison and Disclosure (GLD)
and the Business Operating Divisions on actions to meet FOIA requirements.
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# October 27, 2004 - Issued a joint memorandum with SB/SE Communication and
Liaison for Division Commissioners, Chiefs, National Taxpayer Advocate, Chief
Counsel, Director, Office of Research Analysis and Statistics, Director, Office of
Professional Responsibility on the requirement to make interim directive memoranda
available to the public as required under the FOIA.
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@ April 6, 2005 - Issued a memorandum for Division Commissioners, Chiefs,

National Taxpayer Advocate, Chief Counsel, Director, Office of Research Analysis
and Statistics, Director, Office of Professional Responsibility providing guidance and
procedures on electronic public availability of instructions to staff including interim
guidance meeting the FOIA requirements.

# October 1, 2005 - Revised IRM 1.11.1, Internal Management Documents to include
procedures on FOIA requirements for making instructions to staff including interim
guidance available electronically to the public.

& March 2005 to present — Conducted training, outreach and presentations to the
Business Operating Divisions and Functions on the FOIA requirements.

As of November 2006, most of the business units have developed and implemented
internal standard procedures for posting interim guidance memoranda, conducted train-
ing and workshops on the FOIA and the requirements for electronic availability. The
IRS has made progress on the transparency of interim guidance since the 2005 process
was established. As of November 2006, 41 interim guidance memoranda were posted
on IRS.gov.

Each business unit has indicated it has either posted identified interim guidance memo-
randa in the electronic reading room or are in the process of doing so. SPDER will
ensure the identified guidance is appropriately disclosed or incorporated into an IRM
and that training and outreach will be conducted. Beginning FY 2007, we will moni-
tor the interim guidance issued by each business unit to ensure it gets posted to IRS.
gov. SPDER will be working with each business unit to provide greater attention to the
importance of transparency, including conformance with the FOIA law, and to ensure
the IRM is the central official repository of procedures of the IRS.

The IRS has demonstrated that progress is underway to improve the way we manage
instructions to staff and to restore the IRM as our primary source of these instructions.
We are also taking steps to address other inconsistencies in our processes that we have
recognized as barriers.

# The disclosure policy applicable to local procedures can be easily misinterpreted.
We intend to issue a clarification to the exception of local procedure. Although
the issuance of local procedures is minimal and discouraged, clarification will be
obtained early in fiscal year 2007 to ensure local procedures are appropriately trans-
parent.
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# A new process for posting redacted interim guidance issued by the business units
has been established. A memorandum will be issued in December 2006, and incor-
porated into the applicable IRMs clarifying this process. Training and outreach
will be conducted to support this newly established process in fiscal year 2007.
Once completed, redacted guidance will be posted to the electronic reading room
on IRS.gov.

& We eliminated multiple unofficial IRM sources by establishing the IRS corporate
publishing repository version as the official IRM. From that official source file in
the Media and Publications repository, the IRS now distributes the IRM through
two internal delivery methods and one external delivery method: (1) IRM sections
in PDF; (2) a web based product known as “IRM Online” that includes interactive
links to IRM sections and IRS forms; and (3) an HTML version for IRS.gov.

o SERP is a customized tool for the accounts management assistors. The IRM on
SERP begins from the IRS corporate repository. SERP updates and Submission
Processing Hot Topics are issued solely to quickly disseminate evolving guidance
to employees who are frontline assistors to taxpayers or processing tax returns.
These “interim” instructions are to be incorporated into the IRM within a year of
issuance, which generally is the next filing season update. An analysis for FOIA
applicability of SERP IRM updates and Submission Processing Hot Topics is being
conducted and a methodology for public access is being considered. SPDER will
begin monitoring SERP IRMs and Submission Processing Hot Topics over one year
old and providing appropriate non-compliance reports to management.

o SPDER has initiated long-term process improvements to eliminate the lag between
the time instructions to staff are provided and when such instructions are officially
available to the public on the internet. This includes: (1) IRM process redesign
project to address this technological gap of officially publishing procedures as
soon as procedures are approved, (2) creation of an electronic clearance process
to address the issue of length of time of paper clearance, and (3) establishing an
improved web-based IRM for use by employees.

In conclusion, it is the goal of the IRS to use the Internal Revenue Manual (IRM) as the
primary source of agency instructions to staff and to reduce reliance on other internal
dissemination methods. We have made great progress since the 2000 reorganization and
will continue to do so. Through the IRM, the IRS will continue to ensure the timely
issuance, and public availability, of instructions to staff.
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TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate commends the IRS, and especially SPDER, for the
steps it has taken to improve disclosure of instructions to staff and to address the con-
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cerns identified in the report. She agrees that the IRS has made significant progress
since 2000. Most of the actions the IRS is taking to address the National Taxpayer
Advocate’s concerns, however, are being taken by SPDER, rather than by other IRS

business units, which are in a better position than SPDER to identify their unpublished
instructions to staff that affect the public. Mere memoranda alone will not make guid-
ance public; what is required is the personal commitment of each IRS executive. As

a start, the National Taxpayer Advocate recommends that each head of office have a
specific annual performance commitment and goal to achieve greater transparency with
respect to instructions to staff.

Like other IRS business units, the Taxpayer Advocate Service (TAS) has, in the past,
not given enough attention to transparency issues. However, TAS recently developed
detailed internal procedures for promptly issuing instructions to staff in the form of
interim guidance memoranda and then promptly posting those memoranda to the
electronic reading room on IRS.gov. If there is any doubt about whether instructions
should be issued in the form of an interim guidance memo or another communica-
tion vehicle, TAS will generally issue an interim guidance memo. If there is any doubt
as to whether an interim guidance memo should be posted, TAS will generally post it.
Because of the uncertainty caused by the local guidance exception, TAS will not use that
exception, ze., it will post even local guidance if it may affect the public. TAS has also
recently reviewed existing unpublished interim guidance and has posted (or is in the
process of posting) those items identified as possibly affecting the public.

The National Taxpayer Advocate invites other IRS business units to follow her lead to
ensure not only that they are complying with the law, but also that all employees are
using the same procedures and all taxpayers face a level playing field in their dealings
with the IRS. Such transparency may also enable them to receive constructive feedback
from practitioners and other interested parties in a timely fashion when they adopt new
procedures.

The National Taxpayer Advocate is concerned that some IRS business units may view
transparency as SPDER’s responsibility rather than their own. For example, as of this
writing, although SB/SE has received and had the opportunity to comment on this
report, it has still failed to post its guidance to the group of employees charged with
evaluating all offers in compromise based on effective tax administration, which was
first provided as instructions to employees in 2004.%! In fact, the National Taxpayer
Advocate has learned that SB/SE also recently declined to release this guidance in

1 On December 11, 2006, after these comments were completed, the National Taxpayer Advocate received a
signed memo containing the guidance. Memorandum For Directors, Collection Area Offices, From Direc-
tor, Collection, Guidance Regarding “Non-hardship™ Effective Tax Administration Offers in Compromise (Nov. 30,
2006). We commend the IRS for finally issuing this memo, which was posted on IRS.gov in late December.
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response to a specific FOIA request from a practitioner. One consequence of SB/SE’s
failure to make these instructions to staff available to the public is that Appeals and
Compliance employees now appear to be applying different versions of the guidance.
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Although Compliance has recently updated its version of the guidance in response to
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concerns raised by the National Taxpayer Advocate, Appeals appears to be using an
older and more restrictive version of the guidance. As a result, the Appeals process is

useless for many taxpayers because Appeals is applying a different and stricter standard
than Compliance. When advocating for taxpayers whose offers should be accepted
under Compliance’s revised guidance, TAS has to try to get the cases reconsidered by
Compliance rather than by Appeals. Since Compliance employees do not normally
reach a different conclusion in a given case without direction from above, each case has
to be elevated to a very high level to be resolved and taxpayers who do not come to
TAS are at a distinct disadvantage. Such efforts, which are necessary, in part, because
SB/SE has neglected to make its guidance available to the public, are a significant waste
of resources.

In addition, the IRS response does not address what IRS business units plan to do to
ensure instructions to staff that are being used by IRS employees do not remain unap-
proved for extended periods of time. Nor does it address how the IRS plans to ensure
that its voluminous job aids, desk guides, and similar information are incorporated into
the IRM as required by IRS policy.

Further, the IRS’s comments do not provide any additional explanation for the Office
of Chief Counsel’s lack of transparency with respect to potentially significant e-mail, as
well as technical advice memos to national program managers that may be inconsistent
with advice that is publicly available. Nor has the Office of Chief Counsel agreed to
make any additional changes to its policies or procedures as a result of the issues raised
in the report.

As noted in the report, the IRS takes the position that it is not legally required to
disclose certain legal advice from a national office component of the Office of Chief
Counsel to other IRS employees in the national office, including national program man-
agers. It is easy to imagine that undisclosed legal memos from Chief Counsel attorneys
in the national office to national program managers frequently involve issues of signifi-
cant importance that affect many taxpayers. As discussed above, for example, the IRS
recently changed its policy for computing the period of time within which a taxpayer
must file an injured spouse claim and allocation. While the policy itself has been incor-
porated into the IRM, the basis for computing the time period is not explained in the
IRM and the Office of Chief Counsel has refused to disclose a legal memorandum that
explains the basis for the change in policy and the way the time period should be com-
puted. Further, the undisclosed memo’s analysis and conclusion contradict the analysis
and conclusions contained in a public GCM that the IRS has not publicly obsoleted or
revoked. Thus, taxpayers who seek injured spouse relief - and practitioners who might
represent such taxpayers - lack important information that would assist them.

28 MOST SERIOUS PROBLEMS ENCOUNTERED BY TAXPAYERS



TRANSPARENCY OF THE IRS TOPIC #3

More fundamentally, the National Taxpayer Advocate is deeply concerned about the
refusal of the Chief Counsel to allow her staff to review samples of recent legal advice
to national program managers that has not been released to the public. As a conse-
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quence of real and perceived enforcement abuses in the 1990s, Congress created the
position of National Taxpayer Advocate in its current form and directed the National
Taxpayer Advocate to report directly to the tax-writing committees each year on prob-

lems encountered by taxpayers. At the time, there were serious discussions about
whether to place the Advocate’s position inside or outside the IRS, and among the chief
perceived benefits of placing the Advocate within the IRS was to enable to the Advocate
to have access to internal IRS information.

Since the Office of the Taxpayer Advocate “stood up” in 2000, this is the first instance
of which we are aware in which an IRS function has flatly refused to provide informa-
tion requested by the Advocate to prepare her annual report to Congress. The effect of
this refusal is to thwart congressional intent in seeking a taxpayer perspective on poten-
tial problems within the IRS. Without the ability to review the documents in question,
the Office of the Taxpayer Advocate cannot fulfill its statutory mission of determining
whether the Office of Chief Counsel’s policies have harmed taxpayers.®> As a conse-
quence, Congress is being left in the dark, and taxpayers are being harmed.

62 The Office of Chief Counsel justified its refusal to provide TAS with access to these documents on the
ground that there is pending litigation with Tax Analysts, the publisher of Tax Notes Today, over whether
some of the documents are required to be disclosed under FOIA. We find this justification unpersuasive
for two reasons. First, the Tax Analysts lawsuit was instituted in 1996, so Counsel’s justification effectively
means that TAS would never have been entitled to determine whether Counsel’s policy of keeping this
guidance secret is harming taxpayers. Second, TAS offered in advance both (1) to avoid describing any
memo in detail and (2) to avoid articulating any conclusion about whether it believed any document we
reviewed was subject to disclosure under FOIA. We agreed to describe solely the nature of the documents
and to discuss solely whether we believe the documents should be available to taxpayers as a normative
matter and without regard to FOIA. On November 3, 2006, we made our final request as follows:

TAS is asking to review a representative sample of memoranda or other written legal advice or guidance
issued by the National Office of the Office of Chief Counsel to IRS national program managers or
industry directors over the past year or so that has not already been released to the public. This request
is made without regard to whether the guidance is the subject of litigation, and we would make clear that
any conclusions we draw reflect solely a taxpayer advocacy perspective and not a judgment about wheth-
er the guidance is subject to disclosure under existing law. TAS believes a request by the Chief Counsel
or his designee to the Associate Chief Counsels for recent memoranda would produce a sufficient sample
very quickly. If the specific method we are suggesting is not feasible, we are open to any other reasonable
way to arrive at the same result. In our report to Congress, we would describe any documents we review
only in general terms, if at all, and we would make clear that our observations relate to what we believe

is desirable from a taxpayer advocacy perspective and do not constitute an opinion about whether docu-
ments are subject to release under FOIA (which should address Counsel’s concern about possible effects
of our report on the pending litigation with Tax Analysts).

On November 9, 2006, the Office of Chief Counsel provided the following response:
As we have discussed, the FOIA lawsuit with Tax Analysts over the applicability of the FOIA to written
legal advice or guidance issued by the National Office of the Office of Chief Counsel to IRS national
program managers or industry directors remains pending before Judge Kollar-Kotelly of the United States
District Court for the District of Columbia. Inasmuch as that matter has not been resolved, it would be
inappropriate for our office to provide to you the documents you have requested.
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TRANSPARENCY OF THE IRS TOPIC #3

RECOMMENDATIONS

L.

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 avail-
able to the public.

. 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 not formally approved or available to
the public. Any such instructions to staff that affect the public must be dis-
closed under FOIA whether or not they are formally signed and approved.

. 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.

. SPDER should work with Modernization & Information Technology Services

(MITS) and other IRS business units to establish automated or manual pro-
cedures to ensure that updates to the 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.

. In coordination with the Office of Chief Counsel, SPDER should either elimi-

nate 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 nation-
wide.

. SPDER should work with MITS and other IRS business units to post portions

of the IRM and interim guidance that contain Official Use Only information to
the electronic reading room in a redacted form.

. 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 electroni-
cally available to the public.

. Each IRS head of office should have a specific annual performance commit-

ment and goal to achieve greater transparency with respect to instructions to

staff.

According to the IRS comments (above), SPDER has already begun to implement rec-

ommendations 4-7. We applaud these efforts and renew our commitment to ensure TAS

guidance is quickly available to the public.®

% Fora description of TAS’s interim guidance procedures, see http://www.irs.gov/foia/content/
0,,id=160715,00.html.
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IRS COLLECTIONS AND LEVIES: DID YOU KNOW?

¢ In FY 2006, the IRS reported more delinquent tax dollars as “currently not
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collectible” than it actually collected on active balance due accounts (TDAs),
installment agreement accounts, and offers in compromise (OIC) combined.!

# In FY 2006, the IRS reported over $16 billion delinquent tax dollars as “not
collectible,” over 85 times as many as it accepted via offers in compromise.?

# IRS studies and external experts in collection confirm that collection cases 24
months past due generally yield less than 15 cents on the dollar and after three
years are practically uncollectible.’

# As of September 2006, approximately 65 percent of the IRS’s open collection
accounts involved tax years over three years old.*

# Of cases in which the IRS issued a final collection notice in FY 2006, approxi-
mately 87 percent of individual tax delinquencies totaled less than $10,000. Of
those involving business taxes, 76.2 percent amounted to less than $3,000.°

¢ From FY 2000 through FY 2006, the IRS has annually collected less than two
percent of the revenue dollars in the “currently not collectible” inventory.°®

¢ As of September 2006, over 779,000 delinquent taxpayer accounts were assigned
to the “collection queue” awaiting active assignment to IRS personnel.” The
Small Business / Self Employed division’s Collection function resolved only
11,399 accounts through accepted offers in compromise (OICs).?

¢ A recent IRS study indicates that over 40 percent of tax modules associated
with rejected and withdrawn offers are ultimately reported as not collectible.

LIRS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (Sept. 29,
2006); IRS, Collection Activity Report, Installment Agreement Cumulative Report, NO-5000-6 (Oct. 2, 2006); IRS,
Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006) In FYO06,
approximately $16.2 billion in balance due accounts were reported as CNC; approximately $7.2 billion
was collected on open balance due accounts and $7.4 billion was collected though installment agreements,
i.e. formal agreements between taxpayers and the IRS to pay delinquent taxes through regularly scheduled
periodic payments, usually monthly.

2 IRS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (Sept. 29, 2006);
IRS, Collection Activity Report, Report of Offer in Compromise Activity, NO-5000-108 (Oct. 2, 2006).

3 IRS/Booz-Allen & Hamilton, SBSE Collections Quick Hits Approach and Preliminary Findings 30 (Mar. 27,
2001).

IRS, Collection Activity Report, Taxpayer Delinguency Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).

5 IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2/242 (Oct. 2, 2006).
6 IRS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (FY-2001 - 2005).
7 IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Apr. 2, 2006).

8 IRS, Collection Activity Report, Report of Offer in Compromise Activity, NO-5000-108 (Oct. 2, 2006).
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Of those, 27 percent involving individual taxpayers were in CNC status while
the IRS considered the OIC.’

¢ During FY 2004 and 2005, in cases where the IRS denied taxpayers’ requests for
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installment agreements, 31 percent were later reported as not collectible. Of
those, 52 percent were in CNC status at the time the taxpayers requested the
agreements. '’

¢ The number of OICs accepted by the IRS Collection operation (excluding
those accepted by the Appeals function) declined by over 69 percent from FY
2001 to FY 2006.!

¢ A recent IRS study of the OIC program indicates approximately 80 percent
of the taxpayers who had their offers accepted remained in compliance with
their filing and paying requirements during the five-year post-OIC monitoring
period."?

¢ Another study by the Treasury Inspector General for Tax Administration
(TIGTA) confirmed this high degree of compliance during the post-OIC moni-
toring period, and also found these taxpayers remained in compliance after the
monitoring period had concluded.”

¢ In fiscal year (FY) 2006, the IRS served 3.74 million notices of levy upon third
parties, an increase of over 36 percent from FY 2005. The number of notices
of levy served on third parties rose by 1,603 percent from FY 2000 to FY 2006.
The IRS processed 93 percent of the levies it issued in FY 2006 through the
Automated Collection System (ACS).!

o Approximately 84 percent of the levies the IRS issues as part of the automated
Federal Payment Levy Program (FPLP) involve taxpayers who are elderly and/or
disabled.”

9IRS, Analysis of Various Aspects of the OIC Program 9-10 (Sept. 2004).

10 IRS, Accounts Receivable Inventory Report (FY 2004 and FY 2005).

YIRS, Collection Activity Report, Report of Offer in Compromise Activity, NO-5000-108. (FY 2001 — FY 2006).
12 1Rs, Analysis of Various Aspects of the OIC Program 6 (Sept. 2004).

Treasury Inspector General for Tax Administration, Ref. No. 2006-30-100, 7%e Offer in Compromise Program Is
Beneficial but Needs to Be Used more Efficiently in the Collection of Taxes 7 (Jul. 17, 2006).

14 IRS, Automated Collection System (ACS) Customer Service Activity Reports (CSAR) FY 2006 BOD
Report (Oct. 2, 2006); IRS, Collection Account Report, Field Collection Levies- NO-5000-23-240 (Oct. 2,
2006); IRS, Statistics of Income (SOI), Tax Stats 2005; Treasury Inspector General for Tax Administration,
Ref. No. 2006-30-055, Trends in Compliance Activities Through Fiscal Year 2005 (Mar. 2006). FY 2005 data
showed 2,743,577 levies were served while FY 2006 showed 3,742,276.

5 IRS, Wage & Investment Operating Division, FPLP Monthly Counts CUM (May 2006).
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# TAS cases involving the IRS’s FPLP levies on Social Security benefits increased
by 143 percent from FY 2005 to FY 2006.'

# Levy-related cases in TAS have risen by 64 percent from FY 2005 to FY 2006.
Almost 65 percent of the taxpayers whose levy cases were closed by TAS in FY
2006 have received relief from their hardship, with almost 56 percent being
given full relief (i.e., release or removal from the FPLP process).!”

16 Taxpayer Advocate Service, Taxpayer Advocate Service, Business Performance Review (Sept. 30, 2006). For FY
2005, there were 1,707 FPLP/Social Security-benefit related cases in TAS and 4,147 for FY 2006.

17 Taxpayer Advocate Service, Business Performance Management System (as of Sept. 30, 2006). For FY 2005,
there were 11,477 levy-related cases in TAS and 18,800 such cases in FY 2006. Taxpayer Advocate Service,
Business Performance Management System (Sept. 30, 2006). These percentages are based on case closures
meeting the provisions of IRC § 7811. Specifically, there were 15,818 closures and of these, 10,272 received
some type of relief (8,823 were granted full relief and 1,449 partial).
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PROBLEM
TOPIC #4 TRUE COSTS AND BENEFITS OF PRIVATE DEBT COLLECTION

RESPONSIBLE OFFICIAL
Kathy K. Petronchak, Commissioner, Small Business/Self-Employed Division
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DEFINITION OF PROBLEM

In September of 2006, the IRS began assigning taxpayer accounts to private collectors
as part of its Private Debt Collection (PDC) initiative.! Although the IRS originally
planned to assign 40,000 accounts in this first phase (known within the IRS as Release

1.1), fewer cases have been assigned due to a number of complications.? In the next
phase of the initiative (Release 1.2), the IRS plans to assign approximately 446,000 cases
to private collectors over a two and one half year period.?

The results of the private collector work on these accounts have been mixed. For
example, the IRS assigned approximately $65 million of inventory (11,500 delinquent
accounts) to private collectors with approximately $1 million collected for the first
month.* On the other hand, only half of that revenue collected in the first month
was commissionable.’ In other words, the IRS’s initial contact of these taxpayers,
and not any action on the private collector’s part, generated the account resolution.®
Approximately eight percent of the dollars placed to date have been collected.” By
design, the first cases assigned to private collectors were the least complicated of the
inventory eligible for assignment, and therefore the most likely to result in payment

Three private collectors are being used in this first phase of the initiative: CBE Group Inc. of Waterloo,
Iowa; Linebarger Goggan Blair & Sampson of Austin, Texas; and Pioneer Credit Recovery, Inc. of Arcade,
N.Y. Internal Revenue Service News Release, IR-2006-42 (March 9, 2006).

The National Taxpayer Advocate understands that these complications include the unforeseen extent of
IRS employee involvement in the manual administration of these cases.

3 These cases will be comprised of 93,000 cases in part of FY 2007 (Jan. through Sept. 30), 138,000 in FY
2008, and 215,000 in FY 2009. Internal Revenue Service, Filing & Payment Compliance (Nov. 30, 2006).

4IRS, Filing and Payment Compliance Briefing Document 8 (Nov. 1, 2006).
5
1d.

The IRS points out that after the first month the ratio of commissionable to non-commissionable income
increased. By the end of October commissionable revenue was approximately $4.7 million while non-com-
missionable income was approximately $884,000. Internal Revenue Service, Filing & Payment Compliance
(Nov. 30, 2006). Our point here is that minimal effort by the IRS prior to assignment of the case generated
a substantial response from taxpayers. The first 11 days after the assignment of the contract is an important
point for comparison. Pursuant to the contracts with the collectors, a payment is non-commissionable if it
is received within 11 days of the assignment of the account to the private collector. (see Section 4.1 of con-
tracts with collectors: TIRN-0-06-K00181; TIRN-0-06-K00179; and TIRN-0-06-K00182). After the account
is assigned, the private collectors initiate their calling campaigns of taxpayers — thus, it is expected that over
time the ratio of commissionable to non-commissionable collections will increase.

As of November 1, 2006, approximately $73 million had been placed and approximately $5.5 million has
been collected. IRS, Filing and Payment Compliance Briefing Document 8-9 (Nov. 1, 2006).

34 MOST SERIOUS PROBLEMS ENCOUNTERED BY TAXPAYERS




TRUE COSTS AND BENEFITS OF PRIVATE DEBT COLLECTION TOPIC #4

after an initial contact.® Yet IRS collection units with less promising inventory experi-
ence better collection results than eight percent.’

We have previously expressed our serious concerns about the private debt collection ini-
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tiative as details of the plan evolved. In the 2005 Annual Report to Congress, we stated
our concern about the IRS’s plan to allow private collectors to train themselves on tax

law topics and IRS procedures.!” As we learned more details of the initiative, it has
become clear that much of the rationale underlying the initiative has eroded.

In this report, we look at the central tenets underpinning the IRS’s use of private debt
collection and ask, in light of what we know now, whether the costs of the initiative
outweigh the projected benefits. We are also concerned about the initiative’s impact on
vital components of our tax administration system, such as customer service, consistent
treatment of similarly situated taxpayers, and emphasis on long-term tax compliance. To
compound these problems, the IRS advised us that public disclosure of the operational
plans and calling scripts of the private contractors is not permitted unless the private
collectors consent, thereby making the IRS less transparent and rendering this initiative
less accountable. Our conclusion is that this initiative is fatally flawed, risking much for
a small return on investment.

ANALYSIS OF THE PROBLEM

The relatively short history of private collectors in the business of federal tax collec-
tion has been tumultuous. The Debt Collection Act of 1982 broadly authorized federal
agencies to use private collection agencies but specifically prohibited collection of fed-
eral taxes by private collectors.!! Under a limited initiative authorized by Congress in
1995, the IRS was able to experiment with a limited private debt collection initiative in
1996.12 In 1997, the IRS discontinued the initiative, primarily because the revenue col-
lected was less than the IRS’s direct costs plus the “opportunity costs” that resulted from
directing collection resources towards support and monitoring of the private collectors.

Government Accountability Office, /RS Needs to Take Steps to Help Ensure that Contracting Out Achieves Desired
Results and Best Use of Federal Resources, GAO-06-1065 (Sept. 29 2006).

For example, the Offer in Compromise Program in the Small Business/Self-Employed Division collected 17
percent of taxes compromised in FY 2006. Collection Activity Report, Report of Offer in Compromise Activity,
No-5000-108 (Oct. 2, 2006).

National Taxpayer Advocate 2005 Annual Report to Congress 76-93.

11 The Debt Collection Act of 1982, Pub. L. No. 97-365, 96 Stat. 1749. For discussion of history of private col-
lection agencies in Federal Government, see Mark T. Resnick, Outsourcing Federal Tax Collection, 5 Hous. Bus.
& Tax. LJ. 128, 155 (2005); codified at 31 U.S.C.A. 3718(f).

Treasury, Postal Service, and General Government Appropriations Act of 1996, Pub. L. No. 104-52, 109
Stat. 468, 473-474 (1995); see Mark T. Resnick, Outsourcing Federal Tax Collection, 5 Hous. Bus. & Tax. L.J. 128,
155 (2005).

3 General Accounting Office, GAO/GGD-97-129R, IRS: Issues Affecting IRS’s Private Debt Collection Pilot 5 (Jul.
18, 1997).
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Notwithstanding its 1997 experience, in 2002 the IRS renewed its efforts to utilize pri-
vate contractors to address the growing inventory of debts that the IRS was unable to
handle.’ In 1998, the Federal Activities Inventory Reform (FAIR) Act was enacted to
encourage competitive sourcing, a process whereby federal agencies identify commercial
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functions being performed by the agencies, develop a business case to determine if the
private sector can efficiently compete with the agencies, and if so, determine the most

efficient organization to perform the function. However, the law specially precludes

the contracting out of inherently governmental functions.!> The IRS and the Office of
Management and Budget (OMB) have long considered the collection of taxes to be an
inherently governmental function,'® and have never certified the type of work being per-

formed by the private collectors as commercial.'”

In 2003, the IRS’s backlog of receivables of approximately $120 billion again caused

the IRS to consider private debt collection as a solution.’® To address the buildup of
potentially collectible inventory, the IRS favored and the Department of Treasury pro-
posed that Congress allow the IRS to employ private debt collectors to help collect

the aging receivables in exchange for commissions based on the amount collected.

The American Jobs Creation Act of 2004 gave the IRS authority to again use private
collection agencies to collect delinquent federal tax debts.?® It was believed that this leg-
islation would cure the defects of the 1996 initiative by permitting private collectors to
work for commissions while at the same time allowing them to perform only such func-

tions that were commercial in nature, rather than inherently governmental.?!

14 General Accounting Office, IRS is Addressing Critical Success Factors for Contracting Out but Will Need to Study
the Best Use of Resources, GAO-04-492, 4 (May 2004).

15 Federal Activities Inventory Reform Act (FAIR) of 1998, Pub. L. No. 105-270, 112 Stat. 2362; now codified
at 31 U.S.C.A. § 501, see Note § 5 (2)(b), providing that a function is “inherently governmental” under the
statute if it is “so intimately related to the public interest as to require performance by Federal Government
employees.” Id. Examples of inherently governmental functions include actions: (1) “to bind the United
States to take or not take some action;” (2) “to determine, protect and advance United States. . . interests;”
and (3) “to significantly affect the ... property of private persons.” Id.

In OMB Circular A-76 (which sets forth the standards under which federal work is subject to competitive
sourcing), as it existed in 1999, the collection of taxes was specifically listed as an inherently governmental
function. In 2003, OMB Circular A-76 was revised to remove all specific examples of inherently govern-
mental functions; see also General Accounting Office, IRS: Issues Affecting IRS’s Private Debt Collection Pilot
(Jul. 18, 1997), indicating that the IRS and the Department of Treasury have long considered the collection
of taxes to be an inherently governmental function.

IRS Federal Activities Inventory Reform Act certifications, available at http://www.treas.gov/offices/man-
agement/dcfo/procurement/fair/inventories/index.html.

This $120 billion dollar inventory was growing at approximately four percent per year. General Accounting
Office, GAO-04-492, Tax Debt Collection, IRS is Addressing Critical Factors for Contracting Out but Will Need to
Study the Best Use of Resources 1 (May 2004).

9 General Accounting Office, GAO-04-492, Tax Debt Collection, IRS is Addressing Critical Factors for Contracting
Out but Will Need to Study the Best Use of Resources 1 (May 2004).

20 The American Jobs Creation Act of 2004, Pub. L. 108-357, Title VIII, § 881, 118 Stat. 1625 (2004); now
codified in IRC § 6306.

Government Accountability Office, IRS Needs to Complete Steps to Help Ensure Contracting Out Achieves Desired
Results and Best use of Federal Resources, GAO-06-1065 (2006); see also Mark T. Resnick, Outsourcing Federal Tax
Collection, 5 Hous. Bus. & Tax. L.J. 128, 155 (2005).
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The government’s rationale for its current use of private debt collectors to collect federal
taxes stood upon three pillars:

# Use of private collectors is cost efficient and effective;*
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# Private collectors will work the easy cases, thereby ensuring that they will not
engage in “inherently governmental” activities and that the IRS will be able to

focus on more complex work;?® and

¢ Other federal agencies have successfully used private collection agencies.?*

Cost Efficiency of IRS Private Debt Collection Initiative

“The purpose of this program is to provide value to the American taxpayer.’®

“If additional IRS allocations would yield greater returns than PCA use, then there is no
Justification for a PCA program.™®

“If it [IRS] bires federal employees, they’ll spend far less than if they go out with these pri-
vate collection firms. In addition to the issues of privacy, et cetera — which are horrifying to
my constituents - Republican and Democrat alike — you’re spending more money than you
have to collect these taxes.”

Pursuant to the FAIR Act, federal law requires that the government follow prescribed
processes for determining whether activities performed by the government can or should
be subject to outsourcing.?® These processes are set forth in Office of Management

and Budget (OMB) Circular A-76. Each year, agencies of the federal government must
file a report with the OMB identifying the work that is commercial and that which is

2 Mary Dalrymple, Associated Press, IRS Warns Taxpayers Not to Fall for Thieves Posing as IRS Debt Collectors,

USA Today (Aug. 23, 2006) (available at: http://www.usatoday.com/money/perfi/taxes/2006-08-23-irs-col-
lection_x.htm?csp=34), quoting an IRS spokesman who said, “The purpose of this program is to provide
value to the American taxpayer.” (See discussion #nfra regarding the Federal Activities Inventory Act and
OMB Circular A-76 which govern competitive sourcing in the Federal Government and the emphasis on
cost efficiency).

z Testimony of Mark W. Everson, Commissioner of Internal Revenue, Private Debt Collection: Hearing Before

the Subcomm. on Oversight, House Comm. on Ways and Means, 108th Cong., 1st Sess. (May 13, 2003).

%1

25 Mary Dalrymple, Associated Press, IRS Warns Taxpayers Not to Fall for Thieves Posing as IRS Debt Collectors,

USA Today (Aug. 23, 2006) (available at: http://www.usatoday.com/money/perfi/taxes/2006-08-23-irs-col-
lection_x.htm?csp=34), quoting an IRS official.

26 Mark T. Resnick, Outsourcing Federal Tax Collection, 5 Hous. Bus. & Tax. L.J. 128, 155 (2005).

%7 Comments of United States Congressman Steve Rothman (D-NJ) during testimony of Internal Revenue
Service Commissioner, Mark W. Everson, House Committee on Appropriations: Subcommittee on Trans-
portation, Treasury, Housing and Urban Development, and the District of Columbia, FY 2007 Appropria-
tions for the Internal Revenue Service (March 29, 2006).

28 Tederal Activities Inventory Reform Act of 1998, Pub. L. No. 105-270, 112 Stat. 2362; now codified at 31

U.S.C.A. § 501, see Note § 5.
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inherently governmental.?’ If the function is determined to be inherently governmen-
tal, the function cannot be privatized. If the function is “commercial,” the government
must undertake a cost-based analysis to determine whether the function should be sub-
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by the private sector.’’ If the agency cannot establish the business case for outsourcing
the function, then the function will not be outsourced.’!

The American Jobs Creation Act of 2004 (AJCA) enabled the PDC initiative to cir-
cumvent the Circular A-76 process. There was no designation of collection functions
as commercial, nor any rigorous cost analysis in support of a PDC business case. The
IRS now acknowledges that the PDC initiative, which pays private collectors up to 25
percent of amounts collected, cannot collect the money as efficiently as the IRS’s own
collection function.’? Thus, the IRS admits that a central tenet for outsourcing any
functions of the federal government, i.e., cost efficiency, does not exist.

On the revenue side, the IRS’s initial goal for Release 1.1 is that the private agencies
will collect six percent of the dollars assigned.** On the expense side, in addition to
commission expenses, private collectors will also receive administrative fees for certain
unresolved cases, such as those where the taxpayer has died or filed for bankruptcy
and cases where the taxpayer enters into an installment agreement for longer than five
years.>* There are also substantial expenses for each phase of the initiative, such as sys-
tems acquisition costs and consulting fees. For example, the IRS has projected that the
initial phases of the initiative (Release 1.1 and Release 1.2) will cost $61 million and
may bring in revenues of between $56 million and $92 million.*

Thus, the business case for using private collectors over IRS employees appears to be
weak. In fact, the IRS acknowledges the accuracy of a 2002 study that concluded that
if Congress budgeted an additional $296 million to hire new collection staff, the IRS

29 The Federal Activities Inventory Reform Act of 1998, Pub. L. No. 105-270; Office of Management and
Budget Circular A-76; see also IRS Office of Competitive Sourcing, IRS Circular A-76 Primer, available at:
http//www.irs.gov.ustreas.gov/pub/cmpsrc/learn_more/irs_a76-primer.pdf.

39 Mohab Tarek Khattab, Revised Circular A-76: Embracing Flawed Methodologies, 34 Pub. Cont. L. J. 469 (2005);
see also Mark T. Resnick, Outsourcing Federal Tax Collection, 5 Hous. Bus. & Tax. L.J. 128, 155 (2005).

31 IRS Office of Competitive Sourcing, IRS A-76 Primer, (Feb. 2005), available at: http:www.irs.gov/pub/cmp-

src/learn_more/irs_a76_primer.pdf.

32 Testimony of Commissioner of Internal Revenue, Mark W. Everson, House Committee on Appropriations:

Subcommittee on Transportation, Treasury, Housing and Urban Development, and the District of Colum-
bia, FY 2007 Appropriations for the Internal Revenue Service (March 29, 2006).

IRS, Filing and Payment Compliance Briefing Document 3 (July 31, 2006).

3 IRS Request for Quotations, Request No. TIRNO-05-Q-00187, at I-20 and 1-34 (] ].4.4.12).
35

33

Government Accountability Office, IRS Needs to Take Steps to Help Ensure that Contracting Out Achieves Desired
Results and Best Use of Federal Resources, GAO-06-1065 Appendix IIT (Sept. 29 2006).
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could collect an additional $9.5 billion annually.® Implementation of the ideas set
forth in the 2002 study contrasts favorably to the IRS’s own estimate of what the private
collectors will bring in over a ten year period: $1.4 billion, less the $330 million in com-
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missions and other costs.”’ In other words, the IRS is implementing a plan that returns
$4 for every dollar invested over a plan that returns $32 per dollar invested.?®

Although the IRS points out that it did not receive the $296 million in funding
described in the 2002 study,*” we do not believe that private debt collection is the only
other option available for the IRS to reduce its inventory backlog. Improving its own
efficiency and its approach to contacting taxpayers should be a starting point. It is
apparent that the private collectors can collect delinquent accounts with considerably
less than $296 million. We have learned that the three private collection agencies are
using only 75 employees in the aggregate to make calls on accounts. It is difficult to
fathom how 75 employees can achieve what the IRS cannot with its thousands of col-
lection employees and its collection budget of nearly $2 billion.* Moreover, the IRS
is allocating at least 65 of its own employees to monitor the program; thus, the IRS is
using almost as much in human resources to monitor these companies as it takes the
companies to do the work."!

Debate over How to Measure Performance Highlights Fundamental Problem with IRS Collection
Policy

We do not believe the IRS has made an adequate business case for this initiative. In
response to the requirements of the AJCA, which direct the IRS to issue a biennial
report to Congress on a number of factors, including a complete cost-benefit analysis

36 Testimony of Treasury Secretary John Snow, in an exchange with Senator Robert C. Byrd, Senate Commit-
tee on Appropriations: Subcommittee on Transportation, Treasury and General Government, Hearing on
FY 2004 Appropriations for the Treasury Department, May 20, 2003; for referenced study see 2002 Report
of IRS Commissioner Charles O. Rossotti to IRS Oversight Board, Assessment of the IRS and the Tax System
(Sept. 2002).

37 David Cay Johnston, IRS Enlists Help in Collecting Delinquent Taxes, New York Times (Aug. 20, 2006).

38 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 Govern-
ment, Hearing on FY 2004 Appropriations for the Treasury Department, May 20, 2003.

3 Testimony of Commissioner of Internal Revenue, Mark W. Everson, House Committee on Appropriations:

Subcommittee on Transportation, Treasury, Housing and Urban Development, and the District of Colum-
bia, FY 2007 Appropriations for the Internal Revenue Service (March 29, 2006).

IRS Fiscal Year Budget in Brief, available at: http://www.irs.gov/pub/irs-utl/bib-irs.pdf. The IRS’s budget
for tax law enforcement in fiscal year 2006 was approximately $4.7 billion dollars and its proposed enforce-
ment budget for fiscal year 2007 is approximately $4.8 billion dollars. IRS Budget in Brief FY 2007, avail-
able at: http://www.irs.gov./pub/irs-news/fy07budgetinbrief.pdf.

40

41 This figure includes Referral Unit employees (approximately 33), Oversight Unit employees (approximately

15), and 17 other staff members. Government Accountability Office, IRS Needs to Take Steps to Help Ensure
that Contracting Out Achieves Desired Results and Best Use of Federal Resources, GAO-06-1065 49 (Sept. 29 2006).
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of the initiative,* the IRS is planning to develop a cost-benefit comparison between
private collectors and the IRS. However, the IRS plan drew criticism from the GAO for
a number of reasons, including that the initial design omitted the most significant cost
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of the initiative, ., commissions paid to the private collectors, as a separately stated
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expense item.” We have additional concerns about the IRS’s planned PDC cost effec-
tiveness study. The IRS intends to conduct a test using IRS employees for purposes

of making a performance comparison. However, these IRS employees will be working
different (and, in some instances, more complex) types of cases than private collectors
handle.* Consequently, we wonder how a decision-maker can assess which approach
— the IRS or the private collection agency (PCA) — is most efficient at collecting the
type of inventory IRS is assigning to PCAs.

The IRS’s rationale for not undertaking an “apples to apples” comparison between the
IRS and private collectors is that “IRS [employees] would not work PDC inventory
even if they had additional resources and are better than PCAs at working those cases.”®
This IRS response essentially ignores the importance of tax compliance and taxpayer
rights for those taxpayers who populate the PDC inventory. The IRS, in essence, is say-
ing that there is a population of taxpayers whose liabilities are too trivial for the IRS to

bother with, and therefore those cases should either be left to PCAs or, absent PCAs,

42 The American Jobs Creation Act of 2004, Pub. L. No. 108-357, § 881(e), 118 Stat. 1418 (2004), providing in
pertinent part:

(e) BIENNIAL REPORT.—The Secretary of the Treasury shall biennially submit (beginning in 2005) to
the Committee on Finance of the Senate and the Committee on Ways and Means of the House of Rep-
resentatives a report with respect to qualified tax collection contracts under section 6306 of the Internal
Revenue Code of 1986 (as added by this section) which includes—
(1) a complete cost benefit analysis,
(2) the impact of such contracts on collection enforcement staff levels in the Internal Revenue Service,
(3) the impact of such contracts on the total number and amount of unpaid assessments, and on the
number and amount of assessments collected by Internal Revenue Service personnel after initial contact
by a contractor,
(4) the amounts collected and the collection costs incurred (directly and indirectly) by the Internal
Revenue Service,
(5) an evaluation of contractor performance,
(6) a disclosure safeguard report in a form similar to that required under section 6103(p)(5) of such Code,
and
(7) a measurement plan which includes a comparison of the best practices used by the private collectors
with the Internal Revenue Service’s own collection techniques and mechanisms to identify and capture
information on successful collection techniques used by the contractors which could be adopted by the
Internal Revenue Service.

B In the IRS’s response to the GAO report, the Commissioner of Internal Revenue agreed to GAO’s recom-
mendation to separately state the commissions as a cost of the initiative. Government Accountability Of-
fice, GAO-06-1065 49, IRS Needs to Take Steps to Help Ensure that Contracting Out Achieves Desired Results and
Best Use of Federal Resources (Sept. 29 2006).

* The IRS will be working the “next best cases,” a phrase which has yet to be defined in any meaningful way.
For example, it is clear that IRS employees in the study will be working some business taxpayer cases. IRS,
Filing and Payment Compliance (Nov. 14, 2006). It is generally understood within the IRS and the tax profes-
sion that business tax cases are more complex and can be less productive than individual taxpayer cases.

4IRS, Filing and Payment Compliance (Nov. 14, 2006).
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should be left unworked until the amounts due become worthwhile to collect, after the
accrual of penalties and interest over the years.*

If the IRS is correct in saying there is a pool of cases that will result in revenue if only
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someone contacted the taxpayer — and this is the fundamental premise of the Private
Debt Collection initiative — then it stands to reason that we should not only determine
whether the IRS itself can do this work efficiently (as compared to PCAs) but also
determine whether this work is a productive use of the IRS’s own resources. Such a

“proof of concept” may well demonstrate that early intervention by lower-graded IRS
employees with limited collection authority (and who are authorized to make outbound
calls and conduct thorough address searches, just as the PCAs are doing) will both col-
lect past due accounts and provide a training ground and recruitment source for higher
graded IRS collection positions."

Private Collectors will Work only the Easy Cases

“The cases the IRS would refer to PCAs are those where the taxpayer would likely pay the
outstanding tax lLiability if contacted by telephone.”™®

A central tenet of the PDC initiative is that the IRS has a significant number of
accounts in which taxpayers could be induced into paying what they owe by a simple
phone call.* Tt is not clear whether there are any really easy tax collection cases; how-
ever, if the cases that the IRS identified for private collection are this easy, we wonder
about the wisdom of working so diligently to identify the most productive cases only to
hand them off to private collectors.

A more serious problem for our tax administration system, however, is that the assigned
inventory turned out to be far more complex than the IRS ever expected. In the first
batch of inventory identified for possible assignment to private collectors, for example,

4 In other sections of this report, we address the importance of contacting taxpayers early in the collec-
tion process, particularly for low income taxpayers, so that compliance problems can be reversed and the
taxpayer is put on a path towards tax compliance. See Most Serious Problems, Early Intervention in Collection
Cases and Collection Issues of Low Income Taxpayers, infra.

7 1f this “proof of concept” test takes the form of a direct comparison between IRS workers and private

collectors working the same types of cases, to avoid the appearance of a conflict of interest, the test design
and final analysis should be reviewed by a third party. The IRS has available employees to perform such

a test. For example, we have identified a unit of IRS employees whose positions are being eliminated due
to an IRS restructuring. These employees can be trained in a similar environment to private collectors

and can use the IRS’s outbound call systems to contact taxpayers with delinquent accounts. Only a direct
comparison between IRS employees and private collectors working the same types of cases will demonstrate
whether the benefits of using private debt collectors truly outweigh the costs.

B See Testimony of Commissioner of Internal Revenue, Mark W. Everson, before the Subcommittee on Over-

sight of the House Committee on Ways and Means, Private Debt Collection (May 13, 2003).

49 See Department of the Treasury, General Explanations of the Administration’s Fiscal Year 2004 Revenue

Proposals, 99 (February 2003), stating:
Many taxpayers with outstanding tax liabilities would make payment if contacted by telephone and, if
necessary, offered the ability to make payment of the full amount in installments. If PCAs could per-
form these tasks for this group of taxpayers, without affecting any taxpayer protection, the IRS would be
able to focus its resource on more complex cases and issues.
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there was a high incidence of shelved delinquent tax return investigations.”® Under the
IRS’s traditional collection practices as well as the PDC required procedures, taxpayers
cannot obtain installment agreements if they are not compliant for other tax years, 7.e.,
they have not paid taxes or filed returns.’® While the IRS plans to include this more
complicated type of case in Release 1.2 when its systems can communicate the existence
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of the delinquent return to the private collector assigned to the account, it did not

anticipate that such cases would be among the “simple” Release 1.1 inventory. In two
different statistical samplings of the Release 1.1 inventory, the IRS learned that in over
30 percent of the cases there were unresolved delinquent tax return investigations in the
taxpayers’ filing histories.’”?> The finding suggests that over 30 percent of the taxpayers
will not be eligible for the collection arrangement that the private collectors are autho-
rized to offer. The initial impact of this determination was that the IRS had to remove
15,500 cases from the initial 42,800 to be assigned to the collectors.”® The IRS is using
other inventory, including older cases, to make up for the deficit.

The IRS also had to substitute older inventory when it identified two other unexpected
case characteristics. In July of 2006, the IRS needed to eliminate another 10,000 cases
from the potential inventory because payments on those accounts, which were thought
to be voluntary, turned out to be involuntary levy payments.® Additionally, the IRS
learned that its systems could not transfer updated account information identifying
taxpayers as being represented by tax professionals. When the taxpayer files Form 2848
(Power of Attorney) with the IRS, the IRS and private collectors under this initiative
must contact the taxpayer only through the authorized representative. Consequently,
it removed from inventory 5,500 accounts that were intended for assignment to private
collectors.”® Thus, as of this date, taxpayers who can afford representation are exempt
from this initiative.

Inventory Problems Lead to Expansion of Case Criteria

The shortage of the promised “easy” inventory is driving the IRS to assign inventory with
the types of complexities that were never intended to be worked by private collectors. As
described above, the IRS plans to assign accounts known to have delinquent tax return
investigations in the account history in Release 1.2. Regardless of whether its systems can
communicate this type of information to private collectors, utilizing private collectors to

50 A shelved delinquent tax return investigation is an investigation of a taxpayer’s failure to file a tax return for
one or more years that has been closed as unresolved.

See IRM 5.14.1 (July 2005) and IRS, Private Collection Agency Policies and Procedures Guide, 31 (Sept. 2006).

32 RS, Partial Production Log (March 16, 2006).
53

51

IRS, Filing & Payment Compliance Advisory Council Presentation 9 (Jul. 31, 2006).

5% The initial criteria for assignable inventory in Release 1.1 limited inventory to cases where the taxpayer

indicated the amount is due on a tax return and cases where the tax has been assessed and the taxpayer has
made three or more voluntary payments on the tax. Testimony of the Commissioner of Internal Revenue,
Mark W. Everson, before the Subcommittee on Oversight of the House Committee on Ways and Means,
Private Debt Collection (May 13, 2003).

IRS, Filing ¢ Payment Compliance Advisory Council Presentation 9 (Jul. 31, 2006).
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interact with taxpayers about their obligation to file tax returns raises multiple problems,
including the lack of training of private collection employees as to which taxpayers are
required to file tax returns.”® Depending on the taxpayers’ circumstances, they may be
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under no legal obligation to file tax returns.’” Private collectors have not been trained to
determine when filing is required and when it is not. In fact, since such a determination
requires the exercise of judgment and discretion, the authority to make a determination

of a filing requirement cannot be delegated to a non-governmental employee.

Federal Payment Levy Program Cases

The pressure to find steady inventory for private collectors is evident in the IRS’s posi-
tion with respect to accounts that have been assigned to private collectors but which
are then subject to the IRS’s Federal Payment Levy Program (FPLP).® The IRS agrees
that it would be inappropriate to assign cases with active FPLP levies to the private col-
lectors. In fact, the Commissioner testified that such cases would be inappropriate for
private collector assignment:

The IRS would not refer to [Private Collection Agencies] PCA cases for which
there is any indication that enforcement action would be required to collect the tax
liabilities.>

However, if the IRS assigns to a private collector a case that is later subject to an FPLP
levy, the IRS is unwilling to recall the case. While the IRS acknowledges that cases with
active FPLP levies are the wrong type of cases for assignment to private collectors, the

% IRC § 6306 (b)(1) sets forth the functions that Congress expected private collectors to be performing:

“(A) to locate and contact any taxpayer specified by the Secretary,

(B) to request full payment from such taxpayer of an amount of Federal tax specified by the Secretary
and, if such request cannot be met by the taxpayer, to offer the taxpayer an installment agreement pro-
viding for full payment of such amount during a period not to exceed 5 years; and
(C) to obtain financial information specified by the Secretary to such taxpayer...”

57" See IRS Publications 501 (Exemptions, Standard Deduction and Filing Information) and 17 (Your Federal Income

Tax for Individuals).

8 TRC § 6331(h)(2)(A) authorizes the IRS to issue continuous levies on federal disbursements, including

certain components of Social Security income such as payments under Old Age, Survivors and Disability
Insurance (OASDI) of the Social Security Act (42 U.S.C.A. § 1302 et seq.). The IRS’s other automated levy
programs include the State Income Tax Levy Program and the Alaska Permanent Dividend Fund Levy
Program.

59 Testimony of Commissioner of Internal Revenue, Mark W. Everson, before the Subcommittee on Oversight

of the House Committee on Ways and Means, Private Debt Collection (May 13, 2003).
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IRS’s position is that taxpayers under an FPLP levy of their Social Security income will
benefit from the interaction with private collectors.®

By allowing private collectors to pursue installment agreements on these accounts, the
IRS will needlessly be paying commissions for accounts on which the IRS is already
receiving payments. More importantly, we do not believe it is appropriate for private
collectors to pursue taxpayers who are already subject to FPLP levies, most of whom are
elderly taxpayers and receiving Social Security payments.®!

Other Federal Agencies Use Private Collectors

“Mr. Chairman, 1 appreciate Mrs. Capito’s amendment and the seriousness of this issue.
When we talk about private collection of debts, we should understand that the Federal
Government is already using private debt collectors in other areas. One significant exam-
ple is student loans. I have certainly visited facilities where private companies are handling
the confidential information involved. They are handling it with responsibility. They are
handling it in compliance with all legal standards, and they are doing a very good job for
the Government, not only getting revenue that we would lose otherwise if we did not col-
lect on the debts but collecting on debts that the Federal Government was having difficulty
being able to collect upon.”*

“Over 40 states have used private collection agencies successfully as part of their tax collec-
tion efforts, and other federal agencies have used private collection agencies for a number of

years to collect a significant amount of delinquent federal nontax debt.”®

To compare the collection of delinquent student loans and other federal debts to the
collection of delinquent federal taxes is to fail to recognize:

60" In February of 2006, the National Taxpayer Advocate issued a Proposed Taxpayer Advocate Directive
(Proposed Taxpayer Advocate Directive 2006-1-P) ordering the IRS to alter certain aspects of the PDC
initiative’s design. The National Taxpayer Advocate issues a Taxpayer Advocate Directive to order adminis-
trative or procedural changes to improve the operation of a functional process or to grant relief to groups of
taxpayers (or all taxpayers) when implementation will protect the rights of taxpayers, prevent undue burden,
ensure equitable treatment, or provide an essential service to taxpayers. IRM 1.2.2.11.3 The IRS responded
to the Proposed Taxpayer Advocate Directive and addressed the Taxpayer Advocate Service’s position with
respect to FPLP levies, as follows:

Allowing PCAs to work with taxpayers with FPLP [Federal Payment Levy Program], SITLP [State Income
Tax Levy Program| and Alaska Fund levies will be beneficial to taxpayers. In these cases, PCAs will as-
sist taxpayers in resolving the situation, which will result in a levy release if an installment agreement is
obtained.
Memorandum from the Commissioner of the Small Business/Self-Employed Division to the National
Taxpayer Advocate Regarding Proposed Taxpayer Directive 2006-1 (March 28, 2006).

61 Over the last four years, 84 percent of FPLP levies have been against Social Security benefits. IRS, Wage &

Investment Division Information Request, September 28, 2005. See Most Serious Problem, Lewvies, infra.

62 Statement of Representative Ernest J. Istook, Jr. in debate before the United States House of Representa-

tives, between Representative Shelley Moore Capito, Representative Christopher Van Hollen and Represen-
tative Istook, regarding amendment to H.R. 5025 to prohibit use of private collectors by the IRS (Septem-
ber 4, 2004).

63 Testimony of the Commissioner of Internal Revenue, Mark W. Everson, before the Subcommittee on Over-

sight of the House Committee on Ways and Means, Private Debt Collection (May 13, 2003).
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¢ The extensive resources the IRS receives for its collection function;

# That other federal agencies must go through a competitive sourcing process which
requires cost efficiency and protections for affected employees, all of which this
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initiative bypassed; and

# The importance of tax collections and long-term tax compliance to our government

on the one hand and the small return on investment from this initiative on the
other.

Other components of the federal government may utilize private debt collectors effi-
ciently; however, there are important differences between those agencies and the IRS.
One such difference is that, in contrast to those other agencies, the IRS has a large
collection infrastructure with thousands of trained employees and an annual budget of
nearly two billion dollars.®* The IRS has 14 Automated Collection System (ACS) sites
that interact with millions of taxpayers annually, in contrast to the private collectors
who operate out of single locations with 75 employees in the aggregate. The IRS con-
tinues to spend significant resources on the same technology used by private collectors,
such as predictive dialer systems.®> Predictive dialers are automated systems that con-
tact taxpayers and hand off the taxpayer to a live telephone assister when the phone is
answered. Effective use of these systems is central to the success of collection agencies
in the private sector; yet, the IRS elects not use its predictive dialers to any real extent.®
Given the IRS’s collection infrastructure, it is unclear why the IRS needs private collec-

tors to reach its own inventory.*’

Another important difference between the IRS and other federal agencies is that when
other agencies outsource their collection work through the competitive sourcing pro-
cess, the agencies must certify the functions as “commercial,” must compile a business
case using rigorous cost analysis demonstrating that the private sector can do the work
more efficiently, and must then determine the most efficient organization to perform
the function.®® Reductions in force are a typical result of competitive sourcing when

%4 IRS Fiscal Year Budget in Brief, available at: http://www.irs.gov/pub/irs-utl/bib-irs.pdf. The IRS’s total

budget for tax law enforcement in fiscal year 2006 was approximately $4.7 billion dollars and its proposed
enforcement budget for FY 2007 is approximately $4.8 billion dollars. IRS Budget in Brief FY 2007, avail-
able at: http://www.irs.gov./pub/irs-news/fy07budgetinbrief.pdf. For fiscal year 2006, the Small Business/
Self-Employed Division allocated approximately 11,270 full time equivalents (FTEs) towards collection
efforts. IRS Small Business/Self-Employed Division, FY 2006-FY 2007 Plan. The IRS Wage & Investment
Division allocated approximately 3,332 FTEs to collection. Wage & Investment Division, FY 2006 Plan.

%5 In 2004, the IRS acquired an additional “predictive dialer” system used to automatically contact taxpayers.

National Taxpayer Advocate 2004 Annual Report to Congress 234.

% n FY 2004, Automated Collection System use of predictive dialers constituted less than five percent of

direct time. ACS Management Reports, Oct. 1, 2003, through Sept. 20, 2004. For discussion of IRS use of
predictive dialers, see National Taxpayer Advocate 2004 Annual Report to Congress 234.

%7 Foran analysis of how much more impact the IRS could achieve through improved collection strategy and

practices, see Most Serious Problems, Collection Alternatives and Early Intervention in Collection Cases, infra.

8 IRS Office of Competitive Sourcing, IRS Circular A-76 Primer, available at http//www.irs.gov.ustreas.gov/

pub/cmpsrc/learn_more/irs_a76-primer.pdf.
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the private agency prevails.”” Consequently, employees have rights throughout the
competitive sourcing process. Employees can appeal the classification of activities as
“commercial” as well as the competitiveness determination, first internally and then to
the Government Accountability Office.”
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The most important difference between the IRS and other federal agencies relates to the
7

importance of taxes and tax compliance to the operation of the federal governmen
Unlike the collection of delinquent student loans or other areas where the government
contracts out its collection function, the Constitution of the United States confers the
power to collect taxes upon Congress.” This power reflects the importance of taxes to
the operation of the federal government. Taxpayers annually pay over two trillion dol-
lars to the IRS, without any IRS follow-up or enforcement action.” These taxes are paid
in part because taxpayers desire to avoid the IRS’s collection authority. This authority

- and its deterrent effect — are diluted where the IRS uses civilian collection agencies
that are also calling about past-due credit card accounts and medical bills.

Using private collectors also exposes taxpayers to new risks. With the private debt col-
lection initiative, the IRS has compromised its identity as the nation’s tax collector,
opening up a new avenue for scam artists to impersonate private collectors. Indeed,
the IRS kicked off this initiative with a warning about the need for taxpayers to protect
themselves.”* Instances of fraud and misuse of taxpayer information are inevitable, as is
a degraded image of the IRS.

HIDDEN COSTS OF PRIVATE DEBT COLLECTION - COSTS TO OUR TAX ADMINISTRATION
SYSTEM

In the analysis above, we described costs of the initiative in terms of direct financial
expenditures. However, we are also concerned that the initiative will exact a cost on
vital components of our tax administration system, including: customer service, the
transparency of IRS tax collection operations, consistent treatment for similarly situated
taxpayers, and tax compliance.

69 Jacques S. Gansler and William Lucyshyn, Competitive Sourcing: What Happens to Federal Employees¢ 16 (Octo-
ber 2004), available a http://irs.ustreas.gov/pub./cmpsrc/an_p_gas_lucy.pdf.

0 Office of Management and Budget Circular A-76 (2003); see also Jacques S. Gansler and William Lucyshyn,

Competitive Outsourcing: What Happens to Federal Employees? 16 (October 2004), available at http://irs.ustreas.
gov/pub./cmpsrc/an_p_gas_lucy.pdf.

71" As Supreme Court Justice Owen Roberts noted in 1935 as a means of explaining the importance of collect-

ing tax revenues above other interests: “But taxes are the lifeblood of government, and their prompt and
certain availability an imperious need.” Bullz. U.S., 295 U.S. 247, 259, 55 S.Ct. 695 (1935).

2 U.S.C.A. Const. Art. I, § 8, providing:
The Congress shall have the Power to lay and collect Taxes, Duties, Imposts and Excises, to pay the Debts
and provide for a common Defense and general Welfare of the United States; but all Duties, Imposts and
Excises shall be uniform throughout the United States.

73 Statistics of Income, /RS Data Book, 2004-2005, available at: http://www.irs.gov/taxstats/article/

0,,id=102174,00.html.

7% IRS News Release, Simple Steps Can Prevent Scams as Private Debt Collection Begins (Aug. 23, 2006).
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Customer Service

“Our working equation at the IRS is service plus enforcement equals compliance. The bet-

ter we serve the taxpayer, and the better we enforce the law, the more likely the taxpayer
33575
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will pay the taxes he or she owes.

We could not agree more that customer service is a vitally important part of achieving

greater rates of tax compliance. We have also cautioned that changing or reducing servic-
es may affect taxpayers’ willingness or ability to comply with the tax law.”® The IRS has
made strides in the provision of its customer service.” However, by using private debt
collectors, the IRS has separated taxpayers from its world class customer service.

Contrast in Customer Service Approach

The IRS’s vast resources dwarf the capacity of private collectors to duplicate the IRS’s
level of customer service. The operational plans of the three contractors emphasize the
importance of collection results rather than customer service and do not address the
complex needs of U.S. taxpayers. The IRS’s Multilingual Initiative (MLI) provides one
example of the type of quality service that private collectors will not and cannot duplicate.

Executive Order 13166 requires all federal agencies to establish a plan to ensure that

persons with limited English proficiency have meaningful access to government related
products and services.”® The IRS created a Multilingual Initiative (MLI) Strategy Office
to implement the order through the services provided by the IRS.” For taxpayers with

5" Internal Revenue Service FY 2006 Budget Request, Hearing Before the Subcomm. on Transportation, Treasury, Judi-
ciary, Housing and Urban Development, and Related Agencies, Senate Comm. on Appropriations, 109th Cong. 1st
Sess. (Apr. 7, 2005) (Statement of Mark W. Everson, Commissioner of Internal Revenue).

76 See National Taxpayer Advocate 2005 Annual Report to Congress 2 (discussing trends in taxpayer service).

77 The IRS recently described improvements to its customer services, including:

#Employment of advanced call routing technology;

e Developed interactive job aids for IRS employees;

eImproved information systems;

o Strengthened managerial and executive involvement in service delivery;

o Expanded service to alternative locations (such as post offices, federal and state offices, libraries, and
community organizations) during filing season; and

#Providing return preparation services using volunteers and Taxpayer Assistance Center personnel.

See National Taxpayer Advocate 2005 Annual Report to Congress 18, where the IRS responded to Most
Serious Problem, Trends in Taxpayer Service.

78 Exec. Order 13166; 65 Fed. Reg. 50,121 (Aug. 11, 2000). The IRS has interpreted the Executive Order to
require:
o The availability of transcription services so that any IRS letter to a taxpayer who speaks a regularly
encountered language can have the letter translated into that language;
#Oral language assistance will be provided for regularly encountered languages; and
e Educational and outreach documents will be translated for regularly encountered languages. IRM
22.31.1.6.1 (April 2006).

7 IRS, Multilingual Initiative Customer Base Report FY 2006 12 (Feb. 2006).
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limited English proficiency, the MLI will improve all other services provided by the IRS,
by opening access and lines of communication which were heretofore unavailable.®’

In contrast, the three private collection agencies have taken next to no steps to address
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taxpayers with limited English proficiency. One of the collectors had a telephone
number for Spanish speaking individuals on its contact letters; however, when represen-
tatives from TAS dialed the number, there was only an English speaking voice that first

transferred the call to another line, after which the call was automatically terminated.
After TAS drew the IRS’s attention to the problem, the IRS ensured that this particular
problem was corrected, but we believe the example to be symptomatic of the problems
with this initiative. The other two collectors have not taken any meaningful action to
provide services for taxpayers with limited English proficiency.

“Proprietary Information” and the Lack of PCA Transparency of Operations

“The Treasury Department and the IRS determined early on that no proposal to engage
PCAs would ever be feasible unless and until those developing the proposal could assure
themselves and others that taxpayer rights would not be weakened in any way.™!

Elsewhere in this report, we have detailed the obligation of the IRS to disclose most
policies and procedures and the effect that a lack of transparency can have on taxpayer
rights.3? Likewise, we noted that the Internal Revenue Manual (IRM) is supposed to
serve as the single, official source of IRS “instructions to staff” such as procedures,
guidelines, policies, and delegations of authority.® Generally, the IRS adheres to its
disclosure obligations, although we have provided some serious examples in this report
where it has not. While the IRS substantially complies with its disclosure obligations, it
has failed to ensure that the operations of its private collectors are equally transparent to

the public and to decision makers.

Some aspects of the plans reflect dramatic departures from IRS practice and impact tax-
payer rights. We would like to discuss some of the specifics in this report, but the IRS
has advised us that much of the information in the PCA operational plans and calling
scripts is designated as “proprietary information,” and generally cannot be released with-
out the consent of the PCAs. The operational plans and calling scripts describe such
things as belated Fair Debt Collection Practices Act (FDCPA) warnings and psychologi-
cal techniques used to coax debtors into paying.

80 For an extensive discussion of problems facing taxpayers who speak English as a second language (if at all),

see this report for the Most Serious Problem, Multilingual and Cultural Barriers, infra. While we have sugges-
tions for improving the IRS’s services to these taxpayers, there is simply no comparison between private
collectors and the IRS as to the sophisticated array of services and outreach that the IRS provides.

81 Testimony of the Commissioner of Internal Revenue, Mark W. Everson, before the Subcommittee on Over-

sight of the House Committee on Ways and Means, Private Debt Collection (May 13, 2003).
82 See Most Serious Problem, Transparency of the IRS, supra see generally, 5 U.S.C.A. § 552.
83 IRM 1.11.2.1 (Oct. 1, 2005).
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Throughout the development of the PDC initiative, there was general agreement that all
restrictions that apply to IRS collection employees would also apply to PCA employees
and that, to achieve this objective, the rules would provide for a “level playing field” for
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IRS employees and PCA employees. Significantly, the IRS publishes the procedures its
collection personnel must follow in the Internal Revenue Manual, yet it now turns out
that private collection agencies are employing proprietary collection techniques that are

not published, that cannot be revealed without the private contractors’ consent, and
that even the National Taxpayer Advocate, the Government Accountability Office, and
the Treasury Inspector General for Tax Administration presumably cannot report on
publicly. This lack of transparency is a serious problem for taxpayers and a serious flaw
of this initiative.

Inconsistent Treatment of Taxpayers

A taxpayer contacted by the PCA would enjoy the same rights and protections as a lax-

payer contacted by an IRS employee.” **

As a result of the IRS Restructuring and Reform Act of 1998 (RRA 98), the IRS reorga-
nized from its geographic structure into operating divisions designed to serve different
types of taxpayers, i.c., the Wage & Investment Division, Small Business/Self-Employed
Division, Large & Mid-Sized Business Division, and Tax Exempt/Government Entities
Division.® One goal of this reorganization was to ensure consistency in service so that
similarly situated taxpayers received the same treatment.3® Lack of consistency results in
poor customer service and can also lead to impairment or violations of taxpayers’ rights.

At this stage of the PDC initiative, there are three private collectors, all with their own
operational plans, form collection letters, and collection scripts to use when they get
taxpayers on the telephone. In Release 1.2, there will be up to 12 collectors with 12
operational plans and dozens of different ways to communicate the same issue to tax-
payers.®” A review of those plans and letters demonstrates how different these agencies’
approaches to collection are from that of the IRS, and from each other. Some examples
of inconsistencies are demonstrated below.

84 Testimony of Commissioner of Internal Revenue, Mark W. Everson, before the Subcommittee on Oversight

of the House Committee on Ways and Means, Private Debt Collection (May 13, 2003).

Internal Revenue Service Restructuring and Reform Act of 1998, Pub. L. No. 105-206, Title I, Subtitle A, §
1001(a)(2) and (3), 112 Stat. 685.

85

86 Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1998, Part Two, Title

L.A.1, IRS Mission and Restructuring (§§ 1001 and 1002), 17.

87 Internal Revenue Service News Release, IR-2006-131 (August 23, 2006), indicating up to 10 private collec-

tors; but see Government Accountability Office, IRS Needs to Take Steps to Help Ensure that Contracting Out
Achieves Desired Results and Best Use of Federal Resources, GAO-06-1065 Appendix 1 (Sept. 29, 2006), indicating
up to 12 private collectors.
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Obtaining Financial Information:
Under IRS procedures, no financial statements are required as a condition of entering
into an installment agreement if the liability is under $25,000, provided the taxpayer
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indicates an inability to pay and the taxpayer otherwise qualifies for an installment
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agreement.®® IRS collection information statements are lengthy financial statements that
require detailed information of income, expenses, assets, and liabilities. In the initial

drafts of the operating plans, each of the private collectors planned to obtain financial
information on each account where the taxpayer indicated that he or she could not fully
satisfy the liability. The IRS has negotiated with the collectors on the issue; however,
the plans still do not provide clear guidelines about when and when not to obtain finan-
cial information.

Collection Scripts

The IRS requires its telephone representatives to seek full payment, but they cannot
employ trickery or any device to manipulate taxpayers. For example, training given to
IRS Automated Collection Service (ACS) collection representatives includes an empha-
sis on fairness, accuracy, and taxpayer rights.? In contrast, we are concerned that the
private collectors are using trickery, device, and belated Fair Debt Collection Practices
Act warnings to take advantage of taxpayers.”” At the IRS’s request, we have removed
specific references to the scripts of the private collectors.”!

Tax Compliance

The IRS’s outreach and enforcement efforts are designed to be compliance based. For
example, the IRS requires its collectors to conduct interest-based interviews when
attempting to resolve past accounts in order to structure the resolution in the taxpayer’s
and the IRS’s long-term interest. Therefore, to avoid future noncompliance, current
withholding amounts should be adjusted before allocating amounts towards install-
ment agreements.”” The IRS is requiring the collectors to inquire about the adequacy

8 Under IRS procedures, no financial statements are required as a condition of entering into an installment

agreement if the assessed liability does not exceed $25,000 and this balance will be fully paid within 60
months (or fully paid prior to the collection limitations period, whichever comes first), provided the tax-
payer otherwise qualifies for an installment agreement. IRM 5.14.5.2.(10).

89 ACS Basic Modules A-1 (Training Course 6602-102) is an eight week training course in a classroom setting

for employees to the ACS function, which emphasizes listening to taxpayers. Materials include a 326 page
training document containing seven modules. Training Publication 6602-102, Module B: Understanding
the Rights of Taxpayers also teaches seven modules including the Taxpayer Bill of Rights, the IRS Restruc-
turing and Reform Act of 1998, and IRC § 6103.

% 15 U.S.C.A. § 1692e (11), requiring creditors to warn debtors that the communication is an attempt to col-

lect a debt and that any information obtained will be used for that purpose.

1 See discussion, supra, of IRS’s insistence that operational plan information is “proprietary information” and
cannot be disclosed.

92 IRM 5.14.1.5(3).
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of withholding to meet the current year’s obligation but is not providing any training or
guidance on the purpose or procedure for doing this.”

At the heart of the IRS’s compliance based approach to tax administration is an appre-
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ciation that the $2 trillion paid by taxpayers annually, without enforcement, is fostered
by a consistent, fair, and long-term approach to tax administration. In contrast to the
trillions of dollars paid voluntarily each year, the IRS predicts that the private debt

collection initiative will collect $1.4 billion, less costs, over ten years. Thus, with the
private debt collection initiative, we have risked much for a small return on investment.

GONCLUSION

A decision by the federal government to outsource one of its core functions to the
private sector should not be undertaken lightly. By taking this step, the government is
substituting private-sector employees with a narrow objective, Z.¢., to maximize profits,
for civil-service employees who are trained to think and act for the public good. It is
true that there are many functions performed by the government that are commercial
in nature and that can be privatized in an appropriate and cost-efficient manner. On
the other hand, there are other functions that are so inherently governmental that the
involvement of public employees is required throughout the process to further and pro-
tect the long-term interests of the government, its employees, and more importantly, its
citizens.

To balance these complex interests, the government employs the OMB Circular A-

76 procedures, which follow a defined process of identifying commercial activities,
conducting a rigorous cost analysis to determine whether outsourcing makes the most
business sense, and then finding the most efficient organization to perform the func-
tion. This process, while not without problems, provides protections for employees
who can make challenges at critical steps along the path towards privatization. The
private debt collection provisions in the AJCA and the manner in which the initiative
was implemented did not allow for the development of a true cost-benefit comparison
for the use of private collectors as compared with IRS collectors at the front-end of the
process. The IRS has never certified the types of functions being performed by private
collectors as commercial, and the IRS acknowledges that its employees can perform
those functions more efficiently than private collectors. Accordingly, it does not appear
to us that the PDC initiative would have been implemented if it were subject to the
competitive sourcing rules under Circular A-76.

We must also be mindful of the hidden costs of using private collectors, notably poten-
tial erosion of customer service, lack of transparency of private collection operations,
potential failure to provide consistent treatment for all taxpayers, and potential erosion
of tax compliance. We do not believe that these principles should be compromised
for the revenue gain, if any, this program may produce. For the reasons described, the

93 RS, Private Collection Agency Policies and Procedures Guide 28.
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National Taxpayer Advocate believes the PDC concept is fatally flawed and should be
terminated. Moreover, regardless of whether the PDC initiative continues, the National
Taxpayer Advocate believes the IRS should conduct a “proof of concept” test to deter-
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mine the potential revenue benefits of using lower-graded IRS employees with limited
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collection authorities to locate and contact taxpayers with “potentially collectible”
accounts.

IRS COMMENTS

We view the Taxpayer Advocate Service (TAS) and the National Taxpayer Advocate as
our partners in the PDC initiative and appreciate their hard work in helping reach our
shared goal of providing taxpayers with a high level of service. Since the start of the
project, we have worked with TAS at each stage, listening and responding to their sug-
gestions, and making appropriate adjustments. The National Taxpayer Advocate is one
of the many stakeholders, both within and outside the IRS, whose input we have active-
ly sought for this project on issues such as IRS and PCA policies, procedures, letters,
publications, scripts, and training. We shared PCA procedures, operational and training
plans, letters, and other documents with trusted stakeholders, including Congressional
staffs, the National Taxpayer Advocate, the Government Accountability Office and the
Treasury Inspector General for Tax Administration. For example, the PCA Policy and
Procedures Guide contains all the IRS-required procedures to be followed by the PCAs;
90 percent of TAS’s suggestions resulted in changes to this document, and a majority of
suggestions received from all stakeholders were fully adopted.

This initiative strives to make certain that PCA employees adhere to the same guide-
lines and restrictions as IRS employees. Where possible, the documents governing this
effort have been made available to all necessary parties. That includes certain PCA
documents that are proprietary and not immediately subject to public release under pro-
curement regulations. As soon as we learned the National Taxpayer Advocate wanted

to publish the PCA scripts, we took steps to have all three firms approve their release.
Additionally, we have begun the process of releasing other appropriate information.

Cost Benefit Analysis

The PDC project has started off well, due in no small part to the involvement of a

full spectrum of stakeholders. In the 10 weeks from the project’s inception through
November 16th, the IRS placed nearly $90 million in outstanding accounts, and col-
lected $8.43 million. This yield exceeds the conservative target of 6 percent set for
this initial year and is on target for achieving the business case assumption of 10 to

15 percent annually, depending on case type. This assumption is comparable to the
Automated Collection System (ACS) collection rate for the IRS during FY 2006, which
was 14 percent.

The proportion of commissionable to non-commissionable payments received in the
first month is an anomaly and that rate has risen steadily. While commissionable
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revenue in September was 46 percent, the cumulative percentage through November is
85 percent. The total compensation is significantly below the 25 percent legislative cap.
Commissions paid to the PCAs from the project’s inception through November 16%
amounted to $1.55 million, calculated on $7.15 million in commissionable payments.
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The effective rate of commissions paid is 21.68 percent of commissionable payments,
and 18.38 percent of all payments received in the PDC program.

During FY 2007, gross revenue received as a result of the project is expected to range
from $33.8 million to $62.3 million, with costs ranging from $23 million to $29.3 mil-
lion. Going forward, we expect improved margins as investments in automation allow
us to expand the number of case assignments with little additional IRS support. We
expect to recoup all PDC sunk investment costs during FY 2008 providing for growth in
the return on investment (ROI) as the program continues. The new system for manag-
ing PCA caseload was developed as a foundation for all future PCA casework. The costs
of this program should be viewed in that context.

As noted by the National Taxpayer Advocate, we are in the process of conducting the
first portion of a cost effectiveness study. Our original design for this study compared
PCA and IRS effectiveness in working the same type of inventory. After consultation
with the GAO, we changed the design to better respond to the following recommenda-
tion in the May 2004 GAO report:

“..the IRS Commissioner should ensure that a study is completed that compares the use of
PCAs to a collection strategy that officials determine to be the most effective and efficient
overall way of achieving collection goals.”

In response to GAO’s recent report, we again adjusted our methodology to include com-
missions paid to PCAs as a separately stated expense item. Our revised plan will compare
PCA results on working PDC inventory with IRS results at working the next best case
available. We will also define the full cost benefit of PDC and its ROL. It is important to
note that PDC cost comparisons to IRS costs should be made cautiously, using similar
types of collection cases worked by phone or letter, not through field contact.

The comparison data, which will be provided to Congress in 2007 as part of the biennial
report required under the American Jobs Creation Act of 2004, will be used to assure
that we are applying our resources in the most effective manner. The National Taxpayer
Advocate recommended a straight IRS cost to PCA cost comparison of like inventory.
However, if PDC resources were diverted to hire additional IRS collectors, they likely
would not work PDC inventory, as implied by the National Taxpayer Advocate’s study
design, since IRS has other priorities that will need to be weighed. On November 14,
2006, we briefed the National Taxpayer Advocate on the study and we proposed that we
work with the National Taxpayer Advocate to further refine our study to address cost-to-
cost comparison questions raised by the National Taxpayer Advocate.
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Service to Taxpayers
Service levels to taxpayers assigned to PCAs will meet or exceed the standards set for
IRS customer service and quality. PCA quality, measured the same way as IRS quality,
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has ranged from 97 to 100 percent across various quality dimensions. This compares

(-
-
()
=
b
]
o
(-]
()
=

favorably with the ACS average range of 89.5 to 99.5 percent along the same dimen-
sions for FY 2006. Of the nearly 19,000 cases assigned to PCAs, only 108 taxpayers have
requested that their accounts be handled by the IRS. At any time, taxpayers may avail

themselves of IRS services, including the assistance of TAS. There have been 31 report-
ed contractual complaints, all of which have been reviewed in depth. The majority of
these complaints deal with taxpayer questions about identity authentication procedures
intended to protect taxpayer privacy. There have been no instances of fraud or misuse
of taxpayer information.

IRS staff use several methodologies to review and monitor PCA activity with taxpayers.
Live calls and cases are reviewed as well as continuous discussions on relevant proce-
dures, as contained in and required by the PCA Policy and Procedures Guide and as
outlined in evolving operational plans submitted by each contractor. Under procure-
ment regulations, their operational plans are proprietary and can be made public when
permitted by the PCAs. We have begun the process of releasing to the public pertinent
portions of the PCA documents.

Each of the private collection agencies is working with the IRS continuously to update
and improve their procedures. The successful initialization of the new IRS support
groups for this effort ensure that taxpayers may always avail themselves of direct IRS
service if they so choose. Furthermore, the taxpayer can contact the IRS to resolve the
liability or provide information to determine the collectibility of their unpaid tax liabil-
ity at any point during the collection process.

The overall success of this project is predicated on placing the right cases with PCAs at
the right time from the right universe of inventory. We stage PDC cases in a way that
allows us to ensure quality case work, the protection of taxpayer rights, and the delivery
of the appropriate level of training to the PCAs. Inventory perfection is an ongoing and
evolutionary process. Decisions to bring forward or push back the placement of vari-
ous types of inventory reflect our efforts to identify the best possible universe of cases
for assignment to PCAs during the initial build-up of this program. At times, we have
slowed the pace of assignment to ensure proper program delivery at the lowest possible
risk; there has never been a shortage of inventory or any pressure to deliver an arbitrary
number of assignments. There is no contractual guarantee to the PCA firms of any
volume of placements, dollar value of cases, or age of receivables. Future inventory deci-
sions will be based on analysis of PCA performance on cases placed at this time.

As an example of this process, we have always considered placing Tax Delinquent
Investigations (TDIs), as clearly stated in the February 2003 Request for Quotations
(RFQ), but had reserved them for later placement because the timing was not right in the
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initiative’s initial phase. To prepare for TDI placement, we plan on testing assignment of
Tax Delinquent Accounts (TDAs) with associated TDIs to PCAs during the third quarter
of FY 2007. The test will help determine which of these cases are appropriate inven-
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tory, and it will include additional training of PCA employees on how to ask taxpayers
to file their returns. PCA procedures currently include similar instructions for request-
ing outstanding returns on the inventory already assigned to PCAs, since returns may

be due while the case is being handled by a PCA. We agree with the National Taxpayer
Advocate that a determination of a filing requirement is inherently governmental. Under
PDC procedures, this decision is made by IRS employees supporting the PCAs.

Our position on the Federal Payment Levy Program (FPLP) cases in PCA inventories is
consistent with how these cases are treated within the IRS and not the result of inventory
placement decisions. Involuntary levy cases such as those in the FPLP are removed from
potential PCA inventory as part of the normal inventory selection process. After assign-
ment, if a FPLP match occurs on a PCA case, the taxpayer has immediate access to work
with someone to resolve the delinquency. If the taxpayer wishes to resolve the account
using installment payments, the FPLP levy would be prevented or released and the con-
tractor would monitor the agreement. Taxpayers who are unable to pay their balance due
will be recalled from the PCA and placed in currently not collectible status when those
requirements are met, and the FPLP levy would be prevented or released. Since the PCAs
have the ability to resolve the account, there is no need to automatically recall accounts
subject to an FPLP levy from the PCA inventory. If the facts of the case warrant a recall
from the PCA, then the account will be recalled. Under no circumstance will commis-
sions be paid on levy payments, as outlined in the Task Orders issued to the three firms.

All PCAs have taken actions to provide service for non-English speaking taxpayers.
These experienced firms all service non-English speaking customers as part of their
normal business. Two PCAs have bilingual staff to handle non-English calls. The

third PCA is in the process of making arrangements to provide increased assistance to
non-English speaking taxpayers. At all three PCAs, when the language spoken by the
taxpayer prevents the PCA employee from assisting the taxpayer, IRS Referral Unit
employees provide the necessary assistance. This allows us to provide the same level of
service to all taxpayers.

The PCA procedures for collecting financial information directly align with IRS proce-
dures and ensure protection of taxpayer rights. The PCA Policy and Procedures Guide,
which the PCAs are contractually required to follow, prohibits the PCAs from obtain-
ing financial information from a taxpayer unless directed to do so by the Guide. As an
example, Section 11 of the PCA Policies and Procedures Guide states: “Under no cir-
cumstances will a PCA secure financial information from a taxpayer unless specifically
directed to do so by the procedures contained in the guide.” The instructions provided
to the PCAs in the Policy and Procedures Guide on securing financial information do
not differ from the procedures used by the IRS when collecting balance due accounts.
No PCA is permitted to supersede IRS procedures; they are precluded from doing so by
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task order. The PCA Policy and Procedure Guide emphasizes the appropriate time to
collect financial information and we verified the PCAs’ understanding of this require-
ment in face-to-face meetings. PCA operational plans are evolving documents, and the
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IRS is continually working with the PCAs to perfect these documents and to ensure
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they conform to IRS procedures. We have begun the process of releasing portions of
these plans for public review.

Consistent Taxpayer Treatment

All taxpayer delinquencies are taken seriously by the IRS, regardless of their size, and
none is considered “trivial.” We notify all taxpayers immediately if we discover they are
delinquent, explain the consequences of non-compliance, and offer assistance to help
them meet their tax obligations. We customize further treatment based on case charac-
teristics to ensure taxpayers receive the appropriate level of service and to make best use
of limited IRS resources. The PDC initiative is a way to provide a higher level of per-
sonal assistance to taxpayers within IRS’ appropriated resource levels.

All taxpayers with representation whose cases meet the criteria for assignment to PCAs
are included in available inventory. No determination of taxpayer ability to afford rep-
resentation is being used to select inventory. PCA cases with taxpayer representation

are currently being worked by PCAs. However, cases where a Power of Attorney (POA)
is already on file are being reserved for later assignment in Release 1.2. We expect

to assign them in January 2007 when all disclosure systemic concerns will have been
resolved to ensure, for example, that updated information is provided to the PCAs when
a taxpayer ceases to use a POA and/or obtains a new POA.

We have completed comprehensive procedural and legal reviews on talking scripts

used by the PCAs. All taxpayer rights and protections are in force throughout all PCA
scripts. The National Taxpayer Advocate expressed concern about a PCA script regard-
ing the pacing of collector dialogues with taxpayers. The PCA assistor was offering the
taxpayer an opportunity to engage in conversation and not being asked to enter into a
full payment schedule prematurely. We have begun the process of releasing the scripts
for public review. We also have a rigorous process in place to ensure PCA employees
working on this program are fully trained in critical topics such as taxpayer rights, priva-
cy, disclosure, and TAS-related procedures. PCA employees working on this program are
also required to execute the same certifications of training required by IRS employees
on critical topics.

Compliance Impact

While the determination of the full cost benefit and cost effectiveness of the project will
be known when the studies in progress are completed, the compliance benefit of the
project continues to lie firmly on the leverage PCAs provide. For the one-time cost of
setting up the project, we are experiencing the benefits of the efforts of PCA employees
and the thousands of contacts made on outstanding accounts. PCA assistors working
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on the IRS contract work exclusively on IRS cases. During FY 2007, we project that the
IRS will spend 31 FTEs in direct support of PCA activities, delivered by a headcount of
65 IRS employees who work on this program as needed. The total leverage provided by
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using PCAs allows currently unassigned cases to be worked with more personal interac-
tion than would be achievable otherwise, given the IRS’s appropriated level of resources.
The IRS already uses its resources to make as many outcalls as possible on priority col-

lection inventory. In FY 2006, the IRS attempted more than 1.3 million predictive dialer
calls on Automated Collection System cases.

We also know that collection programs such as PDC have compliance benefits that
range far beyond revenue collected. As Commissioner Everson testified in March 2006
on IRS’s FY2007 Budget regarding the indirect effect of increased enforcement activities
in deterring non-compliant behavior, “[e]conometric estimates of the indirect effects
indicate that they may be 10 times the size of the direct effects, or larger.” The impact
of merely informing taxpayers that they have been selected for this project is evident in
the success of both the IRS and PCA initial taxpayer contact letter in generating pay-
ments, equal to approximately half of all payments in the first month. When a taxpayer
is selected for PDC, he or she has already received multiple balance due and reminder
notices from the IRS requesting payment. During the contractually specified non-com-
missionable period after PCA assignment, many taxpayers responded to the one letter
that does not request payment, but informs them of the PCA assignment. Taxpayers are
also informed of their right to opt-out of the program in the initial contact letter. The
initial taxpayer reaction experienced is clearly the result of PDC activity and substanti-
ates the anticipated compliance benefit of the PDC initiative.

Part of the reason the IRS sought legislative approval to use PCAs was the success-

ful experience of other federal agencies. Section 6306(a) of the Internal Revenue Code
exempts the IRS PDC initiative from coverage under the FAIR Act or OMB Circular
A-76 by providing: “Nothing in any provision of law shall be construed to prevent the
[IRS] from entering into a qualified tax collection contract” with a PCA. Moreover,
IRS is not outsourcing but contracting for assistance in delivering a small portion of the
overall collection function. No reductions in force were made due to this initiative.

Since 1982, PCAs have been used to assist the government in collecting debt. In FY
2005, the federal government referred $13.7 billion to PCAs, resulting in collections

of $693.5 million. The Departments of Education, Health and Human Services, and
Treasury all use PCAs to collect outstanding debt. More specifically, the Department of
the Treasury’s Financial Management Services (FMS) currently has 25 FTEs committed
to support five PCAs who have roughly 400 employees. The FMS contracted agencies
to handle cases after they have been through the FMS debt collection process, similar to
previous IRS activity on PCA cases. During FY 2006, EMS placed nearly 300,000 cases
valued at $3.5B with the five PCAs and collected approximately $71M. The PDC com-
mission fees of 21 to 24 percent are within the norm of what other federal agencies are
paying for collecting similar federal debt.
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Conclusion

Given the backlog of IRS receivables and our limited collection resources, the PDC
initiative allows the IRS to ensure that more delinquent taxpayers are personally assisted
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with meeting their obligations. Oversight of this initiative is a role that we take very
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seriously, and we will continue to make program decisions to protect the privacy and
security of taxpayers while collecting outstanding government debt.

TAXPAYER ADVOCATE SERVICE COMMENTS

By the IRS’s calculation, the initiative to date has cost approximately $56 million in
direct costs, with additional planned expenditures of at least $23 million in FY 2007,
$21 million in FY 2008 and another $32 million in 2009.”* These figures do not
include a projection of the opportunity cost of the initiative to date or a projected
opportunity cost through FY 2009, which the IRS has not yet calculated; nor does

the IRS include the downstream (hidden) costs of the initiative.” As part of the 1996
PDC initiative, however, the IRS estimated a $17 million opportunity cost based on
direct expenditures of approximately $3 million.”® In other words, the 1996 initiative
incurred over $5 in opportunity cost for every dollar of direct costs spent on the ini-
tiative. The 1996 initiative, which was terminated as a failure, collected $3 million in
revenue in its only year in existence; thus, the 1996 initiative paid for its direct costs
after only one year. In comparison, the IRS does not project that the current initiative
will break even until sometime in FY 2008, and this projection does not consider the
opportunity costs of the initiative. Even if the current initiative has less of an opportu-
nity cost, for example $3 per dollar invested (resulting in $168 million of opportunity
costs on expenditures to date and $396 million through 2009), the opportunity costs
are significant.”” Thus, when the IRS indicates above that the initiative has started off

94 The Filing & Payment Compliance unit provided information for this report indicating that $38.18 million
was expended in FY 2004 and FY 2005 and $15.83 million was expended in 2006, plus an additional $1.9
million (from IRS information provided above) in commissions is added. IRS, Filing and Payment Compli-
ance Briefing Document 10 (Dec. 5, 2006).

95 We note that the IRS has not conducted any studies to determine if PCAs incur more or less downstream

costs — such as TAS involvement in cases — than IRS employees doing the same work.

% General Accounting Office, GAO/GGD-97-129R, IRS: Issues Affecting IRS’s Private Debt Collection Pilot, 5
(Jul. 18, 1997).

7 The opportunity cost reflects the loss of revenue from diverting funds from the best or next best investment

opportunity. Because of the return on investment for enforcement dollars in general is high, we believe the

PDC initiative has a high opportunity cost. As the Government Accountability Office recently noted in

testimony on the tax gap:
As part of an effort to make the best use of its enforcement resources, IRS has developed rough measures
of return on investment in terms of tax revenue that it assesses from uncovering noncompliance. Gener-
ally, IRS cites an average return on investment for enforcement of 4:1, that is, IRS estimates that it
collects $4 in revenue for every $1 of funding. Where IRS has developed return on investment estimates
for specific programs, it finds substantial variation depending on the type of enforcement action. For
instance, the ratio of estimated tax revenue gains to additional spending for pursuing known individual
tax debts through phone calls is 13:1 versus a ratio of 32:1 for matching the amount of income taxpayers
report on their tax returns to the income amounts reported on information returns.

Testimony of Michael Brostek, Director, Government Accountability Office, before the Senate Finance
Committee, Tax Gap (July 26, 2006).
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well, we feel compelled to ask: Iz comparison to what? At best, the initiative will break
even in two years on its direct costs, which is a long time to wait for a zero return on
investment of taxpayer dollars.
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The stated reason for the PDC initiative was that the IRS did not have the resources to
work its inventory backlog of potentially collectible cases. The initiative was presented
as a cost efficient way to address the types of cases that could be resolved with a phone

call, as evidenced by the success of other federal agencies. Over the last year, we have
learned that: the IRS is more efficient at collecting these accounts than private collec-
tors, the backlog of inventory was more complex than originally believed, and the IRS
plans to increase the complexity of assigned cases with the next phase of the initiative,
Release 1.2.

The analogy of the IRS collection effort with other federal agencies is a poor one,

as the IRS has within it a vast collection agency funded at nearly $2 billion dollars
annually and a mission unlike any other federal agency, in essence, to function as the
government’s Accounts Receivable department, collecting today’s delinquent tax dol-
lars and ensuring tomorrow’s tax compliance. In this report, we have juxtaposed two
different processes for contracting out federal work: the Circular A-76 process and
the process used in the PDC initiative. The Circular A-76 process addresses many
important questions before proceeding with contracting out, including such thresh-
old questions as whether the function is commercial or inherently governmental and
whether the private sector can perform the work more efficiently. The language cited
by the IRS from the FAIR Act does not bar the IRS from conducting a study to deter-
mine whether PCAs are cost effective. The National Taxpayer Advocate does not
understand the IRS’s resistance to testing its assumptions of cost-effectiveness zefore
implementation, given that taxpayer privacy and taxpayer dollars are at risk.

The IRS indicates that its Collection function has not actually suffered a reduction in
force as a result of the PDC initiative, and thus, it should not be held to the standards
of the government’s competitive sourcing process. This may be true, so far; however,
we are aware of reductions in force that are occurring throughout the IRS of low-
graded employees, capable of being trained to interact with taxpayers. Thus, we have
asked the IRS to compare the performance of private collectors with IRS personnel on
the same types of cases so that decision-makers can decide who should be making these
calls. To date, the IRS has declined, indicating that even with additional resources it
will not work these low priority cases. In light of the fact that part of the initiative was
for the IRS to learn best collection practices from private industry,” this may be the
one salvageable lesson learned from this PDC experiment: no case is too insignificant

8 The American Jobs Creation Act of 2004, Pub. L. No. 108-357, § 881(e), 118 Stat. 1418 (2004), providing in
pertinent part:
(7) a measurement plan which includes a comparison of the best practices used by the private collectors
with the Internal Revenue Service’s own collection techniques and mechanisms to identify and capture
information on successful collection techniques used by the contractors which could be adopted by the
Internal Revenue Service.
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so as not to warrant the expense of a phone call. The problem, of course, is that the
IRS wants the private industry to make the calls.

We should not allow the private industry to make these calls. The costs to our tax
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administration system are too high. These costs, ze., the cost to customer service, con-
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sistency, transparency, and tax compliance, will never show up on the IRS’s projected

financial statements. The talented IRS professionals working on this initiative may be
able to extract some concessions towards customer service; however, the concessions
appear to fall far short of the mark. For example, the IRS gives credit for two of the
three contractors for having bilingual staff (though we are not sure how many staff
members are bilingual, in what languages they are bilingual, and whether their employ-
ment is happenstance or by design); however, the IRS would not honor TAS’s request
to address multilingual services to taxpayers as part of the operational plans so that the
contractors could be held accountable.

Lack of Transparency

The issues surrounding the initiative’s lack of transparency have continued to evolve
even as we complete this report. The lack of transparency of the operational aspects of
the private contractors is another significant cost to our tax administration system. In
an initial draft of this report, we cited sections of a collection script used by one of the
contractors which used psychological tricks during the conversation to get the taxpay-
ers to commit to a payment, which is then followed by a belated Fair Debt Collection
Practices Act warning at the end of the conversation. The IRS informed us that private
collection agencies had designated the “collection scripts” and operational plans as pro-
prietary and that we could not cite specific portions of the scripts. Following Federal
Acquisition Regulations, the IRS requested the agencies to release the information to
the public. To date, one agency has agreed to disclosing portions of its operational
plan, one gave a qualified response about releasing portions of its plan, and the third
contractor refused.

Thus, this initiative has placed into the hands of private collectors the power to deter-
mine the extent to which the public will know about their collection practices, as
they go about doing the government’s work. This is a very significant cost to our tax
administration system, which, like the other hidden costs described above, will only
increase as the IRS begins dramatically expanding this initiative with its Release 1.2,
beginning in January of 2007.

RECOMMENDATIONS

Congress should repeal the private debt collection authority granted to the IRS
through the American Jobs Creation Act for the reasons set out above.”” The initiative
risks too much for too little.

99" Since this recommendation is in essence a legislative recommendation, we have also included the proposal
as a Key Legislative Recommendation, Repeal Private Debt Collection Provisions, infra.
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If Congress does not terminate the initiative, the IRS should be required as part of its
biennial reporting process'® to take steps that will assist decision makers in determin-
ing who should be working these cases, i.c., the IRS or the private sector, rather than
simply assuming that private collectors should be working these cases since they are
“unproductive” for the IRS. To answer this question, the IRS should compare the per-
formance of its own employees with private collectors on the same types of cases. The
IRS should also utilize the cost analysis procedures used by its Office of Competitive

Sourcing to see how such determinations are made by professionals trained in that area.

If Congress does not terminate the initiative, the IRS should revise its second Request
for Quotations (RFQ) process to incorporate some of the important lessons learned in
the first RFQ. For example:

# The IRS should mandate public disclosure of operational plans, scripts and train-
ing materials of contractors as a condition of competing in the process.

# The IRS should require that the contractors contain operational plans for dealing
with taxpayers who speak English as a second language.

# The IRS should require that Fair Debt Collection Practice Act warnings be given
at the beginning of each contact and prohibit the use of trickery or device.

# The IRS should hence forth provide direct training on issues relating to taxpayer
rights, the Office of Appeals, levies and other topics essential to the collection
process, as well as training as to who has an obligation to file tax returns.

100 The American Jobs Creation Act of 2004, Pub. L. No. 108-357, § 881(c), 118 Stat. 1418 (2004).
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PROBLEM
TOPIC #5 EARLY INTERVENTION IN IRS COLLECTION CASES

RESPONSIBLE OFFICIALS
Kathy K. Petronchak, Commissioner, Small Business/Self-Employed Division
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Richard J. Morgante, Commissioner, Wage and Investment Division

DEFINITION OF PROBLEM

The lack of early, meaningful interventions by the IRS on delinquent tax accounts con-
tributes to long-term financial problems for many taxpayers and costs the government
billions of dollars in lost revenue.

ANALYSIS OF PROBLEM

Background

The IRS Collection function, which is responsible for collecting delinquent unpaid tax
assessments and pursuing tax returns that have not been timely filed, is an essential
component of our voluntary compliance tax system. In addition to collecting billions
of delinquent tax dollars for the U.S. Treasury, a fair and effective tax collection opera-
tion is necessary to ensure every citizen pays a fair share of his or her government’s
expenses. For millions of American taxpayers, the Collection operation is the face and
voice of the IRS.

In the 2004 Annual Report to Congress, the National Taxpayer Advocate identified
several essential elements for a collection strategy that would balance the goals of tax
collection, taxpayer service, and tax compliance. These elements included the need for
prompt human contact with delinquent taxpayers, understanding the reasons for their
noncompliance, and identifying the appropriate collection treatment for each taxpayer
based on his or her individual characteristics and needs.! Over the last several years, the
IRS has stressed that tax enforcement plus taxpayer service equates to tax compliance.?
The National Taxpayer Advocate has consistently emphasized that while enforcement
and taxpayer service are critical components of the voluntary compliance tax system,
they are not mutually exclusive. In fact, to maximize the effectiveness of its collec-
tion program, the IRS must recognize the role of taxpayer service within the context of
enforcement and broaden its understanding of all that falls under the tax enforcement
umbrella.’

' National Taxpayer Advocate 2004 Annual Report to Congress 226-245.
2 IR, Strategic Plan 2005-2009 3 (Jun. 2004).

3 Statement of Nina E. Olson, National Taxpayer Advocate, before the United States Senate Appropriations

Subcommittee on Transportation, Treasury, the Judiciary, Housing and Urban Development, and Related
Agencies (Apr. 27, 2006); Nina E. Olson, National Taxpayer Advocate, Keynote Address, American Bar As-
sociation Tax Section (May 5, 2006); Statement of Nina E. Olson, National Taxpayer Advocate, before the
United State Senate Committee on Finance on The Tax Gap (Jul. 26, 2006).
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While federal tax liens, levies, and seizures are certainly IRS collection tools, so are col-
lection notices, personal contacts by collection personnel, installment agreements, and
offers in compromise. For those taxpayers who do not resolve their tax delinquency
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problems through responses to collection notices, we believe a timely personal con-
tact from an IRS collection employee is a vital action for bringing about compliance.
Timely, personal interventions on collection accounts are powerful motivations for

taxpayers to resolve tax problems. They are excellent opportunities to ensure that delin-
quent taxpayers understand the serious financial consequences that can develop if tax
debts are not resolved timely. These interventions also represent the appropriate point
in the collecting process to identify and resolve issues that have caused the taxpayers to
become delinquent, thereby preventing future noncompliance, and to explore meaning-
ful payment options.

IRS case assignment practices do not promote early intervention in collection cases.
IRS methods for establishing the priority of collection cases have traditionally placed
primary emphasis on the aggregate dollar amounts of the delinquencies.* For example,
a taxpayer owing $100,000 will typically receive higher priority than one owing $10,000,
while the latter taxpayer will generally be considered a much higher priority than one
owing $1,000. While the type of tax at issue may affect the priority of a case — for
example, a case involving employment taxes may receive more priority consideration
than one involving income taxes -- generally the age of the account does not receive
appropriate weight in determining its priority, which in turn plays a critical role in
deciding which cases receive personal contacts from IRS collection personnel. As a
result, many collection accounts do not receive adequate attention because the taxpayer
does not owe “enough” delinquent taxes, at least not yet.

Aggregate dollar amounts of tax delinquencies do not accurately reflect the nature
of most IRS collection cases.

Most IRS collection cases originate as relatively small balances due on recent tax peri-
ods. In fiscal year 2006, for example, of the collection cases in which the IRS issued a
final collection notice,’ 87.2 percent of individual (Individual Master File or IMF) and
91.5 percent of business (Business Master File or BMF) cases involved delinquencies

of less than $10,000.° Additionally, 62.9 percent of IMF cases and 76.2 percent of the

* IRS, SBSE, Risk Based Collection (Mar. 2006), available at http://sbse.web.irs.gov/ACS/Risk_Based/Risk
Based_Collection.htm.

> When a tax return is filed and a taxpayer does not fully pay all assessed amounts due, a series of notices

are mailed to the taxpayer. The first is a settlement notice advising of a balance due. For individual
accounts, when a balance remains on the account up to three additional collection notices will be sent at
five-week intervals. Business taxpayers will receive the first notice and in five weeks, the final collection no-
tice. The final collection notice advises taxpayers of the Intent to Levy and is the last notice required before
a federal tax lien may be filed. See IRM § 5.19.1-3.

® RS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2/242 (Oct. 2, 2006).
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BMF cases involved less than $3,000.” The IRS’s emphasis on considering aggregate
dollar amounts of collection cases, .e., the cumulative total of several delinquent tax
periods, as a prime factor in establishing case assignment priorities contributes to a lack
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of meaningful personal contacts with these taxpayers until the delinquency problems
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“erow” into a pre-defined priority status.

Because of this approach, IRS collection cases often are not given priority consideration,
i.e., personal contacts from employees working in the Automated Collection System
(ACS) or revenue officers in the field, until the taxpayers accumulate debts on mul-
tiple tax periods, a condition commonly known as the “pyramiding of liabilities.” The
IRS’s routine methods for prioritizing and assigning collection accounts in this manner
appear to have essentially “institutionalized” the pyramiding of liabilities. At the con-
clusion of FY 2006, taxpayers with delinquencies whose accounts were assigned to ACS
for collection had an average of 1.9 delinquent tax periods, taxpayers whose accounts
were waiting in the so-called collection “queue™® to be assigned to field personnel had
an average of 3.1 delinquent tax periods, and taxpayers whose accounts were assigned

to a revenue officer in the collection field operation had an average of 4.2 delinquent
tax periods.” In the collection field program, 58.2 percent of the BMF taxpayer cases
involved three or more delinquent tax periods and 69.3 percent of the IMF cases
involved two or more delinquent periods.!® These conditions not only reflect a problem
with pyramiding liabilities, which seems to be built into collection case assignments, but
also indicate a considerable passage of time between the origination of the initial debt
and the point at which the IRS determines the case requires personal, priority treatment.

Timely, meaningful contacts are critically important in collecting accounts receivable.
It is understood in the business community that accounts receivable become much more
difficult to collect the longer they remain delinquent. According to a study by Dun

& Bradstreet, the probability of collecting a payment 90 days past due declines by 12
percent for each additional 30-day period.!! A survey of members of the Commercial
Collection Agency Section of the Commercial Law League of America, completed in
June 2001, indicates that generally, if an account is 90 days delinquent, only 73 percent
of the debt will be collected; at six months only 50 percent will be collected; at 12
months the figure falls to 25 percent; and at 24 months, only 10.5 percent will be col-
lected.’? In fact, the IRS has also recognized and validated this “collectibility curve” in

7 IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2/242 (Oct. 2, 2006).

The IRS collection queue is an inventory of cases awaiting assignment to the Collection Field operation.
While these cases are considered to be “open” collection accounts, they remain inactive until assigned to a
revenue officer. A case assigned to the collection queue will ultimately be reported as currently not collect-
ible (CNC) if not actually assigned to a revenue officer within a prescribed period of time.

9IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).
0 74
' David Shor and Martin Shor, How to Collect Debts and Still Keep Your Customers at 51 (1999).

Collection Trends at www.proconsrv.com/colltrends.htm.
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a number of studies.’* These studies acknowledge that on tax debts that are 24 months
past due, the IRS typically collects approximately 13 cents on the dollar, and these debts
become practically uncollectible after three years.
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IRS collection program measures do not accurately reflect the true age of
delinquent accounts.

IRS measures designed to track the age of collection accounts generally are not based on
the due date of the tax return, but instead track the length of time the account has been
assigned to a particular status in the collecting process, z.e., ACS, offer in compromise
(OIC), or the Collection Field function (CFf). These measures appear to be designed
more to measure the program efficiency of the operation to which the accounts are
assigned than to accurately reflect the ages of the delinquent accounts themselves. For
example, as of September 2006, IRS reports reflect 18.1 percent of open balance due
collection accounts had been assigned to the current collection function for 16 months
or longer.!* However, 65.4 percent of these accounts involved tax periods in 2002

or prior tax years.’> Consequently, although the IRS acknowledges the “collectibility
curve” and the impact of time on the ultimate collectibility of accounts receivable, there
is a noteworthy absence of program measures that reflect the age of collection cases
from the taxpayer’s perspective, .e., the due date of the tax return.

For example, assume a taxpayer filed a balance due delinquent income tax return for
the 1995 tax year in early 2002. Further, assume the case spent several months working
its way through the routine collection notice process, a year in ACS, and two years in
the collection queue before being assigned to a revenue officer in the collection field
operation in early 2006. At the point the account is assigned to a field collection status,
traditional IRS measures of “overaged” accounts do not recognize it as an aged account
receivable, even though from the taxpayer’s perspective the balance has been due for
almost ten years. Although the collection potential of this account is likely to be negli-

gible, IRS cycle time measures will indicate the account is not aged.

The accumulation of interest and penalties significantly exacerbates the taxpayer’s
delinquency problem.

Interest accrues on delinquent tax accounts at a rate of eight percent annually, com-
pounded daily,'® and applies to penalties and interest as well as the outstanding tax

13 TRS/Booz-Allen & Hamilton, SB/SE Collections Quick Hits Approach and Preliminary Findings 30 (Mar. 27,
2001); IRS, Automated Collection System Operating Model Team, Collectibility Curve (Aug. 5, 2002).

4IRS, Collection Activity Report, Taxpayer Delinquency Account Cumulative Report, NO-5000-2 (Oct. 2, 2006). The
Collection function uses the term “balance due” to describe open collection accounts. In this report, the
term is used to describe IRS collection accounts that remained delinquent after issuance of the routine IRS
collection notices. In the past, these accounts were called Taxpayer Delinquency Accounts (TDAs).

15 IRS, Collection Activity Report, Taxpayer Delinguency Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).

16 TRC §§ 6601 and 6621(a)(2). Rev. Rul. 2006-49, 2006 WL 2590501. Interest generally accrues on delinquent
tax accounts at the federal short-term rate plus three percentage points.
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balance itself. Failure to pay penalties accrue at 0.5 percent per month up to 25 percent
of the delinquent balance.!” When balance due accounts are not addressed and resolved
timely, it is not uncommon for penalties and interest to equal or exceed the original
delinquencies. Such additional liabilities can make it very difficult for taxpayers to pay
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both their delinquent taxes and their current liabilities.

Unlike other financial institutions, the IRS does not clearly communicate to taxpayers
{18

the true cost of owing money to the government. While the Truth in Lending Ac
requires lending institutions to inform borrowers of the annual percentage rate (APR)
representing the fotal finance charges associated with a loan, no such requirement exists
for outstanding federal tax debts. We do not suggest that penalties and interest on tax
debt are synonymous with finance charges on consumer loans. However, taxpayers are
often stunned by the cumulative impact of penalties and interest (P&I) on their balances
due. Taxpayers might be more motivated to seek alternative financing sources if they
knew the true cost of “borrowing” from the IRS.

Delayed contacts and insufficient use of alternative payment options result in
thousands of IRS collection cases remaining unresolved for prolonged periods of time.
Delayed interventions by IRS collection personnel and insufficient use of reasonable
payment options result in many collection cases ultimately being reported as currently
not collectible (CNC), or remaining inactive in the collection queue. In either situation,
the taxpayers’ problems remain unresolved while penalties and interest accrue. For these
taxpayers, “no news” is not necessarily “good news.” Frequently, the taxpayer must

also contend with the impact of the federal tax lien.!” Aside from the economic bur-
den, lingering financial problems often carry a psychological burden, including a sense
of shame, humiliation, and a loss of independence and control over a very important
aspect of one’s life.?’

The IRS reports a substantial number of collection cases as CNC each year. In FY 2006,
the IRS reported over 750,000 taxpayer accounts as currently not collectible, includ-

ing more than 1.7 million tax periods and approximately $16.2 billion in revenue.?!
More delinquent tax dollars were reported as CNC than were actually collected on open taxpayer

17 1RC § 6651(2)(2).
8 Truth in Lending Act, 15 U.S.C.A. 1601 et. seq. (West. 2006).

19 IRM 5.16.1.1(4) (Sept.19, 2005), which specifies that “Liens should be filed when the unpaid balance of
assessments exceeds the amount in LEM 5.16.1.1(4).”

20 John Bachman, Ph.D, The Psychology of Debt, Credit & Collections World (April 2001), available at http://
www.creditcollectionsworld.com/04papr01.htm.

2L IRS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (Sept. 29, 2006).
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delinquent accounts (TDAs), installment agreement accounts, and offers in compromise combined.**
Of those accounts reported as CNC, approximately 63.2 percent involved situations in
which the IRS decided not to actively pursue collection due to their relative low prior-
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ity.?* While technically the IRS may continue to collect delinquent revenue in CNC
accounts, historically it has not succeeded in doing so, and data indicates that the

IRS actually collects less than two percent of the revenue dollars reported as not col-
lectible.?* IRS data for FY 2006 reflects over $53 billion of delinquent revenue in the
cumulative inventory of accounts reported as CNC.? This situation is not one that has
recently developed. From fiscal years 2001 through 2006, the IRS averaged $14.6 bil-
lion per year in revenue dollars reported as CNC and annually collected less than two

percent of the CNC dollar inventory.?®

As of September 2006, over 779,000 taxpayer cases with balance due accounts resided
in the IRS collection queue, and 27.1 percent of the related delinquent tax modules
were assigned to the queue for 16 months or longer.”’ Over $27 billion in delinquent
tax revenue was associated with these accounts.?® While theoretically these accounts are
inactive and awaiting assignment to the collection field operation, they often remain
unassigned and ultimately are systemically reported as CNC once they have been in the
queue for a predetermined time.? Collection accounts closed in this manner are com-
monly referred to as “surveyed” or “shelved.” According to a report by the Treasury
Inspector General for Tax Administration (TIGTA), from FY 2001 through FY 2004 the
IRS “shelved” 1.8 million balance due tax modules involving 934,000 taxpayers and

22 IRS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (Sept. 29,
2006); IRS, Collection Activity Report, Installment Agreement Cumulative Report, NO-5000-6 (Oct. 2, 2006);
IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006); IRS,
Collection Activity Report, Monthly Report of Offer in Compromise Activity, NO-5000-108 (Oct. 2, 2005). In FY
2006, approximately $16.2 billion in balance due accounts were reported as CNC; approximately $7.2 bil-
lion was collected on balance due accounts that remained open after the routine collection notice process,
i.e., Taxpayer Delinquent Accounts (TDAs) and $7.4 billion was collected though installment agreements,
i.e., formal agreements between taxpayers and the IRS to pay delinquent taxes through regularly scheduled
periodic payments, usually monthly. Approximately $284 million was accepted in offers in compromise.

23 IRS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (Sept. 29, 2006).
Of the accounts reported as CNC in FY 2006, 40.1 percent were closed as “surveyed,” meaning the IRS
decided to curtail further collection activity due to the perceived relative low priority of the collection
accounts. Another 23.1 percent were closed as “toleranced,” meaning the IRS did not pursue collection
activity beyond the collection notice stream. Again, these decisions are based on the relative low priority of
the collection accounts.

24 RS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (Sept. 29, 2006).
25
Id.

26 IRS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (FY-2001
-2005).

27 IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).
28
Id

2 Treasury Inspector General for Tax Administration, Ref. No. 2006-30-030, High Risk Work Is Selected From
the Unassigned Delinquent Account Inventory, but Some Unassigned Accounts Need Management’s Attention 4
(Feb. 2006).
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balances due of $7.8 billion.” ** The report indicates that the IRS will probably never
personally contact a significant number of these taxpayers to resolve their collection-
related issues, unless or until their accounts grow into a high priority status.’!

]
S
——
s
gl |
D o

(—]
o =
—
=

The IRS often cites limited resources to justify collection inventory delivery
practices, yet while current, self-reported accounts are ignored, collection

resources are directed to other, less productive cases.

We have already discussed the critical impact of elapsed time on the collectibility of
accounts receivable. In light of this very real consideration, it would be natural to
expect the IRS to place top priority on addressing current, self-reported delinquent
accounts as expeditiously as possible. There is little question that the assessments in
these cases are valid, and recognized business practices as well as IRS data indicate that
early, timely intervention will recover a high percentage of delinquent revenue. The IRS
usually cites a lack of available collection resources as a barrier to providing personal
attention to many of these cases.*> However, we have identified a number of situations
where the IRS routinely employs collection resources and achieves questionable results.

We recognize and appreciate the need for the IRS to also pursue compliance cases where
the taxpayers have not voluntarily reported their tax liabilities. However, IRS data
indicate that the manner in which these “compliance-oriented investigations” are gener-
ated and processed often leads to unproductive investigations and wasted collection
resources. For example, in addition to recovering delinquent revenue on assessed taxes,
the Collection operation also pursues and secures delinquent tax returns. The primary
instrument for this purpose is the Delinquent Return (Del Ret) investigation. In FY
2006, the IRS issued approximately 2.4 million Del Ret investigations.*

IRS data indicates that during FY 2006, only 38.4 percent of the Delinquency Return
modules closed in the field and 42.4 percent in ACS were resolved by actually obtaining
delinquent returns.** On the other hand, a substantial number of Delinquent Return
modules were closed because the taxpayers were determined not to be liable for the
returns in question (49.7 percent in the field and 43.5 percent in ACS).* The identifica-
tion and pursuit of delinquent tax returns is an important component of a tax system
based on voluntary compliance. However, the methods used to generate delinquent
return investigations should be based on reliable indicators that the identified returns

30 Treasury Inspector General for Tax Administration, Ref. No. 2006-30-030, High Risk Work Is Selected From
the Unassigned Delinquent Account Inventory, but Some Unassigned Accounts Need Management’s Attention 2 (Feb.
2006).

.
32 Treasury Inspector General for Tax Administration, Ref. No. 2006-30-055, Trends in Compliance Activities
Through Fiscal Year 2005 (Mar. 2006).
IRS, Collection Activity Report, Taxpayer Delinquency Investigation Cumulative Report, NO-5000-4 (Oct. 2, 2006).
34

Id

3 1
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are legally required and delinquent. Otherwise, the IRS will continue to waste resources
that it could apply to servicing the inventory of current, self-identified balance due
accounts.
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Another means of securing delinquent income tax returns is the Substitute for Return
(SFR) program, which uses income reported by third parties, usually via Forms 1099,

U.S. Information Return, and W-2, Employee’s Wage and Earnings Statement, to estab-
lish potential income tax liabilities for taxpayers who have not voluntarily filed returns
for the years in question. In theory, the SFR program, particularly the automated ver-
sion of the program (ASFR), is an efficient method of addressing non-filing. In practice,
this compliance program appears to generate a great deal of unproductive work for the
IRS. In FY 2006, only about 21.4 percent of SFR dollars assessed were “resolved” dur-
ing the collection notice process through the collection of revenue dollars. 7he IRS
abated approximately 3.7 times more SFR tax dollars than were collected on these accounts.>®

Another collection tool is the Trust Fund Recovery Penalty (TFRP), which the IRS uses
to collect the trust fund portion of employment tax delinquencies in situations involv-
ing business entities, usually corporations, which are delinquent in their employment tax
obligations. In situations where the corporation cannot pay the employment tax debt,
the corporate officers or other responsible parties may be held personally liable for the
trust fund portion of the debt.

TFRP investigations, in a manner similar to business-related seizures, represent failure
conditions for the IRS. That is, the IRS can generally avoid TFRP situations through
early interventions with businesses at the first indication of an employment tax problem.
However, the IRS typically makes TFRP assessments long after the underlying employ-
ment tax problems have materialized. Although the TFRP provides something of a
“safety net” for the IRS in situations where corporate employment tax liabilities are not
addressed timely, it does not appear to be an ¢ffective net. The overall collection results
of TFRP investigations underscore the importance of early intervention in employment
tax cases. Of the TFRP balance due assessments reported as dispositions in FY 2006,
only 18.9 percent were full paid, with another 16.7 percent approved for installment
agreements. However, 28.5 percent of these assessments were reported as not collect-
ible and the IRS abated or reported as CNC over six times as many TFRP assessed dollars as it
ultimately collected.’ These results should not surprise collection managers. They closely
reflect the impact of time and the “collectibility curve.”

The “downstream” costs related to delayed collection contacts are significant.

As previously mentioned, there are firm indications in IRS data that delayed meaningful
contacts on delinquent collection cases actually contribute to wasted resources by focus-
ing them on inventories that are inflated by multiple delinquent tax periods per taxpayer

36 IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2/242 (Oct. 2, 2006).
37
Id.
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entity. Routine “assembly line” processing of cases and increased emphasis on automat-
ed, “bulk-processing” collection treatments in lieu of personal contacts with taxpayers do
not appear to be effective in fully resolving tax delinquency problems, and may actually
increase the overall costs involved.

]
=
==
gl |
D o

()
o =
—
=

For example, since FY 2000 TAS has observed a marked increase in the volume of levies

the IRS has issued, with the vast majority originating from accounts assigned to ACS.*
We have also noted a corresponding increase in levy-related taxpayer problems referred
to TAS.** IRS management has confirmed that many of these levies are now issued “sys-
temically,” 7.e., as cases are assigned to ACS at the conclusion of the collection notice
process, the system will generate levies on identified sources before attempting any per-
sonal contact with the taxpayers.

While on the surface this practice may appear to be cost efficient, prior IRS studies have
concluded that the IRS costs associated with servicing responses to “bad” levies (the tax-
payer is no longer employed by the levy source or no longer maintains an account with
the identified source) are considerable, not to mention the burden these levies place on
the third parties who are required to respond.*’ In addition, several IRS studies have
concluded that taxpayers respond to “call me” letters from ACS at a rate comparable to
those subjected to levy action.*!

Levies are powerful collection tools, not “calling cards.” Private sector collection operations
must secure court orders to effect garnishments of this nature. Levies should not be
confused with legitimate attempts to establish personal contact with delinquent tax-
payers. Systemic levies bypass the personal communication process completely, move
immediately to enforcement, and produce dubious results.*? Ironically, although the
IRS does not emphasize the use of telephonic outcalls as a primary method of establish-
ing contact with delinquent taxpayers, it has recently contracted with several private
debt collection (PDC) agencies, who will take precisely that approach to collect delin-

quent taxes.®

We have already discussed the high percentage of abated tax assessments in the ASFR
and TFRP programs. Overall, in FY 2006 the IRS abated $7.1 billion on balance due
collection cases.** Of this amount, $3.9 billion was abated in the Collection Field

38 Treasury Inspector General for Tax Administration, Ref. No. 2006-30-055, Trends in Compliance Activities

Through Fiscal Year 2005 4 (Mar. 2006).

39 Taxpayer Advocate Service, Business Performance Review 49 (Mar. 16, 2006).

40 IRS, Automated Collection System Redesign Project, 9 (Jun. 1998).

R/

2 See Most Serious Problem, Lewies, infra.

43RS, Private Debt Collection Talk Points, available at http://sbse.web.irs.gov/collection/programs/pdc/docs/

PDC_talkpoints.doc. See also, Most Serious Problem, True Cost and Benefits of Private Debt Collection, supra.
4IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).
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operation and over $1.6 billion was abated in ACS.* Abatements often involve time-
consuming, manually generated case actions. Would it not be more practical to apply
these resources to early intervention efforts designed to resolve the thousands of collec-
tion cases that currently are overlooked each year?
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The IRS has already demonstrated the effectiveness of early intervention, yet has

not embraced the lessons learned.

The IRS’s treatment of employment tax delinquencies is a particularly noteworthy
example of how the right treatments applied by the right personnel at the right time can
profoundly affect taxpayer service, revenue collection, and compliance. Employment
taxes, as reported quarterly on Form 941, Employer’s Quarterly Federal Tax Return, are
withheld in trust by employers for their employees and paid over to the IRS via federal
tax deposits. Because employment tax liabilities accrue rapidly, it is imperative that the
IRS react to early indicators that a business is delinquent. Otherwise, employment tax
debts can pyramid very quickly, often to a point where the accumulated debt is very dif-
ficult for the business to resolve. Employment tax delinquencies tend to start with small
quarterly balances. Of the cases in which a final collection notice was issued in FY 2006,
71.1 percent of the business (BMF) employment tax cases involved delinquencies of

less than $3,000.*¢ Based on dollar amount alone, these early indicators of employment
tax problems may not appear to warrant priority attention. However, a focus on dollar
amounts alone does not fully capture the impact of delayed contacts in these cases.

In 2001, an IRS collection reengineering team, with assistance from external consultants,
studied the processing of employment tax cases. The team confirmed that collectibility
on employment tax cases diminishes with age.’ The team also confirmed that due to
limitations built into the ACS system, routine processing of these accounts through
assignment to ACS did not fully resolve the majority of the accounts, which led to
further aging and pyramiding of liabilities.*® The study concluded that delayed IRS
intervention in employment tax delinquencies creates situations where taxpayers are less
likely to resolve tax problems without going out of business or filing bankruptcy.*

The team recommended that employment tax delinquencies be handled on a “last due,
first worked” basis with highest priority based on the age and type of case rather than
the dollar amount.’® In fact, the team recommended that recently assessed employment
tax cases with relatively low delinquent balances due be given the highest priority for

45 IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).
46 IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2/242 (Oct. 2, 2006).

47 IRS/Booz-Allen & Hamilton, SB/SE Collections Quick Hits Approach and Preliminary Findings 4. (Mar. 27,
2001).

8 14 at 24.
Y I at 1921
50 14 at 5.
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expedited assignment to the Collection Field operation.”® The team projected that such
early intervention on trust fund cases would significantly improve revenue collected and
protect against further lost revenue by preventing the pyramiding of additional liabili-
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ties.”? Taxpayer service would improve by providing more time and opportunities to
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resolve tax problems. Further, the team concluded that early intervention would also
improve IRS employee satisfaction by allowing revenue officers to intervene in settings

that are less confrontational because taxpayers would have a greater capacity to resolve
their problems without escalated enforcement.”® The IRS accepted the team’s recom-
mendations in 2001 and implemented them in FY 2002.

The positive results from this effort were almost immediate. By the close of FY 2005,
revenue collected by the Collection Field operation had risen by 42.2 percent, contribut-
ing significantly to an overall increase in collections of 44.8 percent in IRS balance due
cases.”* Focus group interviews with Collection Field personnel confirmed that “accel-
erating contact on cases with more current liabilities and less owed has put the Service
and the taxpayer in a much better position to reach an amicable resolution. It was also
felt that the accelerated contact decreased the likelihood of future liabilities, fostered
taxpayer compliance and prevented businesses from failing.”® Indeed, the impact

on compliance was evidenced by more than anecdotal accounts from field personnel.
After implementing the new inventory delivery methods, the IRS witnessed a signifi-
cant decline in the receipt of new employment tax balance due cases from FY 2003 to
FY 2005.%¢

A new collection strategy, based on recognizing specific taxpayer needs and character-
istics, had been developed and implemented and was generating very positive results.
This new approach could have served as the model for similar improvements for other
segments of the IRS collection inventory, including those involving individual master
file (IMF) cases. Unfortunately, it appears that the IRS has not applied these lessons to

other collection cases.

Even more disturbing, in FY 2005 the IRS resumed its practice of assigning more
employment tax cases to ACS. It is our understanding that the driving factor behind
this change was the perception that small dollar delinquencies are not priority assign-
ments, and should not be assigned to the Collection Field operation until ACS has had
an opportunity to resolve them. As a result of the reengineering inventory delivery

51 IRS/Booz-Allen & Hamilton, SB/SE Collections Quick Hits Approach and Preliminary Findings 4 (Mar. 27,
2001).

2 Id. at21.

> Id. at 8-12.

4IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (2001 - 2005).
35 RS, Collection Reengineering Phase 1, Joint Implementation Monitoring Committee (Final Report) 15 (Aug. 2002).

3 RS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (2003 — 2005) The
IRS reported 1,107,046 balance due module receipts involving employment tax delinquencies (Forms 941)
in FY 2003 and 958,179 receipts in FY 2005 - a reduction of 148,867 modules (14 percent).
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changes, by FY 2004 only 26.6 percent of the new balance due cases involving trust fund
taxes (Form 941) were assigned to ACS. Through September 2006, 36.7 percent of these
cases have been assigned to ACS.”” The inventory delivery impact of the 2001 reengi-

neering recommendations is almost completely reversed. Further, IRS data indicate that
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the issuance of Failure to Deposit (FTD) alerts, another tool for early identification of
employment tax delinquencies, also has been curtailed significantly.”® Interestingly, IRS

data for 2006 indicate that BMF case receipts are again increasing while BMF revenue
collections have significantly declined.>’

Meaningful early interventions in IRS collection cases represent a key element of
the “social contract” that serves as a prerequisite for a voluntary tax system.

Tax enforcement and taxpayer service are not mutually exclusive. The concept of vol-
untary compliance that serves as the foundation of our nation’s tax system has at its
core an understanding that compliance with the tax laws is based on more than a simple
business relationship between each taxpayer and the U.S. government. In a typical busi-
ness relationship, each party has the clear option to terminate the transaction and take
its business elsewhere. If a collection issue becomes too difficult to resolve, a business
entity can refuse to provide further goods or services to the customer. In turn, an unsat-
isfied customer may turn to a competitor who may offer more realistic and convenient
payment options.

The taxpayer and the government have no such options. Taxpayers who are delinquent
in tax filing and payment obligations are not cut off from receiving federal services and
protections. Taxpayers who fall behind in their tax obligations and cannot reach mutu-
ally agreeable payment arrangements with the IRS do not have the option of “taking
their business elsewhere” and escaping their tax obligations. Within this context, an
important outcome of any IRS effort to collect delinquent taxes is the need to bring
the delinquent taxpayer back into the ranks of those who voluntarily comply. On the
other hand, compliant taxpayers also have an interest in their government consistently
addressing problems with noncompliance in a fair and equitable manner.

In their book “How to Collect Debts and Still Keep Your Customers,” David and Martin

Shor write:

If the debt collection effort is handled properly, both parties to that process should
also remain friends. Remember, your obligation should be to collect the most

ST IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).

58 IRS, Collection Activity Report, Collection Workload Indicators, NO-5000-23 (Sept. 6, 2006). Through August
2006, only 0.4 percent of staff hours devoted to IRS collection operations were spent on FTD Alerts. This
is a 68 percent reduction from the number of staff hours used to work FTD Alerts in FY 2003. IRM 5.7.1.1
(Apr. 1, 2005). The FTD Alert process identifies, at an early stage (i.e. before the return is due), taxpayers
who have fallen behind in their deposits.

9IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (FY 2005 and FY
2006).
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money as fast as you can, net of expenses, while maintaining the goodwill of the
debtor. Keep in mind that most people are honest and intend to pay. On aver-
age, 80 percent of the people who owe you money will pay on time; 18 percent
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intend to pay as promised, but are unable to do so for one reason or another; and
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2 percent are “credit criminals” who never intended to pay. Forget the “credit
criminals” - you aren’t going to collect your money from them anyway. And, you

certainly don’t have to worry about the 80 percent who are going to pay as agreed.
So, almost all of your collection effort will be directed at the 18 percent who have

good intentions, but who are unable to pay on time.®

The authors’ numbers in this passage closely parallel the voluntary compliance rate
figures published by the IRS. Most American taxpayers voluntarily file and pay their
taxes on time — approximately 83.7 percent, according to the most recent IRS analysis.*!
We do not suggest that the IRS would or should ever “forget the credit criminals” who
intentionally engage in fraudulent tax avoidance schemes.®?> Tax debts are very differ-
ent from other debts, in that taxes are the revenue stream for government. However, the
observation that most delinquent accounts represent people with basically good inten-
tions who are struggling to meet their financial obligations in a timely manner is also
pertinent to IRS collection accounts. In our routine casework, TAS’s experience with
taxpayers attempting to resolve problems indicates that most tax collection cases do

not involve individuals who set out to deliberately defraud the government. The need
to “maintain the goodwill of the debtor” is even more important within the context

of good government and tax administration. The concept of voluntary compliance is
based on this goodwill.

However, an emphasis on maintaining the goodwill of the debtor does not routinely sur-
face in an objective review of the IRS’s traditional policies and procedures designed to
collect delinquent taxes, as published in the Internal Revenue Manual. Nor is this con-
cern evident in the IRS’s previously described collection inventory delivery system. The
traditional IRS “enforcement model” seems to be based on the assumption that collec-
tion cases routinely involve taxpayers who are attempting to intentionally avoid their tax
obligations.®® This bias is clearly evident in procedures established for determining the
availability of collection payment alternatives, which appear to be designed to ensure

0 David Shor and Martin Shor, How to Collect Debts and Still Keep Your Customers 42 (1999).

¢l Government Accountability Office, GAO-06-453T, Tax Gap: Making Significant Progress in Improving Tax
Compliance Rests on Enbancing Current IRS Techniques and Adopting New Legislative Actions 6 (Feb. 15, 2006).

2 The IRS does not have a reliable system of tracking taxpayers who have a history of abusive filing behavior

or chronic tax delinquency problems. The IRS uses an “R code” to systemically identify taxpayers who
have accumulated repeat delinquencies within a specified period of time. However, the IRS applies this
systemic coding to any taxpayer with more than one delinquent tax period. Because a single incident can
lead to delinquencies in multiple periods, the “R code” does not accurately reflect taxpayers with multiple,
distinct episodes of delinquent filing and paying behavior. As a result, this indicator provides limited useful
information to assist IRS management in the early identification of high risk collection accounts.

IRS, Automated Substitute for Return (ASFR) Program, An Analysis from the Customer’s Perspective, (Nov. 1998);
Automated Collection System (ACS) Redesign Project (Jun. 1998).
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that delinquent taxpayers aren’t “getting away” with noncompliance.®* If such options
are to be considered, they must represent the taxpayer’s maximum ability to pay, even
though this approach more often than not will result in the denial or failure of such
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payment options to actually resolve the delinquency problems.®® In essence, taxpayers
who do not resolve their delinquency problems during the routine collection notice pro-
cess are perceived as potential “credit criminals” and are set up to fail.

The National Taxpayer Advocate believes that the underlying social contract between
the federal government and American taxpayers requires that the collection process
should routinely set the stage for taxpayers to succeed in resolving their debts. A new
model should assume that the majority of taxpayers would sincerely like to resolve
their problems and move forward with their lives. Prior IRS studies have supported
this assumption,® and we have yet to see a study that indicates the majority of IRS col-
lection cases involve “credit criminals.” The new model should assume that fear and
uncertainty about the IRS may impede many taxpayers’ inclination to contact the IRS
or respond to routine collection notices. The media attention focused on the IRS’s
renewed emphasis on tax enforcement in recent years may not lead many of these tax-
payers to conclude that the IRS is an agency that will listen to their problems and look
for “win-win” solutions. Consequently, recognition of the social contract requires that
the IRS more effectively identify those taxpayers who will not likely resolve their own
problems through the notice process, and initiate meaningful, personal contacts to
address and resolve tax problems when they are most likely to be successful.

We again emphasize that an efficient and effective tax collection operation should be
characterized by prompt human contact with delinquent taxpayers, an understanding

of the reasons for their noncompliance, and identification of the appropriate collection
treatment for each taxpayer based on his or her individual characteristics and needs.
This type of taxpayer service within the context of IRS enforcement actions is absolutely
essential to maximize the recovery of unpaid revenue while also maintaining the good-
will of the taxpaying public and effectively promote voluntary compliance.

IRS COMMENTS

We agree that the IRS Collection function is an essential component of the tax system
and that we must balance the goals of tax collection, taxpayer service, and tax com-
pliance. We also agree that early intervention in collection cases is critical and that
personal contact is an important tool for helping taxpayers return to compliance. In
striving to contact the greatest number of taxpayers as early as possible in the collec-
tion process, we consider the entire Collection system, including our notice process and
our campus operations. We have designed our treatments to direct as many taxpayers

64" See Most Serious Problem, IRS Collection Payment Alternatives, infra.
65
Id.

66 IRS, Automated Substitute for Return (ASFR) Program, An Analysis from the Customer’s Perspective, (Nov. 1998);
IRS, Automated Collection System (ACS) Redesign Project (June 1998).
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as possible to the least invasive and least burdensome option possible. We believe that
a balance between prompt attention and appropriate treatment streams will ultimately
secure payment of as much of the delinquent tax as possible.
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Case Selection and Assignment

It is axiomatic that the IRS will never have sufficient resources to work every balance

due case. Therefore, there must be a process to select and prioritize cases. The three
major components of our selection process are business rules, compliance risk codes,
and modeling. Business rules are used to identify areas of special emphasis or policy
decisions. The practice of prioritizing or scoring cases by compliance risk began in
1999 and was substantially modified in 2001. The reengineering effort placed additional
emphasis on the type of tax and dollar values to stress earlier intervention, especially
for employment tax liabilities. The third component of our case assignment uses com-
puter modeling to determine the cases with the highest potential yield. Contrary to the
National Taxpayer Advocate report’s conclusion, age and tax type are the primary deter-
minates of priority, not the amount of the liability. For example, a new employment tax
liability is generally more likely to be selected for assignment than an older income tax
liability regardless of the amount owed.

While we contend that our current process strikes an appropriate balance among these
factors, we acknowledge that further refinement of this process based on improved
technology and better data is a desirable goal. We are currently engaged in an IRS-wide
effort to revisit these rules so as to better route cases to the appropriate IRS func-

tion. Known as the Corporate Approach to Collection Inventory (CACI), the project
expects to match cases to the appropriate treatment stream by supplementing the
aforementioned rules with information on the source of assessment (z.e., self-reported

or compliance assessments) and the various functions’ historical success in resolving dif-
ferent types of cases. Ultimately, we hope this project will result in routing cases in a
manner that achieves a better match between case characteristics and employee skill set.

Even the CACI project is somewhat limited in its potential effect because it continues
to focus on the characteristics of the tax liabilities. The next, more sophisticated level
of analysis is to make case selection decisions based on the characteristics of the tax-
payer. The long-term effort to achieve this next level has already begun in the form of
Consolidated Decision Analytics (CDA). This will use internal and external data on
taxpayer characteristics to better match taxpayers to the treatment stream that will most
likely result in meaningful contact and timely resolution of the case.

Currently Not Collectible (CNC)

The statement that “/m]ore delinquent tax dollars were reported as CNC than were actually col-
lected on open balance due accounts and installment agreement accounts combined” is misleading
because it fails to recognize significant parts of the collection process. This comparison
does not include delinquent notice accounts where the IRS is actively pursuing collec-
tion through the notice stream. In FY 2006, the IRS collected $8.9 billion on balance
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due notice status accounts.”’” The comparison also fails to include dollars collected with
returns secured as part of non-filer cases. In FY 2006, an additional $3.9 billion was col-
lected with secured returns.®®
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It is important to note that reporting a case “currently” not collectible does not rep-
resent an irreversible decision to write off that case. Cases shelved due to resource
constraints can be reactivated as resources permit, and a case placed in CNC status due

to hardship may be reactivated if there are systemic indications that the taxpayer’s finan-
cial condition has improved. In FY 2006, the IRS collected over $400 million on cases
in CNC status. That said, we are actively studying CNC rates to see if either case selec-
tion processes or the manner in which we work cases can be improved. In spite of a
changing mix of work in the field, CNCs as a percentage of dispositions have remained
relatively constant—even as CNC rates have declined markedly in ACS. A recent study
revealed that over 35 percent of field CNC closures were defunct corporations. This
points to a need for better case creation and selection so that scarce field resources are
used in a productive manner. We intend to delve deeper into this issue and to continue
to refine our business practices accordingly.

Collection Program Measures — Age of Accounts

We acknowledge that, because the reports cited are tactical in nature, they reflect the
age of the account within each function, not the total age of the account since date of
assessment. Since not all accounts flow through all parts of the process, these reports
are specifically designed to reflect the efficiency of each discrete process and are not
considered IRS-wide indicators. Potentially Collectible Inventory (PCI) is a corporate-
level indicator that tracks the subset of the Unpaid Assessment Inventory that is either
actively being worked in Automated Collection, Field, or Notice, or backlogged in the
queue. Analysis of active PCI shows that corporate inventory is declining in overall age.
The proportion of the inventory that is less than two years old has increased from 43
percent at the close of FY05 to 51 percent at the close of FY06.

Balancing Inventory and Self-Reported Accounts Versus Compliance Assessments

The IRS is focused on reducing the tax gap. An analysis of the most recent tax gap data
shows that of the $310.6 billion total tax gap only $31.7 billion, or roughly 10 percent,
is attributable to underpayments. We therefore attempt to engage taxpayers who have
not filed or who have underreported. We acknowledge that compliance assessments are
more difficult to collect and often result in adjustments, but these adjustments represent
successfully determining the tax owed from taxpayers who previously failed to file. In

%7 Source: Sept. FY06 CAR 5000-2/242 BDN Report: ALL: National: IMF line 3.1 column G plus IRAF line
3.1 column R plus BMF line 3.1 column N.

8 Source: Sept. FY06 5000-139 C139 Report, ALL, National, Summary page.
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FY 2006 we secured 897,288 returns through our ASFR program. Also in FY 2006, a
total of $3.8 billion was collected through active compliance assessments.*’

Downstream Costs of Delayed Contacts

]
S
——
s
gl |
D o

()
o =
—
=

Regarding concerns about the downstream costs of delayed contact, a large number of
the references cited in the footnotes are aged reengineering studies that were published

between 1998 and 2001. Subsequently, we made changes in technology and proce-
dures that were not referenced in the National Taxpayer Advocate’s report. Examples
include increased use of locator sources, modeling for case selection, and the increased
use of technology in call routing and predictive dialing for processing ACS accounts.
Notably, approximately 90 percent of so called “bad” levies are now resolved through
an automated process with no direct employee intervention. We agree that the apparent
effectiveness of the “call me” letter in gaining a response warrants considering broader
use of this tool when new contact information becomes available.

All of our processes are designed to reduce personal burden by directing taxpayers to
the right treatment at the fastest possible time. While a programming error in FY06
artificially inflated the number of business accounts assigned to ACS, we continue to
examine our business rules and are committed to ongoing improvement in our ability to

intervene early in collection cases.

TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate is pleased that the IRS acknowledges that early inter-
vention is a critical component of an effective collection program, and also recognizes
that personal contact in collection cases is an important tool for helping these taxpayers
return to compliance. We are also encouraged by the IRS’s current efforts to improve
its performance in these areas, most notably the Corporate Approach to Collection
Inventory (CACI) project. We acknowledge the IRS’s candor in recognizing that much
more work is needed to develop and implement a collection “treatment stream” that
better ensures meaningful contacts and timely resolutions of IRS collection cases.
However, the IRS appears not to recognize the severity of the problems created by the
delayed interventions that characterize the current collection inventory delivery system.
The IRS contends that it is “axiomatic that the IRS will never have sufficient resources
to work every balance due case,” and implies that only “refinements” are needed to
improve its collection inventory delivery system. We respectfully disagree.

The IRS reports that because it has insufficient resources to work every delinquent
tax account, it has developed a process to prioritize collection cases, which is based
on “business rules,” an assessment of “compliance risk,” and a projection of “revenue
yield.” We believe the time has arrived when the “limited resource” issue must be

%9 The IRS did not provide reference sources to substantiate that “$3.8 billion was collected through compli-
ance assessments.” Our review of the IRS Collection Activity Reports does not confirm the accuracy of this
statistic.
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considered in relation to the IRS’s inventory delivery system, along with its policies
and procedures for handling the collection workload.”” In other words, we believe the
inability to provide timely and effective taxpayer service on IRS collection cases has as
much to do with the manner in which the IRS chooses to process the workload as it does the
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size of the workload itself. We are concerned that the taxpayer service concerns raised
in this report are hardly acknowledged in the IRS comments. While the IRS does

acknowledge the significant impact of the aging of accounts receivable, the IRS contin-
ues to track the aging of collection accounts with measures that are not taxpayer-centric.
When the “business rules” factored into the current inventory prioritization model result
in a situation where taxpayer service issues and concerns cannot be handled as a priority,
it is time to change the model.

The IRS comments note that in FY 2006, $8.9 billion was collected on balance due
notice status accounts, and an additional $3.9 billion was collected with secured returns.
(It should be noted that of the $3.9 billion secured with delinquent returns, over $3
billion — 78 percent — was collected through the routine collection notice stream.”")

We agree with these observations. Many taxpayers successfully address and resolve

their tax debts through the routine collection notice process. However, some do not.
Collections secured via the routine notice process do not require a significant amount of
IRS resources. We again emphasize that of the post-notice collection cases closed in FY
2006, more delinquent tax dollars were reported as currently not collectible than were
collected on post-notice TDA accounts, installment agreement accounts, and offers in
compromise combined. The IRS’s observation that over $400 million collected during
FY 2006 on cases in CNC status is hardly a noteworthy accomplishment, in light of the
$53 billion in delinquent revenue that was reported in the inventory of CNC cases as
of September 2006.”> When an inventory prioritization model based on revenue “yield”
produces these types of results, it is time to change the model.

The IRS claims that “compliance assessments” are important in its efforts to reduce the
tax gap, and therefore the investments of collection resources needed to produce them
are appropriate. The IRS reports it secured 897,288 returns through the ASFR program
in FY 2006. However, as we have already disclosed in this report, only 21.4 percent of
the SFR assessments resolved during the collection notice process in FY 2006 were actu-
ally collected revenue dollars.” The IRS either abated the rest of these assessments or
reported them as not collectible. Further, of the delinquent returns secured during FY
2006 through the SFR program, the IRS actually collected only 2.5 percent of the net

70 National Taxpayer Advocate 2004 Annual Report to Congress 244. In the 2004 Annual Report, the Na-

tional Taxpayer Advocate stated “the problem of scarce resources does not mean that the IRS should not
address the strategic and structural flaws in its collection strategy. In fact, resource limitations may make
the need to address those flaws more acute.”

IRS, Collection Activity Report, National Delinguent Return Activity Report, NO-5000-139 (Sept. 29, 2006).
2 1RS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (Sept. 29, 2006).

3 IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2/242 (October 2,
2005).
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assessments.”* We have already noted that the vast majority of revenue dollars collected
during FY 2006 with delinquent tax returns was secured through the collection notice
process. It should also be noted that of the delinquent returns secured outside of the
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routine notice process, only 5.3 percent of the assessed dollars were actually collected.”
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When an inventory prioritization model based on “compliance risk” produces these
types of results, it is time to change the model.

The IRS states in its comments that “All of our processes are designed to reduce per-
sonal burden by directing taxpayers to the right treatment at the fastest possible time.”
Based on the issues identified in this report, we continue to believe the IRS’s lack of
timely and meaningful contacts with delinquent taxpayers leads to unsatisfactory rev-
enue collections and taxpayer service. Delayed interventions in IRS collection cases set
the taxpayers up to fail in their efforts to resolve their debts. These failures are clearly
evident in the IRS’s collection program results.

RECOMMENDATIONS

We believe the IRS will need to significantly overhaul current practices in this area to
improve the benefits generated by its collection programs, and develop taxpayer-centric
as well as IRS-centered measures, thereby ensuring the proper of treatment of taxpayers
and protecting the public interest. Moreover, Congress needs to provide the IRS collec-
tion function with funding for the proper tools, systems, and research that Collection
needs to accomplish its job in an effective manner.

1. The IRS needs to revise the methods used to prioritize and assign collection
cases to fully recognize the impact of elapsed time on collectibility and tax-
payer service. In particular, top priority should be placed on initiating personal
contacts on current accounts, ze., tax delinquencies on recently due tax periods
involving taxpayers who have not resolved their tax delinquencies through the

collection notice process.

2. The IRS needs to tailor the delivery of collection inventory to recognize the
differing needs and characteristics of different types of taxpayer cases. The IRS
should conduct additional studies to identify opportunities to expedite personal
contacts on collection cases, where it is evident such actions are needed for
mutually successful resolutions. Are there common characteristics for taxpay-
ers who do not self-correct during the collection notice process? Does it make
sense to repeat the collection notice cycle for taxpayers who have had prior
delinquencies assigned to ACS or the Collection Field operation? The IRS
needs to ask and answer such questions to ensure that collection resources are
used in the most efficient and effective manner.

"% IRS, Collection Activity Report, National Delinquent Return Activity Report, NO-5000-139 (Sept. 29, 2006).
75
Id.
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3. The IRS should expand the practice in employment tax cases of making
prompt, face-to-face contact as early in the collection delinquency cycle as pos-
sible. This contact will ensure the maximum collection of revenue, prevent
future delinquencies, and engage business taxpayers at a point when they have
the best opportunity to resolve their tax problems while salvaging their busi-
nesses.

4. The IRS needs to more actively incorporate the reality of the “collectibility
curve” into the consideration of reasonable collection alternatives, particularly
installment agreements (IA) and offers in compromise (OIC), in the resolution
of collection cases. IRS data indicate that most tax collection cases age because
the lack of meaningful, early IRS interventions allow them to age. While this
unfortunate condition continues in collection cases involving tax delinquen-
cies in excess of 24 months, the IRS should establish liberal and flexible IA and
OIC acceptance policies.” The IRS not only needs to recognize that any recov-
ery of revenue on these accounts “beats the odds” recognized by most business
authorities in the area of collection, but must also acknowledge that reasonable
payment arrangements are the best opportunity to bring these taxpayers back
into the ranks of those who comply with the tax laws.

5. The IRS needs to revise or develop collection program measures that accurately
reflect the true age of its accounts receivable. These measures should reflect the
age of collection accounts from the taxpayer’s perspective, z.e., the due date of
the tax return.

6. The IRS needs to develop a more realistic measure of collection “yield” that
accurately reflects the recovery of potentially lost revenue. This measure should
provide the net revenue collected on accounts that were not resolved through
the routine collection notice process, z.e., Taxpayer Delinquent Accounts
(TDAs). A measure that reflects TDA dollars collected (including offsets) minus
revenue dollars reported as not collectible (CNC) and revenue dollars abated
would provide a more accurate assessment of the effectiveness of the IRS collec-
tion program, as well as promote case dispositions that provide resolution and
closure to taxpayers seeking to resolve their tax debts.

7. The IRS should improve its communications with delinquent taxpayers
regarding the accruals of penalties and interest on collection cases. Better com-
munication regarding this issue, delivered early in the IRS collection notice
process, may not only reduce the element of surprise for the typical taxpayer
regarding the rapid accumulation of penalties and interest on IRS collection

76 Congress has already made this observation. The conference committee report for the IRS Restructuring
and Reform Act of 1998, Pub. L. No. 105-206 (1998); H.R. Conf. Rep. 599, 105th Cong., 2d Sess., 288-289
(1998) states,

the Committee believes that the IRS should be flexible in finding ways to work with taxpayers who are
sincerely trying to meet their obligations and remain in the tax system. Accordingly, the Committee
believes that the IRS should make it easier for taxpayers to enter into offer-in-compromise agreements,
and should do more to educate the taxpaying public about the availability of such agreements.
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accounts, but might also encourage many taxpayers to more vigorously pursue
other financing alternatives, with substantially more favorable finance charges.”

8. The National Taxpayer Advocate acknowledges and supports the IRS’s efforts to
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review and revise its collection inventory delivery systems, z.e., the Consolidated
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Decision Analytics (CDA) and the Corporate Approach to Collection Inventory
(CACI) projects. In order to ensure that taxpayer interests and rights are fully

incorporated into future plans materializing from these efforts, we recommend
that the IRS include the National Taxpayer Advocate in the planning and analy-
sis stages of these projects as soon as possible. We recommend that the issues
and suggestions made in this report be incorporated into the development of

these projects in a timely and meaningful manner.

Finally, the National Taxpayer Advocate stresses the critical importance of the need
for Congress to fully fund these efforts by the IRS to modernize its collection pro-
grams. Congress needs to ensure that those who collect revenue for the United States
government have the proper tools to perform their jobs effectively. Without adequate
resources, the IRS will have a much more difficult time ensuring that all taxpayers
receive the most effective collection treatments at the most appropriate times, to allow
for the optimum resolution of their cases.

77" See also Additional Legislative Recommendation, Amend IRC 6511 to Allow Refund Claims Past the RSED
When Excess Collection Is Due to IRS Error, infra.
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PROBLEM
TOPIC #6

IRS COLLECTION PAYMENT ALTERNATIVES

RESPONSIBLE OFFICIALS
Kathy K. Petronchak, Commissioner, Small Business/Self-Employed Division

Richard J. Morgante, Commissioner, Wage and Investment Division

DEFINITION OF PROBLEM

The IRS does not fully utilize collection payment alternatives, such as installment agree-
ments and offers in compromise, to resolve delinquent tax accounts. This approach
means that many account problems are not addressed timely, fostering additional liabili-
ties for the taxpayer and substantial amounts of lost revenue for the IRS.

ANALYSIS OF PROBLEM

Background

The IRS is authorized to use a variety of collection payment alternatives to address and
resolve tax delinquency problems. For those taxpayers who are financially unable to
immediately pay their tax balances in full, the most important options are installment
agreements and offers in compromise (OICs). The IRS collects billions of delinquent
tax dollars each year through these collection alternatives.! Particularly when emerging
tax delinquency problems are identified and addressed in a timely manner, alternative
payment options can provide solutions that are in the best interests of both the taxpay-
ers and the government.

In the 2005 Annual Report to Congress, the National Taxpayer Advocate raised concerns
that the IRS’s methods of determining the potential for utilizing payment alternatives

in many situations are overly restrictive and clearly not designed to deliver positive
solutions for taxpayers trying to resolve debts.? We remain concerned that IRS policies
and procedures unduly restrict the use of available collection alternatives, and the IRS’s
overall approach to evaluating collection potential in delinquent accounts too often fails
to provide productive resolutions for many taxpayers’ problems.

Installment Agreements — Effective combination of service and enforcement

In general, the IRS has ten years from the date of assessment of a tax to collect the
debt.? The Internal Revenue Code (IRC) authorizes the IRS to enter into an installment

LIRS, Collection Activity Report, Installment Agreement Cumulative Report, NO-5000-6 (Oct. 2, 2006). In FY

2006, approximately $7.4 billion was collected via installment agreements. See also IRS Collection Activity
Report, Monthly Report of Offer in Compromise Activity, NO-5000-108 (Oct. 2, 2005). In FY 2005, the IRS ac-
cepted approximately $326 million in offers in compromise.

National Taxpayer Advocate 2005 Annual Report to Congress 270-291.

IRC § 6502 provides that the length of period for collection after assessment of a tax liability is ten years.
The collection statute expiration ends the government’s right to pursue collection of a liability. Each tax
assessment has a Collection Statute Expiration Date (CSED) which is the time period established to collect
the delinquent taxes.
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agreement (IA), whereby a taxpayer is permitted to pay a liability over time through pay-
ment schedules approved by the IRS.* If the taxpayer cannot fully pay the outstanding
balance by the end of the period when the IRS could legally collect the debt (called

the Collection Statute Expiration Date or CSED), but has some ability to make regular
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payments, the IRS may allow the taxpayer to enter into an agreement based on his or
her ability to pay, even though the agreement may not fully satisfy the liability. These

agreements are known as Partial Payment Installment Agreements (PPIA).> Although
penalties and interest continue to accrue, the IRS cannot issue levies while a taxpayer’s
account is in installment agreement status.®

IRS data indicates that installment agreements lead to the collection of nearly as much
delinquent revenue on balance due accounts which remain delinquent after completion
of the collection notice process as all other collection treatments combined.” In fiscal
year 2006, the IRS collected $7.4 billion through installment agreements,® while collec-
tions on all other active Taxpayer Delinquent Accounts (TDA) tax modules amounted to
$7.2 billion.” These results indicate that the installment agreement is perhaps the most
efficient and effective enforcement tool for collecting delinquent taxes. Particularly
when a taxpayer does not have the ability to fully pay a tax liability when due, the IA
provides him or her an opportunity to voluntarily resolve the debt and removes the

need for the IRS to pursue more costly and time-consuming enforcement procedures.

Streamlined Installment Agreements are particularly useful and successful in the
collection of delinquent accounts.

The IRS may approve streamlined installment agreements where the aggregate unpaid
balance of tax liabilities is $25,000 or less, and can be fully paid within 60 months or
prior to the CSED, whichever comes first.!® These agreements do not require detailed
financial statements or approval by IRS managers, and may be granted even though the
taxpayer may be able to fully pay the tax balance sooner.!! In certain situations, the
availability of a streamlined IA is guaranteed by statute. The IRC requires the IRS to
accept proposals of installment agreements where taxpayers owe $10,000 or less, have

4 IRC § 6159(a).

IRC § 6159 was amended by the American Jobs Creations Act 2004 to allow the IRS to enter into install-
ment agreements with taxpayers that do not provide for full payment of the outstanding tax delinquencies.

® IRC§ 6331.

When a tax return is filed and a taxpayer does not fully pay all assessed amounts due, the IRS mails a

series of notices to the taxpayer. The first is a settlement notice advising of a balance due. For individual
accounts, when a balance remains on the account up to three additional collection notices will be sent at
five-week intervals. Business taxpayers will receive the first notice, and in five weeks the final collection no-
tice. The final collection notice advises taxpayers of the intent to levy and is the last notice required before
a Federal Tax Lien may be filed. See IRM § 5.19.1-3.

8 IRS, Collection Activity Report, Installment Agreement Cumulative Report, NO-5000-6 (Oct. 2, 2006).
9IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).
10 IRM 5.14.5.2 (Jul. 12, 2005).

U a
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filed and paid all tax returns during the five years prior to the year of the liability; have

not had installment agreements during those five years, and can fully pay the tax liabili-

ties within three years.!
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The “streamlined” approach is designed to allow taxpayers and the IRS to quickly agree
on a payment schedule that is reasonable, realistic, and does not require an in-depth
analysis of the taxpayer’s finances, as in the case of traditional installment agreements

and offers in compromise. As such, the streamlined IA represents a realistic and attain-
able payment option for many taxpayers. Streamlined agreements accounted for 96.7
percent of all IAs granted in FY 2006, and 96.2 percent of the open IA inventory at the
close of the fiscal year.’® Of the accounts that the IRS closed as full paid during FY
2006 using the installment agreement option, 98 percent involved streamlined [As."* In
September 2006, the IRS announced plans to implement a new system that will allow
taxpayers to request streamlined agreements online via the IRS’s main internet site.'®
While this initiative does not expand the criteria to allow for more streamlined IAs, it
will improve taxpayer access to this important collection option and appears to be a
positive step toward improving its availability to the public.

Lack of early intervention makes streamlined installment agreements unavailable
for many taxpayers

The National Taxpayer Advocate is concerned that despite the successful track record of
the streamlined IA, the IRS does not appear to be making optimum use of this collec-
tion alternative. In FY 2006, the IRS used installment agreements to resolve only 32.4
percent of balance due accounts'® and 14.9 percent of field collection cases.!” At the
same time, the IRS closed 31.6 percent of balance due accounts as not collectible.’® A
key factor in the IRS’s ability to maximize the benefits of the streamlined IA option is
the concept of early intervention. For taxpayers who do not successfully resolve their
delinquencies through the routine notice process, prompt personal contacts are criti-
cal to starting the problem-solving dialogue at the point where taxpayers can actually
qualify for streamlined IAs.

Most IRS collection cases begin as relatively small balances due on recent tax periods,
but over time, penalties and interest accrue and additional delinquencies may develop.
Of the collection cases in which the IRS issued a final collection notice in FY 2006,

12 IRC § 6159(c).
IRS, Collection Activity Report, Installment Agreement Cumulative Report, NO-5000-6 (Oct. 2, 2006).
14

Id.

Daily Tax Report, Tax Collection: IRS to Launch Online Tax Payment Procedure For Use By Individual and Business
Taxpayers (Sept. 13, 2006).

IRS, Collection Activity Report, Taxpayer Delinquent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).
17
Id

IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006), IRS,
Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (Oct. 2006).

2006 ANNUAL REPORT o TAXPAVER ADVOCATE SERVICE 8



IRS COLLECTION PAYMENT ALTERNATIVES TOPIC #6

87.2 percent of individual (IMF) and 91.5 percent of business (BMF) collection cases
involved delinquent balances due of less than $10,000."” In theory, most of these
taxpayers would qualify for streamlined IAs. In practice, delays by the IRS in making
meaningful contacts with these taxpayers increase the likelihood that many will not be
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eligible for streamlined IAs by the time the delinquencies are actually addressed.?’

Partial Payment Installment Agreements — A new collection alternative

In April 1998, IRS Counsel determined that the IRS did not have authority to enter
into [As that would not provide for full payment of the taxpayer’s liability before the
collection statute expired.’! According to IRS officials, this policy change created a situ-
ation in which some taxpayers who were willing to pay some amount would not qualify
for either an installment agreement or an OIC.? Instead, the only option was to put
the account into inactive status, creating a new group of cases for which there was no
apparent resolution.”® In the 2001 Annual Report to Congress, the National Taxpayer
Advocate recommended a legislative change to amend the IRC to allow the IRS to enter
into installment agreements that do not provide for full payment of the tax liability over
the statutory limitations period for collection of tax where it appears to be in the best
interests of the taxpayer and the IRS.?* The IRS drafted another legislative proposal
requesting the same change in the law.?

The authority to enter into PPIAs was enacted in the American Jobs Creation Act of
2004,% and the IRS implemented procedures to allow for these agreements in January
2005. These IAs are intended to provide a collection payment alternative to taxpayers
who have the ability to make monthly installment payments but cannot fully pay their
liabilities prior to the expiration of the CSED. The PPIA option is intended to bridge
the “gaps” between those taxpayers who can fully pay their debts through traditional
installment agreements, those who may qualify for offers in compromise, or those with
financial conditions that warrant consideration for reporting their accounts as currently
not collectible (CNC). The underlying premise behind the PPIA option makes good
business sense, 7.e., allowing taxpayers who clearly cannot fully pay their debts or qualify
for an OIC to pay what they reasonably can over the CSED period.

YIRS, Collection Activity Report, Taxpayer Delinquent Account Cumulative Report, NO-5000-2/242 (Oct. 2, 2006).

20" S Most Serious Problem, Early Intervention in IRS Collection Cases, supra.

2l General Accounting Office, GAO-02-311, IRS Should Evaluate the Changes to Its Offer in Compromise Program
33 (Mar. 2002).

2 1.

Sy

24 National Taxpayer Advocate 2001 Annual Report to Congress 210-214.

%5 General Accounting Office, GAO-02-311, IRS Should Evaluate the Changes to Its Offer in Compromise Program
33 (Mar. 2002).

26 American Jobs Creation Act of 2004, H.R. 4520, Pub. L. No. 108-357, 118 STAT. 1418 (2004).
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The IRS is making limited use of partial payment installment agreements.

The National Taxpayer Advocate is concerned that the IRS’s implementation of the
PPIA option may have overly restricted its use. Internal Revenue Manual (IRM) proce-
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dures and IRS training material regarding the PPIA place a great deal of emphasis on
determining the taxpayer’s maximum ability to pay. For example, the training materials
specify that to qualify for a PPIA the “taxpayer must agree to pay the maximum monthly

payment” (emphasis in original).”’ The IRS will consider only reasonable and necessary
living expenses, as defined by the IRS’s allowable living expense standards, in determin-
ing a taxpayer’s potential to qualify for a PPIA, and will allow no transition period for
the taxpayer to retire expenses that the IRS finds excessive.?® The IRM also gives this
direction and states, “In most cases, taxpayers will be required to use equity in assets to
pay liabilities.”?

We acknowledge that IRM procedures go to some length to discuss situations in which
PPIAs “may be granted even if a taxpayer does not sell or cannot borrow against assets
with equity.”*® However, these procedures do not recognize or acknowledge that in
many of these cases, the taxpayers will have a very limited ability to access equity in
assets without creating an economic burden or hardship. Poor credit histories or a lack
of funds to service financial instruments such as home equity loans often restrict a delin-
quent taxpayer’s ability to “cash in” on equity in assets. Moreover, legal restrictions
may bar the liquidation of assets. In these cases, it makes sense that the IRS enter into
agreements to collect at least those payments immediately available. Nevertheless, the
overall tone of the training and procedures used to implement the PPIA seem designed
to discourage its use as a viable collection alternative. In fact, the IRS approved only
11,186 PPIAs in FY 2005, representing approximately 0.5 percent of all [As granted.’! It
is important to remember that the IRS specifically requested this anthority. Yet to date, it does
not appear to be using this collection alternative to anywhere near the degree intended.

Offers in Compromise — IRS public policy not supported by Internal Revenue
Manual procedures.

An offer in compromise (OIC) is an agreement between a taxpayer and the government
that settles a tax liability for payment of less than the full amount owed.? It is the

7 1RS training document, Partial Payment Installment Agreements (PPLA), Implementation of Section 843, American
Jobs Creation Act of 2004 12 (Jan. 17, 2005).

B
29 IRM 5.14.2.2(2) (Jul. 12, 2005).
30 TRM 5.14.2.2.2(2) (Jul. 12, 2005).

31 Data provided by SBSE Collection Policy. The IRS does not routinely track PPIA activity through systemi-
cally generated reports, but plans to have this capability in 2007.

32 IRC § 7122.
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IRS’s stated policy to accept an offer when it is unlikely that the IRS can collect the tax
liability in full and the amount offered reasonably reflects collection potential.’

Congress has long viewed the OIC as a viable and reasonable collection alternative.
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This view is evidenced in the conference report for the IRS Restructuring and Reform
Act of 1998 (RRA 98):
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The conferees believe that the IRS should be flexible in finding ways to work with
taxpayers who are sincerely trying to meet their obligations and remain in the tax
system. Accordingly, the conferees believe that the IRS should make it easier for
taxpayers to enter into offer-in-compromise agreements, and should do more to
educate the taxpaying public about the availability of such agreements.**

Despite the clear congressional intent that the IRS more effectively use the OIC as a
viable collection payment alternative, the IRS has actually moved the program in the
opposite direction. The IRS has significantly tightened its policies and procedures
regarding the availability and use of the OIC as a collection alternative since the imple-
mentation of RRA 98.

In arriving at this conclusion, we conducted a historical analysis of OIC procedures set
forth in the IRM. Our analysis confirms that in 1992, the IRS significantly altered its
approach to the use of the OIC as a collection tool. The IRS formally articulated these
changes in Policy Statement P-5-100, which was approved on January 30, 1992, and
emphasized that

[t]he Service will accept an offer in compromise when it is unlikely that the tax
liability can be collected in full and the amount offered reasonably reflects collec-
tion potential. An offer in compromise is a legitimate alternative to declaring a case
currently not collectible or to a protracted installment agreement. The goal is to
achieve collection of what is potentially collectible at the earliest possible time and

at the least cost to the Government.?

The IRS also revised IRM procedures to support the new policy and enable the accep-
tance of OICs in a broader range of situations. For example, consider the following
IRM section:

Rejection of an offer solely based on narrow asset and income evaluations should
be avoided. The Service should attempt to negotiate (emphasis added) offer agree-
ments which are in the best interests of all parties. Included in determining the
government’s interests are the costs of collection. If an offer is rejected because

33 IRM 5.8.1.1.3 (Sept. 1, 2005). This section includes IRS Policy Statement P-5-100.

3 IRS Restructuring and Reform Act of 1998, Pub. L. No. 105-206 (1998); H.R. Conf. Rep. 599, 105th Cong.,
2d Sess., 288-289 (1998).

35 IRM 1.2.1.5.18 (Jan. 30, 1992). This reference provides the IRS’s official policy regarding the OIC pro-
gram, including the full text of IRS policy statement P-5-100.
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more can be collected than is offered, it is generally expected that the amount
determined to be collectible will actually be collected.® (Emphasis added)

Although this 1992 direction seems to reflect the actual intent of the IRS’s then new
policy, as well as that of RRA 98 six years later, the IRS eliminated it from the IRM in
the mid-90’s and did not reinstate and reinforce it after RRA 98 became law.
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OIC program results do not reflect IRS public policy.

Not surprisingly, a recent IRS study of the OIC program revealed that the majority of
delinquent tax dollars in cases involving rejected OICs tend 7ot to be collected. The
study indicates that over 40 percent of tax modules associated with rejected and with-
drawn OICs are ultimately reported as not collectible,’” with many more remaining
unresolved for years in “active” collection status.*® Of the modules in rejected or with-
drawn OICs that were in CNC status, 27 percent of those involving individual taxpayers
were in CNC status while the OIC was being considered.® That is, the IRS rejected offers from
taxpayers who the IRS had already determined were uncollectible! From calendar years
1998 through 2003, in 44 percent of cases involving rejected OICs from individual
taxpayers, the IRS had collected less than 50 percent of the amounts the taxpayers had
offered to pay.*® In 31 percent of these cases, the IRS collected less than 10 percent of
the offered amounts and in 21 percent the IRS collected nothing at all.*! These results
certainly call into question the degree to which current IRS procedures are aligned with
its publicly articulated policy regarding OICs.

Shortly after the implementation of RRA 98, the IRS also revised IRM procedures for
determining the valuation of future income in computing each taxpayer’s reasonable
collection potential. The “present value of future collections” concept, which had been
implemented in 1992, was eliminated. This concept, as described in the IRM, stated

[i]n cases where it is determined that the taxpayer can make installment payments,
the Service normally considers that any agreement that requires more than five
years to complete has a high probability of not being completed. The Service must
then decide the “present value” of those five years of payment. . . . Generally, if
the taxpayer can now pay us “present value”, we will give serious consideration to

accepting the offer.*

36 IRM 57.10.10.1 (Feb. 26, 1992).

37 IRS Offer in Compromise Program, Analysis of Various Aspects of the OIC Program 10 (Sept. 2004).
Sy

39 I at9.

0 1. at11.

)

42 IRM 57.10.10.11 (Feb. 26, 1992).
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This pro-taxpayer method of determining the value of potential future tax payments was
supplanted by a less taxpayer-friendly change in policy. In early 2000, the IRS revised
OIC policy to state that it would not accept offers when the taxpayers could potentially
fully pay the liabilities through installment agreements.** This change essentially elimi-
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nated the “present value of future collections” concept.

Although the IRS has recently clarified its definition of a “protracted installment agree-

ment” as one that will remain in force beyond the collection statute expiration date
(CSED), the revised position remains an unrealistic indicator of true collection poten-
tial. IRS data indicate the average installment agreement either fully pays or defaults
within a year.* Within this context, even the projected five-year analysis in the IRS’s
earlier policy seems overly optimistic. Clearly, however, the approach of extending the
likelihood of future collections beyond the five-year period is not based on any realistic
analysis of actual results in these types of cases.

The cumulative effect of the aforementioned policy changes has been a significant
reduction in the number of OICs accepted as collection alternatives. From FY 2001
through FY 2006, the number of OICs accepted by the IRS Collection operation

(excluding those accepted by Appeals) declined by over 69 percent.*

TABLE 1.6.1, 01CS ACCEPTED BY IRS COLLECTIONS FY 01-06

Accepted 0ICs are Trending Down

40,000 37,355
35,000 [~
30,000 [~
25,000 [~

20,000 [~
14,812 14,467

Otfers Accepted

15,000
10,000
5,000

FY 2001 FY2002 FY2003 FY2004 FY2005 FY2006

[ Taxpayers Offers Accepted (Excluding Appeals)

4

w

IRM 5.8.1.1.1 (Feb. 4, 2000).
IRS, Collection Activity Report, Installment Agreement Cumulative Report, NO-5000-6 (Oct. 2, 2006).

45 IRS, Collection Activity Report, Report of Offer in Compromise Activity, NO-5000-108. In FY 2001, 37,355 OICs
were accepted. In FY 2006, 11,399 were accepted. The numbers do not include OICs rejected by IRS Col-
lection and subsequently accepted by Appeals.

46 IRS, Collection Activity Report, Report of Offer in Compromise Activity, NO-5000-108. (FY 2001 — FY 2006).
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External stakeholders agree: OIC no longer a viable collection alternative.

The significant reduction in cases where the OIC has been a successful alternative has
contributed to a growing perception in the tax practitioner community that the IRS no

)
=
=)
=]
=
m
=
()

longer perceives the OIC as a viable collection option. These perceptions were recently
reported to the IRS in a series of OIC-related focus groups conducted during the 2005
IRS Nationwide Tax Forums.” The IRS received consistently negative feedback in these

focus groups, particularly about the IRS’s general approach to considering the merits

of an OIC as a viable collection alternative. The focus group report concluded that
participants mainly felt that the IRS’s first task was to find a reason - any reason - to
reject the offer, and the mindset of the (OIC) specialist was “I’'m not going to make this
work or be viable.”® Most participants reported they have not had positive experiences
negotiating with the IRS. Overall, the participants agreed that offers are not receiving
fair consideration. Many felt that the IRS looks for anything to cause an offer to be
rejected, and all agreed that, in their opinion, offers are being worked by people who are
predisposed to reject them. The practitioners in the focus groups raised a concern that
the IRS has “another agenda” that influences the consideration of OICs to resolve tax

debts.?

More than mere anecdotal reports, the perceptions expressed by practitioners in these
focus groups appear to be manifesting themselves in actual taxpayer behavior. The table
below indicates that new OIC receipts for FY 2006 will be less than half the number for
FY 2003.%°

TABLE 1.6.2, 0IC RECEIPT TRENDS FY 01-06°"
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472005 IRS Nationwide Tax Forums, Offer in Compromise Focus Group Report (Nov. 2005).
®
Y 1d.

S0 IRS, Collection Activity Report, Report of Offer in Compromise Activity, NO-5000-108. The IRS reported 127,769
OIC receipts in FY 2003. OIC receipts for FY 2006 were 58,586.

U,
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In a 2006 report on the OIC program, the Government Accountability Office (GAO)
observed that from 2000 to 2004, the number of accepted offers declined by more
than half while the number of delinquent taxpayer accounts remained roughly con-

stant. According to the GAOQ, this fact raises the question as to whether something has
»52
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happened to reduce the program’s “accessibility.””* In addition to confirming and sup-

porting the observations of tax practitioners, the GAO analysis underscores the concerns

of the National Taxpayer Advocate that the IRS does not employ the OIC option as
a viable collection alternative in many situations where it is in the best interests of the

government and the taxpayer to accept a reasonable offer.

OIC procedures and program results do not reflect the intent of Congress.

We again refer to the conference report associated with the IRS Restructuring and
Reform Act of 1998:

The conferees believe that the IRS should be flexible in finding ways to work with
taxpayers who are sincerely trying to meet their obligations and remain in the tax
system. Accordingly, the conferees believe that the IRS should make it easier for
taxpayers to enter into offer-in-compromise agreements, and should do more to
educate the taxpaying public about the availability of such agreements.>

Clearly, the IRS did not embrace the intent of Congress. In fact, through a series of
policy changes implemented post-RRA 98, the IRS actually appears to have restricted
the use of the OIC as a viable collection tool. While the impact of each of these policy
changes has been significant, it does not appear that any of them were widely com-
municated or even discussed outside of Collection prior to implementation. Congress
recently passed the Tax Increase Prevention and Reconciliation Act of 2005, which
contains provisions with potentially significant impact on the OIC program and the

use of OICs as a collection alternative.”® This legislation requires taxpayers to submit
substantial partial payments for offers that will be paid in a lump sum and immediately
begin to make the proposed scheduled payments on deferred payment offers.”> Congress
has indicated that these changes will raise an additional $699 million in revenue over
five years and $1.911 billion over 10 years.®® These estimates again indicate the intent
of the legislation is for the IRS to make more and better use of the OIC as a collec-
tion alternative. However, unless the IRS implements these changes within the spirit of
RRA 98 and the IRS’s own policy statement regarding the use of offers, which we have

52 Government Accountability Office, GAO-06-525, IRS Offers in Compromise 20 (Apr. 2006).

33 IRS Restructuring and Reform Act of 1998, Pub. L. No. 105-206 (1998); H.R. Conf. Rep. 599, 105th Cong.,
2nd Sess., 288-289 (1998).

54 Tax Increase Prevention and Reconciliation Act of 2005, H.R. 4297, Pub. L. No. 109-222, 120 STAT. 345
(2006).

> .

% Daily Tax Report, Senate Finance Committee Summary of Conference Report on Tax Increase Prevention and Recon-

ciliation Act of 2005 (May 10, 2006).
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not found to be the case to date, this new legislation has the potential to substantially
curtail the availability of the OIC as a viable collection tool. The National Taxpayer
Advocate, along with other stakeholders such as the American Bar Association and the
American Institute of Certified Public Accountants, has expressed strong concerns that
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the implementation of this new legislation will create new barriers to taxpayers applying
for acceptance into the OIC program while decreasing revenue to the federal treasury.”

IRS financial analysis techniques: Allowable Living Expenses (ALE) and “maximum
ability to pay.”

In 1995, the IRS developed and implemented the allowable living expenses (ALE)
approach to determining a taxpayer’s financial ability to pay delinquent taxes. This
system was designed to provide more consistency in the financial analysis determina-
tions that serve as the basis for various collection alternatives, including [As, OICs,
CNC determinations, and enforced collection actions. The IRS believed then, as it
does today, that without standardized criteria, financial determinations among taxpayers
will be inconsistent and lead to taxpayers with similar financial conditions being treated
differently.”® RRA 98 requires the IRS to prescribe guidelines to determine whether to
accept an offer in compromise, which in essence codified the Service’s use of the ALE.

In the 2005 Annual Report to Congress, the National Taxpayer Advocate raised concerns
over the IRS’s use of the ALE standards and the wide perception among tax practitio-
ners that the standards are unreasonable and much too rigidly applied.®® Unfortunately,
rather than exploring the outcomes of cases involving the ALE approach to determine
the basis for these criticisms, the IRS response to the report focused on reiterating
confidence in the data used to formulate the standards. While the IRS asserts that the
ALE standards were “formulated to be a reliable indicator of typical individual living
expenses” and the “data sources” used in the development of these standards are “impec-
cable,”! the National Taxpayer Advocate remains concerned that the actual application
of these standards to individual taxpayer cases often leads to erroneous conclusions
regarding the appropriate use of reasonable collection payment alternatives.

Allowable Living Expenses (ALE) — “standards” do not reflect reality for many
taxpayers.

The ALE standards are based on the average or median expenditures derived from U.S.
government data sources, e.g., U.S. Census Bureau or the Bureau of Labor Statistics

%7 Daily Tax Report, Tax Compliance: Value and Effect of New OIC Requirements Under Debate As Effective Date Ap-
proaches (Jun. 20, 2006).

38 IRS Office of Research and Analysis, Evaluation of Current Allowable Living Expense Standards 1 (Oct.1996).

> IRS Restructuring and Reform Act of 1998, Pub. L. No. 105-206, § 3462(a) (1998) (codified at IRC §
7122(c)).

60 National Taxpayer Advocate 2005 Annual Report to Congress 270-291.
61 d. at 281.
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(BLS), representing broad segments of the population. The IRS contends that the “data
contained in the ALE is formulated from statistically valid core data that is 100 percent
accurate at the time the information is collected.”®> However, as discussed in the 2005
Annual Report to Congress, the Bureau of Labor Statistics, which is a primary source
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for the ALE data, advises caution in interpreting its consumer expenditure data when
relating averages to individual circumstances.®> The BLS warns that “expenditures by

individual consumer units may differ from the average even if the characteristics of the
group are similar to those of the individual consumer unit.”®* Accordingly, the National
Taxpayer Advocate remains very concerned with the manner in which the ALE standards
are applied to individual taxpayer cases. “Standards” based on averages derived from large
samples of the population simply cannot be consistently translated directly to individuals
in a realistic manner.

Moreover, shortly after implementing the ALE standards in 1995, the IRS recognized that
the standards did not accurately reflect the actual expenses of many taxpayers, particu-
larly in the key areas of housing and transportation.®> A study conducted in 1996 by the
IRS National Office of Research and Analysis determined that 37.3 percent of all taxpay-
ers had housing expenses that exceeded the allowable standards, and over 65 percent of
those with mortgages exceeded the allowable standards by a mean of $938 and a median
of $477 per month.®® The study also concluded that the percentage of taxpayers exceed-
ing the housing standards increased with family size. The majority of taxpayers with
children exceeded the allowable housing standards — 51.3 percent of taxpayers with fami-
lies of three exceeded the standards; 60.7 percent with families of five or more exceeded
the standards.” In transportation, actual operating costs for taxpayers with one vehicle
exceeded the standards in 31.3 percent of the study’s sample of cases, and 42.6 percent of

taxpayers with two vehicles exceeded the transportation operating expense allowance.®®

These numbers indicate that the ALE standards frequently do not reflect reasonable liv-
ing expenses when applied to individual taxpayer cases. The study also lends credence
to feedback routinely received by TAS from practitioners regarding unrealistic ALE
allowances for housing and transportation. While the ALE standards are periodically
updated to reflect more current data, we are not aware of any significant changes to the

62 National Taxpayer Advocate 2005 Annual Report to Congress 282.

63 14 at 286.

4 See http://www.bls.gov/cex/csxfags.htm#q13 (last visited Aug. 23, 2006). The U.S. Census Bureau provides

similar cautionary statements about its data. See http://www.census.gov/prod/cen2000/doc/sf3chap8.pdf
(last visited Aug. 23, 2006).

IRS Office of Research and Analysis, Evaluation of Current Allowable Living Expense Standards 8-9 National
(Oct.1996).

6 14 at 8.
7 Id at 9.
8 14 at 12.
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methodology used in computing the standards since the 1996 report.’ Clearly, the ALE
standard allowances for housing and transportation expenses frequently underestimate
reasonable expenses for many taxpayers in key areas of their financial lives. Further, the
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disconnect appears to be growing even worse. The ALE standards published for use in

2006 actually reflected reductions in expense allowances for taxpayers in many parts of
the United States.”

Allowable Living Expenses (ALE) — “standards” or “guidelines”?

The Internal Revenue Code specifies that application of the ALE guidelines should be
based on an analysis of the facts and circumstances of each taxpayer, to ensure that use
of the ALE will not result in the taxpayer having less than adequate means to provide
for basic living expenses.”? The usual response from the IRS to concerns regarding

ALE standards has been that collection employees are permitted to deviate from the
standards in situations where taxpayers can document reasonable and necessary actual
expenses in excess of the standards. We acknowledge that several IRM references indi-
cate that the ALE “standards” are actually meant to be used as guidelines, and deviations
are allowed when a standard amount is inadequate to provide for a specific taxpayer’s
basic living expenses.”” However, these references are buried within IRM sections that
indicate collection payment alternative decisions should reflect the taxpayer’s maxi-
mum ability to pay. IRM direction regarding the correct use of the ALE standards
acknowledges that the underlying philosophy behind the ALE approach is to allow only
“necessary expenses” that “establish the minimum a taxpayer and family need to live.””
(Emphasis added) Further direction in this area specifies that a deviation from an ALE
standard is not allowed merely because it is inconvenient for a taxpayer to dispose of
valued assets” and “a taxpayer who claims more than the total allowed by the national
standards must substantiate and justify each separate expense of the total national standard
amounts.”” Ts it any wonder that feedback from the public consistently indicates col-
lection employees are reluctant to deviate from the ALE allowances? We are concerned

69 Subsequent to the 1996 IRS Research study, the IRS revised the standards for housing and utilities to adjust
for family size. Effective October 1, 2000, separate housing and utility expenses were provided for families
of one or two members, families of three, and families of four or more. However, examination of these new
allowances indicate that these adjustments were not adequate to remedy the significant concerns raised in
the 1996 study, particularly in regard to taxpayers with mortgage payments.

70 SB/SE Operating Division Research (Brooklyn/Hartford), 2006 Allowable Living Expenses Project (Feb. 2006).
71 IRC § 7122(c)(2).

72 IRM 5.15.1.7(7) (May 1, 2004). This guidance also appears in the OIC IRM 5.8.5.5.1 (Sept. 1, 2005) and
IRM 5.14.1.5 (Jul. 12, 2005).

73 IRM 5.15.1.7(1) (May 1, 2004).

7 IRM 5.15.1.7(9) (May 1, 2004).

> IRM 5.15.1.8(3) (May 1, 2004). The “national standards” define reasonable amounts for five necessary ex-

penses. Four of them come from the Bureau of Labor Statistics (BLS) Consumer Expenditure Survey: food,
housekeeping supplies, apparel and services, and personal care products and services. The fifth category,
miscellaneous, is a discretionary amount established by the IRS. It is $100 for one person and $25 for each
additional person in the taxpayer’s household.
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that the few IRM references permitting deviations from the ALE standards are lost with-
in the overall context of the manual, which focuses on determining maximum ability to
pay. This approach drives employee perceptions that collection payment alternatives, or
any other resolutions that do not require full payment, are to be avoided.
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IRS financial analysis often includes unrealistic determinations of realizable equity

in assets.

Another component of the financial analysis techniques the IRS employs to determine
a taxpayer’s capacity to pay a debt is the consideration of equity in the taxpayer’s assets.
Generally, IRM direction requires that employees use the “quick sale value” (QSV) to
determine the portion of a taxpayer’s equity in assets available for full or partial pay-
ment of delinquent taxes.”” QSV is defined as an estimate of the price a seller could
obtain for the asset in a situation where financial pressures motivate him or her to sell
in a short time, usually 90 days or less.” The IRM specifically mentions equity in real
estate as a means to fully pay or reduce the tax liability.”® The manual requires that if
such equity exists, the taxpayer should be asked to secure a loan or liquidate the asset,
further stating that refusal will be considered refusal to pay and appropriate enforcement
actions should be pursued.”

The IRM does acknowledge that consideration should be given to factors that could
prevent the taxpayer from liquidating the asset, such as illness, advanced age, or “other
special circumstances.”®® However, this direction does not provide enough guidance to
ensure a realistic determination of a taxpayer’s reasonable collection potential. Issues
such as the taxpayer’s credit history, the relative percentage of equity in the property,
and the taxpayer’s financial capability to repay a loan are essential to the taxpayer’s
ability to refinance a mortgage or qualify for a home-equity loan. In TAS’s experience
with these types of cases, many taxpayers with significant tax delinquencies do not have
the ability to tap into home equity. In most cases, if the taxpayer does not have the
capacity to borrow, liquidating the home will likely create an economic hardship. The
ambiguity of the IRM in this area appears to contribute to situations where collection
alternatives such as IAs and OICs are denied, and the accounts either remain inactive or
are reported as CNC.

The IRS focus on determining maximum ability to pay seems to minimize the
actual collection of revenue.

IRS financial analysis techniques do not appear to assist in actually collecting much rev-
enue or resolving many taxpayer collection accounts. IRS data indicates that relatively

76 IRM 5.15.1.16 (May 1, 2004).

77 IRM 5.15.1.16(2) (May 1, 2004).

78 IRM 5.15.1.26 (3) (May 1, 2004).

7 IRM 5.15.1.26 (3) (May 1, 2004); IRM 5.14.1.5(6) (Jul. 12, 2005).
0 IRM 5.14.1.5(7) (Jul. 12, 2005); IRM 5.8.11.2.1 (Sept. 1, 2005).
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few collection cases are resolved with alternative payment options in situations where
these traditional techniques are used. For example, the IRS uses the ALE standards and
equity determinations in evaluating the potential for installment agreements in non-
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streamlined IA situations. However, only approximately 3.3 percent of all installment
agreements granted in FY 2006 were not of the “streamlined” variety.®! Additionally,
there are solid indications that IAs based on the ALE analysis tend to default at a much

higher rate, i.c., maximum ability to pay tends to produce payment expectations that are unrealistic
and exceptionally difficult to maintain.

Consider the following: While approximately 96.7 percent of all installment agreements
approved by the IRS in FY 2005 were of the streamlined variety, only 27.2 percent of
those approved in the Collection Field operation were streamlined.®?> The rest involved
the use of the ALE standards. However, 65.1 percent of the field-based accounts
removed from A status in FY 2006 were defaulted agreements, while the servicewide
figure was 38.9 percent.®® ALE standards and equity determinations also are routinely
used in evaluating requests for offers in compromise. However, only 17.8 percent of the
OIC dispositions made in FY 2006 were accepted offers (excluding those accepted by
Appeals).®

We have already noted in this report that a significant number of cases involving
rejected OICs are ultimately reported as not collectible. These situations represent lost
opportunities for the IRS, not only to collect additional delinquent revenue but also to
improve taxpayer service and voluntary compliance. As the following table makes clear,
the dollars collected through OICs compared to those reported as CNC or assigned to
the collection queue inventory seem remarkably few.

81 IRS, Collection Activity Report, Installment Agreement Cumulative Report, NO-5000-6 (Oct. 2, 2006).

8 .

8

84 IRS, Colection Activity Report, Monthly Report of Offer in Compromise Activity, NO-5000-108 (Oct. 2, 2006).
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TABLE 1.6.3, COLLECTIBILITY DETERMINATIONS 2001-2006%
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In a similar manner, IRS data indicates that during fiscal years 2004 and 2005, in those

cases where taxpayers requested installment agreements and the requests were denied, 31
percent were later reported as not collectible. Of those, 52 percent were in CNC status
at the time the request for an IA was made.®

It seems apparent that any process requiring taxpayers to submit detailed, multi-page
financial statements, with reams of supporting documentation, to collectors trained to
meticulously scrutinize each asset and expense item to determine “maximum ability to
pay” is not designed to actually collect delinquent accounts. When compared to the pos-
itive results the IRS routinely achieves through its streamlined approach to evaluating
installment agreements, the traditional, labor-intensive ALE approach seems inefficient
and ineffective. In light of the characteristics of cases where the ALE approach is gen-
erally applied, 7.c., aged accounts with higher tax balances due, and the fact that the
likely outcome of the ALE analysis will be reporting the accounts as not collectible or
allowing them to remain unresolved in “active” collection status for prolonged periods,
the traditional, more costly approach seems even more questionable. Moreover, this
traditional, resource-intensive approach to tax administration fails to provide any type of
resolution or relief whatsoever to thousands of taxpayers seeking to resolve their tax debt

85 IRS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (FY 2001 - FY
2006), IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (FY 2001
- FY 2006), IRS, Collection Activity Report, Monthly Report of Offer in Compromise Activity, NO-5000-108 (FY
2001 - FY 2006). Data reflects the cumulative amount of revenue dollars reported as CNC during each
fiscal year, the amount of revenue dollars reported as assigned to the collection queue as of the end of each
fiscal year, and the cumulative amount of revenue dollars accepted in OICs during each fiscal year.

86 IRS, Accounts Receivable Inventory Report (FY 2004 and FY 2005). As described in IRM 5.14.1.3, IDRS
transaction code TC 971 with action code 043 should be input on tax modules involving taxpayers who
have requested installment agreements, and the requests are pending review and approval. Our analysis
identified those accounts reflecting the input of TC 971-43 with no subsequent indication of an approved
installment agreement, 7.e., IDRS status code 60.
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problems. The most significant question regarding this issue remains — why has the IRS
not revised its methods for determining the collectibility of delinquent tax accounts?
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Reasonable Collection Alternatives — Is there “another agenda™?

In our interactions with the IRS regarding reasonable collection alternatives, the
Taxpayer Advocate Service has also encountered what practitioners have described to us

as “another agenda:”

@ The IRS appears very concerned that any increase in the use of collection payment
alternatives will hurt voluntary compliance;

# The IRS does not want to appear to be a “lending institution” in the installment
loan business; and

@ The IRS does not want to settle tax debts through the OIC program in a manner
that may encourage abusive use of this alternative.

The National Taxpayer Advocate acknowledges these concerns, but questions the degree
to which they are valid in practice. The current rate of interest and penalties, along with
the considerable impact of the federal tax lien, do not make an IRS installment agree-
ment an attractive option in any realistic financial plan. Moreover, we are not aware of
any study or research indicating that a significant number of taxpayers have deliberately
avoided paying their taxes in hopes that they might be able to compromise with the IRS
on the amount due.

On the other hand, as of September 2006, over 779,000 taxpayer cases with balance due
accounts resided in the IRS collection queue.’” Over $27 billion in delinquent taxes
was associated with these accounts, and almost 27.1 percent of the accounts had been
assigned to the queue for 16 months or longer.® In FY 2006, over 750,000 taxpayer
accounts were reported as currently not collectible (CNC).%? Of these, approximately
two-thirds involved accounts that the IRS decided not to actively pursue due to their
relative low priority in the IRS’s inventory distribution system rather than a determina-
tion of hardship.”® In light of these conditions, we find it extremely difficult to believe
that a more reasonable and flexible approach to using collection payment alternatives
would not represent a viable, appropriate resolution for many taxpayers and additional
revenue for public use. Table 1.6.4 below reflects the wide disparity between the num-
ber of taxpayers who have been successful in resolving tax debt problems through the
use of the OIC and those whose problems remain unresolved as accounts reported as
CNC or assigned to the collection queue inventory.

87 IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Apr. 2, 2006).
8 1.
89 IRS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149. (Sept. 29, 2006).
90
Id.
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TABLE 1.6.4, COLLECTIBILITY DETERMINATIONS FY 2001-2006"
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In the 2004 Annual Report to Congress, the National Taxpayer Advocate noted “the IRS
collection strategy too often employs a one-size-fits-all approach that does not prioritize
person-to-person contacts with taxpayers.””? In that report, we urged the IRS to place
more priority on prompt person-to-person contact with delinquent taxpayers and utilize
collection treatments designed to address the needs of these taxpayers. As mentioned
elsewhere in this report, we are concerned that delays in the IRS’s efforts to provide
early, meaningful interventions contribute to long-term financial problems for taxpay-
ers, and ultimately cost the government a significant amount of lost revenue.” IRS data
indicate that these delays play a critical role in allowing tax debts of many taxpayers to
grow into financial problems that are exceptionally difficult to overcome.

Virtually any debt-collection operation, including the IRS, acknowledges that as delin-
quent accounts receivable grow older, their potential to be collected declines. Yet, it
appears that as IRS collection tax cases age, with corresponding increases in balances
due, IRS policies and procedures become more rigid and make it very difficult for tax-
payers to obtain reasonable collection alternatives. The IRS cannot have it both ways.
We continue to believe prompt personal contact with delinquent taxpayers, particularly
those who remain delinquent after the routine collection notice process, should be

the top priority for IRS collection operation. In regard to the hundreds of thousands
of IRS collection cases that remain unresolved because this has not occurred, the IRS

LIRS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (FY 2001 - FY
2006), IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (FY 2001
- FY 2006), IRS, Collection Activity Report, Monthly Report of Offer in Compromise Activity, NO-5000-108 (FY
2001 - FY 2006). Data reflects the cumulative number of taxpayer cases reported as CNC during each
fiscal year, the number of taxpayer cases reported as assigned to the collection queue as of the end of each
fiscal year, and the cumulative number of accepted OICs during each fiscal year.

%2 National Taxpayer Advocate 2004 Annual Report to Congress 226-245.

93 See Most Serious Problem, Early Intervention in IRS Collection Cases, supra.
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needs to provide flexible and realistic collection alternatives to afford taxpayers the
opportunities to resolve tax problems in a reasonable manner.

=
=)
=
o —
=D en
= m
m=
==
=

=
(%)

IRS COMMENTS

Consistent with our mission of applying the tax laws with integrity and fairness to all,
the IRS generally expects that all taxpayers will pay the total amount due, regardless of

amount. When attempting to resolve a tax delinquency, the IRS works with taxpayers
to achieve full payment of all tax, penalty, and interest imposed by Congress. Where
payment in full cannot immediately be achieved, the IRS may, and often does, allow
taxpayers to pay over time through an installment agreement. If full payment cannot be
achieved even over time, or would cause the taxpayer economic hardship, the IRS recog-
nizes that it is both sound business practice and good tax policy to settle some cases for
less than the total amount due. The IRS actively continues to increase taxpayer access

to appropriate alternative payment options such as installment agreements and offers in
compromise, but it is committed to doing so within this overall collection framework.

Installment Agreements and Currently Not Collectible Determinations

The IRS used installment agreements in over 2.77 million cases in fiscal year 2006, an
increase of nearly five percent over the number of agreements granted in FY05. Almost
97 percent were streamlined installment agreements. Over 1.52 million taxpayers paid
their agreement balances in full within 60 months in FY06. Although our resources

do not permit us to make personal contact in every case as soon as a tax delinquency
arises, the Form 1040 package advises taxpayers how to request an installment agree-
ment if they cannot pay the tax in full when they file their return. Instructions on

how to apply for an installment agreement are provided in every balance due statement
the IRS issues, on the IRS.gov website, and in various publications. The IRS recently
made available the Online Payment Agreement internet application to allow qualifying
taxpayers to submit streamlined installment agreement requests online. Many smaller
accounts comprise the inventory that will receive personal contact through our Private
Debt Collection initiative. The IRS initiated a test to explore having telephone assis-
tors attempt collection of cases of liabilities up to $100,000 that otherwise might not be
prioritized in field inventory. In field collection operations, we recently expanded the
field authority for granting In-business Trust Fund Express agreements from $1,500 to
$10,000, to increase the availability of this alternative resolution.

While the IRS clearly prefers to receive payment rather than suspend collection on
accounts, the Currently Not Collectible (CNC) figures cited by the National Taxpayer
Advocate do not represent the refusal to consider alternative payment options. The
designation of CNC refers to a broad range of cases the IRS decided to remove from
active inventory for a variety of reasons. CNC includes lower priority cases shelved

for lack of resources, either after being worked extensively in ACS or being modeled as
low-yield. This number is declining both in real terms and as a percentage of total cases
reported CNC. In FY06, the number of shelved cases declined 21 percent in terms of

2006 ANNUAL REPORT o TAXPAVER ADVOCATE SERVICE 101



IRS COLLECTION PAYMENT ALTERNATIVES TOPIC #6

modules and 32 percent in terms of total dollars. More than 30 percent of the remain-
ing modules reported in FY06 were determinations that collection action, including use
of payment alternatives, would impose a hardship on the taxpayer.
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The Partial Payment Installment Agreement allows a taxpayer to make payments against
a tax debt when the payment schedule will not fully pay the liability prior to the expira-

tion of the collection statute and compromise is not a viable alternative. In FY06, the
IRS granted 13,328 partial payment agreements. While a recent review indicates that
these agreements are being granted in exactly the circumstances that were intended, it is
difficult to determine whether additional opportunities were missed, and, more impor-
tantly, whether more effective use of this tool would have resulted in more collected.
This authority is relatively new and we will continue to explore appropriate uses for this
type of agreement.

Financial Analysis and Allowable Living Expenses

The IRS agrees that it is important to accurately analyze individuals’ ability to pay delin-
quent tax debts. Only slightly over 18 percent of installment agreements granted after
financial analysis defaulted, while nearly 23 percent of streamlined agreements defaulted
during the same period. As the National Taxpayer Advocate states, field cases in which
IRS applied rigorous financial analysis resulted in the granting of only 3.3 percent of all
IRS installment agreements concluded in FY06. The small number of installment agree-
ments granted after a financial analysis was performed in the field reflects the focused
application of professional resources on the minority of collection cases most resistant
to resolution. Application of IRS financial analysis techniques to this select inventory
results in a variety of resolutions that include installment agreements as only one pos-
sible option.

In determining the ability to pay in a consistent manner, the IRS uses a calculation
based on what average citizens in a given income bracket spend on basic necessary living
expenses, established using government survey data. While no set of standards can be
expected to fit every individual circumstance, our procedures allow employees the flex-
ibility to deviate from the standards to provide taxpayers adequate means to meet living
expenses. We recently undertook a research project to explore whether the methodology
used to develop allowable living expenses should be changed. Research conducted into
application of the standards found that IRS employees will deviate from the standards
when considering necessary living expenses. For example, IRS employees allowed hous-
ing and utility expenses that exceeded the applicable standard in 41 percent of 10,864
cases sampled. In fact, 50 percent of the taxpayers in this sample actually claimed less
than the current allowable housing standard. We continue to focus our efforts on both
improving the accuracy of the standards themselves and improving use of the standards
so that they are not applied in an overly rigid manner.
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Offers in Compromise as a Collection Alternative

The offer in compromise program is an important alternative for taxpayers that are not
able to pay in full. The policy and procedures that the IRS has in place are intended to
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make the program accessible to those taxpayers that qualify. We have made continuous
improvement to our procedures to ensure that taxpayers receive a decision on their offer
in compromise in a timely manner. A recent GAO study positively acknowledged the

changes we have made to the program such as improved forms, instructions, policies,
and procedures. The offer program is not a viable resolution for all taxpayers and, as a
result, we have adopted a number of communication strategies to educate the public
about the offer program. Through education and public outreach, taxpayers now have a
better understanding of who qualifies for an offer and are less likely to submit an offer
that is not processable as evidenced by a 26 percent reduction in not processable offers
since FY05.

We measure compromise program results against a variety of indicators, not just the
number of offers received or the number accepted. We are concerned that focusing on
the number of offers accepted does not adequately address our objectives of timeliness,
quality, and efficiency. We believe acceptances should be based on a quality analysis of
each case. A recent TIGTA study found that in 187 cases reviewed, the final decision
on rejected or withdrawn offers was correct in 100 percent of the cases. The acceptance
rate that is used by the National Taxpayer Advocate to calculate the percentage of offers
accepted (17.8 percent) is not reflective of how the program measures acceptances. The
acceptance rate has actually increased from 21 percent in FY05 to 23 percent in FY06.
More importantly, when a taxpayer provides all the information that the IRS needs to
fully investigate the offer, our acceptance rate in FY06 was 42 percent.

Offer in Compromise - Collection When an Offer Has Been Rejected

In many instances, rejected or withdrawn offers are placed in a currently not collectible
status. The National Taxpayer Advocate is concerned about the number of rejected,
returned, or withdrawn offers that are reported as not collectible. The IRS is also con-
cerned about this issue and is exploring ways to address this concern.

We continue to disagree, however, with the National Taxpayer Advocate’s analysis of the
number of tax modules associated with rejected and withdrawn offers that are ultimately
reported as not collectible. To reach 40 percent, the National Taxpayer Advocate looked
at the CNC rate of one year’s worth of data (1998) at the six year mark. In other words,
of all of the modules that were rejected/withdrawn iz 1998, 40 percent were closed as
CNC in 2003. This data does not support the argument that it is unfair for the IRS to
reject an offer that we ultimately determine is not collectible because it does not consid-
er collection activities that may have occurred after the OIC was rejected or withdrawn

and before the CNC closing.

The Office of Program Evaluation, Research and Analysis (OPERA) September 2004
analysis of the compromise program indicated that the IRS does succeed in collecting
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a significant portion of rejected, withdrawn or returned offers. The OPERA data looks
not just at the CNC for one year’s worth of data, but at a snapshot of the CNC rate of
all rejected/withdrawn OICs over the entire six-year period. In other words, of all of the
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modules that were rejected/withdrawn between 1998 and 2003, 20 percent were closed as
CNC in 2003. This methodology better reflects the disposition method subsequent to
rejected/withdrawn OICs. Further, a more recent TIGTA report validated that the IRS
does act to collect when attempts to reach a compromise are not successful. TIGTA
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found that in a sample of 100 rejected offers, subsequent collections exceeded the offer
amounts by approximately $272,000.

We do, however, agree that more can be done to address those cases where an offer
is rejected because more can be collected than offered. To this end, we have piloted
a Special Case Unit or “Hand-off” unit in the Brookhaven COIC site. The unit was
designed to evaluate and recommend a process that will help the IRS maximize the
financial information gained during the offer in compromise process.

Offer in Compromise — Program Accessibility

We are concerned about the perception among taxpayers and practitioners that the offer
program is not “accessible.” In response to declining receipts, we conducted a test of
whether letters targeted to taxpayers with older liabilities and a recent history of compli-
ance would lead those taxpayers to enter into installment agreements or make reasonable
offers. Results of that test are pending and should help us to be pro-active in identify-
ing appropriate installment agreement and compromise candidates in the future.

Information received in the Nationwide Tax Forum shows that tax practitioners value
timeliness in the offer process, and timeliness encourages participation in the program.
We have taken numerous actions to improve the processing of offers to ensure that
taxpayers receive a prompt and quality decision on all offers submitted. For example,
we revised the Form 656 to include detailed step-by-step instructions on how to com-
plete an offer, a processability check sheet, a worksheet to determine an acceptable offer
amount, and what the IRS needs to fully evaluate the offer. Subsequent to the Form 656
revision, processing time and age of inventory has been reduced. In FY04, 35 percent
of the total inventory was more than six months old with 13 percent of the inventory
over 12 months old. In FY06 only 20 percent of the year-end inventory was over six
months old and only five percent of the inventory was over 12 months old. Cycle time
has improved as well with 70 percent of the investigations being resolved within zero to
nine months.

The Nationwide Tax Forum coupled with our recent Customer Satisfaction Survey has
given us valuable feedback. We have made several changes as a result of this feedback
and will continue to make improvements going forward.
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TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate recognizes that the IRS has utilized the installment
agreement (IA) collection tool to assist millions of taxpayers in resolving delinquent
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tax debts. Specifically, the “streamlined” installment agreement process seems to be a
particularly effective mechanism that allows taxpayers and the IRS to quickly “get to
yes” on fair, mutually agreeable payment plans. We applaud the IRS’s recent actions

designed to increase the availability of this payment option to more taxpayers, Zc., the
Internet-based Online Payment Agreement and the increased availability of the Trust
Fund Express agreements for business taxpayers. However, while the IRS acknowl-
edges that it is good tax policy to “settle some cases for less than the total amount due
(emphasis added),” we continue to be concerned that current IRS policies and proce-
dures are designed with a frequently unrealistic “full payment or nothing” perspective
that is clearly evident in IRS collection program results. Consequently, the use of
collection options such as the offer in compromise and partial payment installment
agreement are becoming practically non-existent.

We have noted that of the approximately 2.7 million streamlined [As granted by the
IRS in FY 2006, only 25 percent involved Taxpayer Delinquent Accounts (TDAs)
assigned to Collection’s public contact employees, z.e., the Collection Field func-

tion or the Automated Collection System (ACS).** In fact, only 0.4 percent of all
streamlined IAs granted in FY 2006 involved accounts in the Collection Field status.’
Although the streamlined IA appears to be one of the IRS’s most effective methods for
collecting delinquent revenue, its use outside of the routine collection notice process
appears to be limited. The IRS reports it granted 13,328 partial payment installment
agreements in FY 2006.° This represents less than 0.5 percent of all IAs granted during
the fiscal year, which is approximately the same rate as in FY 2005.”” The IRS specifi-
cally petitioned the Congress to pass legislation that granted the authority to accept
PPIAs, yet, in practice, the use of this collection tool has been negligible.

94 IRS, Collection Activity Report, Installment Agreement Cumulative Report, NO-5000-6 (Oct. 2, 2006). Of the
2,678,897 streamlined IAs granted in FY 2006, 9,801 were taken by the Collection Field function, 630,342
by ACS (excluding the ACS VRU automated system), and 32,103 involved accounts assigned to the Col-
lection queue inventory. For the purposes of this report, it was assumed the IAs involving queue accounts
were taken by Field or ACS employees. On the other hand, 1,017,433 streamlined IAs were granted by
Customer Account Services employees via toll-free telephone contacts, 881,878 were granted on collection
notice accounts by collection employees working at campus locations, and 56,371 were granted by Walk-In
and W&I Field Assistance employees. We also note that the IRS walk-in and field assistance operations
granted 64 percent more fofal IAs in FY 2006 than were given by revenue officers in the Collection Field
operation.

95 IRS, Collection Activity Report, Installment Agreement Cumulative Report, NO-5000-6 (Oct. 2, 2006).

%6 We note that the IRS comments to this section of the Annual Report to Congress did not cite any reports

or supporting documentation. Consequently, in most instances, we were not able to validate the data
provided by the IRS to support its positions.

7 Data provided by SB/SE Collection Policy. The IRS does not routinely track PPIA activity through sys-

temically generated reports, but plans to have this capability in 2007.
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While the IRS publicly states that the offer in compromise is “an important alternative
for taxpayers that are not able to pay in full,” and that the “policy and procedures that
the IRS has in place are intended to make the program accessible to those taxpayers

that qualify,” the fact remains that these very policies and procedures have reduced the
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productive use of this important collection option almost to the point of extinction.
The IRS Collection operation accepted only 11,399 OICs during FY 2006.”® This

represents a 69 percent reduction since FY 2001, with the number of accepted OICs
1.99

declining in every fiscal year since FY 200

The IRS contends that reviews by internal quality review staff, as well as TIGTA, have
confirmed that final decisions on rejected and returned OICs have been “correct.” We
note that these types of reviews generally focus on the correct application of IRS poli-
cies and procedures, ze., did the taxpayers meet the “qualifications” established by the
IRS that govern the acceptability of the offers? These reviews do not typically reveal
whether the OIC case decisions were in the long-term best interest of the taxpayers
and the U.S. government. In consideration of the more than 750,000 taxpayers whose
accounts were reported as uncollectible in FY 2006,!% as well as the more than 779,000
taxpayers whose accounts remained inactive in the collection queue inventory at the

01

close of the fiscal year,'”! we must question the reasoning behind the current set of

rules that determine “taxpayers that qualify” for an accepted OIC.

We respectfully disagree with the IRS’s interpretation of the 2004 SB/SE - OPERA anal-
ysis of OIC results, which was based on data representing all OICs closed from October
1998 through July 2003. In fact, this analysis did not involve a sample; it included
every closed OIC during this six-year period. The data indicates that over time, more
than 40 percent of rejected and withdrawn OICs will ultimately be closed as CNC.!%?
Also, the study revealed that of the tax modules in rejected or withdrawn OICs that
were in CNC status, 27 percent of those involving individual taxpayers were in CNC
status while the OIC was being considered.'” Contrary to the IRS’s comments, these results
are clearly indicative of the IRS’s refusal to consider alternative payment options in

appropriate situations.

The IRS’s reading of the 2004 study, as reflected in the IRS comments to this report,
evidences a failure to acknowledge the significantly negative impact the passage of
time has on the successful collection of accounts receivable. We note, however, that

%8 RS, Collection Activity Report, Report of Offer in Compromise Activity, NO-5000-108 (Oct. 2, 2006).

? 1.

1001RS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (Sept. 29, 2006).
LIRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).

RATRS Offers in Compromise Program, Analysis of Various Aspects of the OIC Program 10 (Sept. 2004). This analysis
includes modules reported as currently not collectible (CNC), modules that became not collectible due to
the expiration of the 10-year collection statute (CSED), and modules that became not collectible because
they involved taxes that were discharged in bankruptcy proceedings.

1031RS Offers in Compromise Program, Analysis of Various Aspects of the OIC Program 9 (Sept. 2004).
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the IRS places a great deal of emphasis on the improvements in the overall age of
the OIC inventories and on the reduction in length of time needed to complete OIC
investigations. While we agree that timeliness matters to both taxpayers and their
representatives, taxpayers also want a positive resolution of their tax problems. As it
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stands today, the IRS’s “timeliness” means “getting to no” on OICs much quicker than
it has in the past.

As IRS collection accounts age, the agency’s collection policies and procedures make it
much more difficult for taxpayers to work with IRS collectors to reach mutually agree-
able and beneficial payment solutions. Rather than recognize taxpayers who do not
successfully resolve tax debt problems through the collection notice process as a market
segment most in need of personal contacts and flexible payment options to get back
into compliance, the IRS categorizes these taxpayers as “cases most resistant to resolu-
tion.” We believe this approach contributes to collection program results that should
concern policymakers and taxpayers alike. Consider the following: in FY 2006, the
IRS collected a total of $7.2 billion on open TDA accounts, excluding payments from
installment agreements.!® However, during this same fiscal year, the IRS reported
$16.2 billion as CNC, and abated $7.1 billion in open TDAs.!% At least on the sur-
face, it appears the IRS’s “overall collection framework” is losing money.

The aforementioned 2004 OIC study also identified a very significant aspect of the
program that the IRS rarely mentions — namely, the taxpayer’s promise to remain in
compliance. Approximately 80 percent of the taxpayers who had their offers accepted
remained in compliance with their filing and paying compliance requirements during
the five-year post-OIC monitoring period.!® A subsequent review by TIGTA con-
firmed that “taxpayers generally do remain in compliance when offers are accepted.”
In fact, of the sample of cases included in the TIGTA review, 96 percent of the tax-
payers were in compliance with the OIC payment terms and the five-year post-OIC

107 TIGTA’s review also indicates that these taxpayers tend to

compliance requirements.
remain in compliance after the five-year monitoring period has concluded.'® The IRS
continues to undervalue the significant compliance benefits achieved through OICs

and installment agreements.

1041RS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).

1051RS, Collection Activity Report, Recap of Accounts Currently Not Collectible Report, NO-5000-149 (Sept. 29, 2006);
IRS, Collection Activity Report, Taxpayer Delinguent Account Cumulative Report, NO-5000-2 (Oct. 2, 2006).

1061RS Offers in Compromise Program, Analysis of Various Aspects of the OIC Program 6 (Sept. 2004).

Ly Treasury Inspector General for Tax Administration, Ref. Number: 2006-30-100, 7%e Offer in Compromise
Program is Beneficial but Needs to Be Used More Efficiently in the Collection of Taxes 7 (Jul. 2006).

lOSId.
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RECOMMENDATIONS

We believe the underutilization of available collection payment options results in lost
opportunities for the IRS to improve revenue collections and compliance through
improvements in taxpayer service. In order to correct this situation, the IRS needs to
revise the policies and procedures governing the use of these options with more realis-
tic and reasonable expectations regarding their use.

1. The IRS should revise its current policies regarding the use of reasonable pay-
ment alternatives, z.e., installment agreements, partial payment installment
agreements, and offers in compromise. Policy guidance should clearly set expec-
tations that in situations involving interactions with taxpayers seeking payment
resolutions for tax delinquencies, the IRS will approve a payment option that
is reasonable and realistic, unless the taxpayer represents a “won’t pay” situa-
tion where enforcement actions are necessary to collect the appropriate amount
of revenue. Moreover, taxpayers who are engaging in discussions of payment
options should be viewed as individuals who are “trying to pay,” but need the
assistance of their government to return to the ranks of the compliant.

2. IRS policy should clearly state that a determination of reasonable collection
potential (RCP) in any given collection case represents the amount the IRS
actually and realistically expects to collect. IRS program results, including qual-
ity reviews of collection casework, should be evaluated on a regular basis to
validate that case outcomes are based on reasonable and realistic RCP determi-
nations.

3. In recognition of the negative impact of elapsed time on the collectibility of
delinquent accounts receivable, the IRS should establish liberal and flexible
installment agreement and offer in compromise acceptance policies for collec-
tion cases involving tax delinquencies that have aged more than 24 months from
the due date of the tax liabilities.

4. The IRS needs to review and revise Part V of the Internal Revenue Manual and
collection training materials to ensure that IRM procedural direction clearly
reflects and supports IRS policy regarding reasonable payment alternatives, with
particular emphasis on the sections involving offers in compromise (IRM 5.8),
installment agreements (IRM 5.14), and financial analysis (IRM 5.15).

5. In consideration of OICs, the IRS should redefine “protracted installment
agreement” as one that extends beyond five years, or the time remaining on the
CSED, whichever is shorter. The IRS should reinstitute prior IRM direction
regarding the “current value of future payments” in considering the reasonable
collection potential of future installment payments for cash OICs.

6. The IRM should provide revised guidance involving the consideration of equity
in assets in determining reasonable collection potential. The consideration of
equity should realistically reflect the true potential for the taxpayer to secure
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funds based on available equity, without creating undue economic hardship.
The new IRM should provide sufficient guidance to ensure the determination of
a taxpayer’s realizable equity in assets is realistic, and address such issues as the
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taxpayer’s credit history, the relative percentage of equity in the property, and
the taxpayer’s financial capability to qualify for and repay a loan.

7. The IRS needs to provide more clarity and direction in IRM procedures and

collection training materials regarding the use of the allowable living expense
(ALE) allowances as guidelines to be used as the starting point for determining

a taxpayer’s reasonable living expenses, and that deviations from the ALE allow-
ances will commonly be required to reflect a realistic determination of individual
taxpayer’s ability to full pay a tax liability or to qualify for a collection payment
alternative.

8. The IRS should develop reliable, systemic indicators for collection cases that
more accurately identify “repeat delinquent” taxpayers who repeatedly seek to
resolve delinquent tax accounts via collection alternatives such as offers in com-
promise and partial payment installment agreements, or who repeatedly default
on installment agreements. IRS concerns about misuse of collection payment
alternatives would be better addressed through more reliable methods of identi-
fying taxpayers who have actually demonstrated these “high risk” tendencies.

9. The IRS should develop and implement a new “compliance” measure that
routinely and accurately tracks taxpayer filing and paying compliance behav-
iors subsequent to entering into collection payment alternative agreements.
Particularly in situations where the agreements will not result in the full payment
of the outstanding tax liabilities, e.g., OICs and PPIAs, the post-treatment com-
pliance behavior of these taxpayers is a critically important component of the
agreement. Any meaningful discussion regarding the use of OICs and PPIAs is
incomplete without addressing the impact these agreements have on future tax-
payer filing and payment compliance.

10.The IRS should reevaluate its current policies and procedures governing the use
of collateral agreements in conjunction with accepted OICs. Properly designed
collateral agreements can mitigate concerns that the IRS may have in entering
into collection payment alternative agreements that will not result in full pay-
ment of the outstanding tax liabilities. We understand that the IRS has resisted
the idea of expanded use of collateral agreements primarily due to costs associ-
ated with monitoring the agreements. In consideration of the large number of
delinquent tax accounts currently reported as not collectible, which could poten-
tially be resolved through improved utilization of the OIC, we believe these
concerns are “penny wise and dollar foolish.” However, we believe the costs
associated with monitoring collateral agreements could be at least partially
offset by implementing an additional OIC user fee for accepted offers that
include collateral agreements.
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PROBLEM
TOPIC #7 LEVIES

RESPONSIBLE OFFICIALS
Kathy K. Petronchak, Commissioner, Small Business/Self-Employed Division
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Richard J. Morgante, Commissioner, Wage & Investment Division

DEFINITION OF PROBLEM

In fiscal year (FY) 2006, the IRS served 3.74 million notices of levy upon third parties,
an increase of over 36 percent from FY 2005.! The IRS issues these levies while mak-
ing minimal efforts to personally contact taxpayers or identify those who might face
the greatest risk of economic hardship. The IRS does not apply adequate screening
procedures or filters, or require its employees to diligently research existing and future
hardship indicators. Instead, the IRS has heightened its emphasis on systemic accelera-
tion of the levy process, which reduces personal contact with the taxpayer before and
after the levy is imposed.

The National Taxpayer Advocate recognizes the IRS’s need to utilize automation to
perform enforcement activities more efficiently. However, we are concerned that this
automation comes at the expense of quality taxpayer service. We have identified four
main issues that the IRS levy program must address to maintain the proper balance of
service and enforcement:

@ Accelerated issuance of levies without an attempt at personal contact;
# Systemic issuance of levies without an appropriate screening filter;
# Reliance on ineffective levy release and refund mechanisms and procedures; and

¢ Downstream consequences of levy actions.

ANALYSIS OF PROBLEM

Background

A levy is a legal seizure of property to satisfy a tax debt.” The IRS levy program is a
necessary means of collection, and when used appropriately is a fundamental compo-
nent of tax enforcement. Per IRC § 6331(a), if a taxpayer does not pay a tax liability in
full or otherwise come to an agreement to resolve the matter, the IRS may levy against

1 IRS, Automated Collection System (ACS) Customer Service Activity Reports (CSAR) FY 2006 BOD Report (Oct.
2, 2006); IRS, Collection Account Report, Field Collection Levies- NO-5000-23-240 (Oct. 2, 2006); IRS, Statistics
of Income (SOI), Tax Stats 2005; Treasury Inspector General for Tax Administration, Ref. No. 2006-30-055,
Trends in Compliance Activities Through Fiscal Year 2005 (Mar. 2006). FY 2005 data shows that 2,743,577 levies
were served while FY 2006 data shows 3,742,276. There are two levy notices issued by the IRS to third
parties: Form 668-W, Notice of Levy on Salary, Wages, and Other Income and Form 668-A, Notice of Levy.
Form 668-W is used to levy an individual’s wages, salary or other income (including income owed the tax-
payer as a result of personal services in a work relationship). Form 668-A is used to levy other property that
a third party is holding for an individual or business (e.g., bank accounts and business accounts receivable).

2 IRC§ 6331 provides the IRS with statutory authority to levy funds held by a third party.
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any property (or right to property) that belongs to the taxpayer or is subject to a federal

tax lien, unless it is exempt.’

To protect taxpayers from unnecessary hardship, Congress instructed the IRS to ensure
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that when appropriate, a supervisor reviews a determination to issue a levy prior to the
action. Section 3421 of the IRS Restructuring and Reform Act of 1998 (RRA 98) out-
lines the steps the IRS must take. An employee must:

# Review the taxpayer’s information;
& Verify that a balance is due and owing; and

o Affirm that the action proposed to be taken is appropriate given the taxpayer’s cir-
cumstances, considering the amount due and the value of the property or right to
property.’

Despite this congressional mandate, the number of notices of levy served on third par-
ties rose by 1,603 percent from FY 2000 to FY 2006.° The IRS processed 93 percent of
the levies it issued in FY 2006 through the Automated Collection System (ACS), which,
as its name implies, operates systemically, and requires minimal if any attempted contact
with taxpayers before issuing levies.”

See IRC § 6334 for an enumeration of property exempt from levy.
4IRS Reform and Restructuring Act of 1998, Pub. L. No. 105-206 § 3421(b) (1998).
5

Id.

Treasury Inspector General for Tax Administration, Ref. No. 2006-30-055, Trends in Compliance Activities
Through Fiscal Year 2005 4 (Mar. 2006); IRS, Automated Collection System (ACS) Customer Service Activity
Reports (CSAR) FY 2006 BOD Report (Oct. 2, 2006); IRS, Collection Account Report, Field Collection Levies- NO-
5000-23-240 (Oct. 2, 2006). The number of levies issued by the IRS increased from 219,778 in FY 2000 to
3,742,276 in FY 2006.

7 IRS, Automated Collection System (ACS) Customer Service Activity Reports (CSAR) FY 2006 BOD Report (Oct.
2,2006); IRS, Collection Account Report, Field Collection Levies- NO-5000-23-240 (Oct. 2, 2006). [3,496,519
(number of levies issued by ACS in 2006) divided by 3,742,276 (total number of levies issued in 2006) = 93
percent].
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TABLE 1.7.1, LEVIES ISSUED BY ACS AND COLLECTION FIELD FUNCTION FY 2000-2006°

Levies by AGS and GFf
4,000,000 [~
3,500,000 r
23,000,000
H
= 2,500,000 [~
=
S 2,000,000 -
-
2 1,500,000 [
1,000,000
500,0000 [~ |—|
Py =P - - - - | | B
2000 2001 2002 2003 2004 2005 2006
[] Acs 144,881 533,405 1,140,487 | 1,538,094 | 1,861,467 | 2,535,063 | 3,496,519
W CcFf 74,807 140,675 143,255 142,750 | 168,146 208,514 245,757

Levies Issued Without an Attempt at Personal Contact

The Notice Stream

Generally, the IRS collection process consists of three stages: the notice stream, the
ACS, and the Collection Field function (CFf).” In the notice stream, the IRS typically
sends a series of notices — four to individual taxpayers and two to businesses — to the
taxpayer’s last address of record.’’ Up to six months may lapse from the first notice to
the last notice in the current process, with the IRS generally making no attempt to con-
tact the taxpayer by phone or in person during that period.!!

IRC § 6331(d)(2)(C) requires the IRS to issue these notices to the last known address,
but does not prohibit the IRS from conducting research to obtain more current address-
es during the notice process. The IRS currently has such a process, the Address Research
System (ADR), but only employs ADR for letters issued beyond the final notice.!? The
ADR process is designed to systemically check existing IRS databases (e.g., Integrated
Data Retrieval System, or IDRS) but more importantly has the ability to retrieve data
from external sources such as the U.S. Postal Service (USPS) and Choice Point. Private

8 IRS, Statistics of Income (SOI), Tax Stats 2000 through 2005; IRS, Automated Collection System (ACS) Customer
Service Activity Reports (CSAR) FY 2006 BOD Report (Oct. 2, 2006); IRS, Collection Account Report, Field Col-
lection Levies- NO-5000-23-240 (Oct. 2, 2006).

See National Taxpayer Advocate 2004 Annual Report to Congress 230-235 for a more detailed analysis of
the IRS collection strategy.

10 The first is a settlement notice advising of a balance due. For individual accounts, when a balance remains

on the account, up to three additional collection notices will be sent at five week intervals. Business
taxpayers will receive the first notice and in five weeks, the final collection notice. The final collection
notice advises taxpayers of the Intent to Levy and is the last notice required before a Federal Tax Lien may
be filed. See IRM 5.19.1-3 (Dec. 31, 2003) for a complete description of the notice stream.

Government Accountability Office, GAO-07-26, Internal Revenue Service: Procedural Changes Could Enhance
Tax Collections 4 (Nov. 2006).

IRS, Wage & Investment Division flowchart titled “ADR” (Jun. 26, 2006). Information was provided in
response to TAS Research Request.
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debt collectors have experienced great success using these outside services as well as
searching the Internet and looking at Department of Motor Vehicles (DMV) and voting
records. ADR processing can take up to 111 days depending on the number of sources
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researched, the number of letters sent, and the receipt of the response.’> Even so, the
IRS should conduct a study to further explore use of the ADR system, including ways to
speed up the research, and evaluate the merits of initiating this beneficial process much

earlier in the notice stream.

The Automated Approach to Collection

If the taxpayer does not pay the liability in full or otherwise respond to the notices, the
IRS assigns the account to the ACS or CFf, depending on the type of tax and taxpayer.
The ACS typically handles most individual taxpayer accounts and collects delinquent
taxes through a combination of human and automated processes. ACS systemically
searches internal databases for levy sources to allow the IRS to take levy action quickly
if the taxpayer does not contact the IRS.! IRS systems immediately issue a final notice
(LT11) if none has been previously issued or certain conditions do not exist (e.g., a pend-
ing Collection Due Process (CDP) hearing, installment agreement, offer in compromise
or bankruptcy proceeding). While the IRS does use systemic filters to ensure these
taxpayer rights provisions are protected, the filters are monitored electronically, with no
human intervention in the preliminary stages.

Similarly, when the IRS identifies levy sources, it does little else to contact the tax-
payer or research the account while the final notice (LT11) is pending. IRS procedures
do allow for a telephone contact prior to issuing a levy. However, the caveat to this
option is “this is a management decision based on known backlogs in outcalls, quality
of levy sources available and lengthy levy time frame.”"> If the IRS attempts a contact,
it does so via the “predictive dialer” process in which, if the taxpayer answers, the call
is quickly redirected to the next available IRS assistor.!® If no one answers, a message is
left requesting a return call. The IRS also uses this process for situations in which there
are no known sources of levy but there is a valid telephone number. If the attempted
contact is unsuccessful, the IRS sends these cases, along with others lacking both a valid
levy source and telephone number, to an investigation inventory where internal sources
are checked to identify leads.

13 TRM 5.19.10.4.2(2) (Dec. 23, 2002).

IRC § 6331(d). Before a levy action is taken, the IRS must send a notice of its intent to levy to the tax-
payer. IRC § 6330(c)(2). Before the first levy, with respect to any tax liability, the IRS must also provide
to the taxpayer a notice of the taxpayer’s right to a Collection Due Process hearing with the IRS Office of
Appeals in which the taxpayer can raise a number of issues, including collection alternatives such as install-
ment agreements or offers in compromise. IRC § 6331(d)(2).

15 IRM 5.19.4.3.12(12) (Dec. 22, 2005).

The predictive dialer system is outbound calling technology in which calls are placed without an attending
agent on the originating telephone line. If the dialer makes contact, it transfers the call along with the other
pertinent case data to a waiting IRS representative. See IRM 5.19.5.3.11 (Nov. 7, 2005) for a more detailed
explanation of the process.
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Issuance of Multiple Levies
The IRS adds further potential burden for the taxpayer by issuing ACS levies in a
wholesale manner to all known sources of income, including situations where joint
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liabilities exist or community property law governs collection rights among spouses.
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While procedures do specify the maximum number of levies the IRS can issue at any
given time, the IRS can simultaneously serve levies on both the taxpayer’s bank account

and wages. The levy determination process fails to consider and screen for the poten-
tially devastating effect of this action on a taxpayer’s financial condition.

FPLP Levies Without an Appropriate Screening Filter

Background of Federal Payment Levy Program

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 is known as the Federal Payment Levy Program (FPLP), an
automated system that matches IRS records against those of the government’s Financial
Management Service (FMS) to locate federal payment recipients who have delinquent
income tax debts.!® Once a match occurs, the IRS attempts to notify the recipient

of the potential levy by sending a letter with information about the liability and the
taxpayer’s appeal rights.'” As an additional precaution for taxpayers who receive benefits
paid by the Social Security Administration (SSA), the IRS sends a second notice before
transmitting the levy to the FMS.2° When the FMS generates a levy payment, it sends a
notice to the taxpayer’s address of record on file with the appropriate federal agency.?!

Inadequate Exclusionary Safeguards Remain for Low Income Taxpayers

In January 2002, the IRS began using an income filter to systemically exclude from the
FPLP those taxpayers with income below a specified threshold. This filter was imple-
mented 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).?? The General Accounting Office (GAO, now the Government

17 IRC § 6331(h)2)(A). Payments subject to the Federal Payment Levy Program include any federal payments
other than those for which eligibility is based on the income or assets of the recipients.

18 The Financial Management Service is the Department of the Treasury agency that processes payments for

various federal agencies.
19 TRM 5.19.9.3.3.2.7 (Jul. 14, 2005); CP 90/297, Notice of Intent to Levy and Notice of Your Right to a Hearing.
20 IRM 5.19.9.3.2.7(5) (Jul. 14, 2005); CP 91/298, Final Notice Before Levy on Social Security Benefits.

21 IRM 5.19.9.3.2.8(2) (Jul. 14, 2005).

22 TP s 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 busi-
ness 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. IRM Exhibit 4.1.7-1(33) (May 19, 1999). For a more detailed discussion of this filter, see 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; and
National Taxpayer Advocate 2005 Annual Report to Congress 123-135.
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Accountability Office) concluded in a 2003 study that the TPI criterion was “an inaccu-
rate indicator of a taxpayer’s ability to pay.”” In response, the IRS gradually phased out
all TPI levels and in January 2006 eliminated the filter altogether.
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Social Security Payments Represent the Bulk of all FPLP Levies

While we agree that the income filter used prior to 2006 was imperfect, we also believe

there is an inherent need for some type of screening mechanism to protect taxpayers
who depend on Social Security benefits for their health and welfare. From FY 2002
through the first quarter of FY 2006, 84 percent of all FPLP levies involved SSA pay-
ments to the elderly or disabled.?* Although the law limits FPLP levies to only 15
percent of each Social Security payment, the remainder may not be enough to avoid a

financial hardship, considering that:

# Social Security provides at least half of the total income for 65 percent of benefi-
ciaries aged 65 or over, and is the only source of income for more than 20 percent
of this population;?® and

@ As of August 2006, Social Security recipients received an average monthly benefit
of $923.30. An FPLP levy would reduce the amount to $784.80 per month. %

Many of these taxpayers have come to TAS for assistance with FPLP levies. Three typi-
cal examples follow:?

Example 1: The taxpayer was 48 years old and living in a nursing home with SSA as
his only source of income (a total of $8,834 for 2005). The IRS attached FPLP levies
to $101.70 of these SSA payments for three months. Since all of these funds were
earmarked to cover the taxpayer’s nursing home rent, he was unable to make the full
payment and was facing eviction when he came to TAS for assistance. TAS got the
IRS to release the FPLP levy, refund all of the levied funds, and place the taxpayer’s
account into a Currently Not Collectible status due to his inability to pay.

Example 2: The taxpayer was 75 years old, had suffered a stroke and was bedrid-
den. Her only source of income was SSA (a total of $10,850 for 2005), which she
relied on for her living expenses and multiple medications. When the IRS attached
FPLP levies to $127.95 of these SSA payments for two months, the taxpayer could
no longer pay for her monthly medications and came to TAS for help. TAS got the

23 General Accounting Office, GAO 03-356, Tax Administration, Federal Payment Levy Program Measures, Perfor-

mance and Equity Can Be Improved 11 (Mar. 6, 2003).

24 IRS, W&l Operating Division spreadsheet titled “FPLP Monthly Counts CUM” (May 5, 2006). [Total num-
ber 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].

2 Social Security Administration, Fast Facts ¢ Figures About Social Security, 2005 (Sept. 2005).

26 Social Security Administration, Office of Policy, Research, Evaluation and Statistics, Monthly Statistical

Snapshot, Table 2, Social Security Benefits (Oct. 2006). [$923.30 x .15 = $138.50 and $923.30 - 138.50 =
$784.80].

2 Examples are taken from the Taxpayer Advocate Management Information System (TAMIS).
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IRS to release the FPLP levy, refund all of the levied funds and place the taxpayer’s
account into a Currently Not Collectible (CNC) status due to her inability to pay.

Example 3: The taxpayer was 58 years old and received monthly federal assistance
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in the following amounts: $531 from SSA, $91 from disability payments, $200
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from welfare, and $10 in food stamps. She was supporting two children and could
not work due to a back injury. FPLP levies had attached to $79.65 of her SSA
payments for three months, prompting her to come to TAS for assistance. TAS

secured the release of the FPLP levy and a refund of one of the levy payments,
but is still attempting to help the taxpayer recover the rest. The IRS also put this
taxpayer’s account in CNC status due to her inability to pay.

These examples demonstrate how imperative it is that the IRS develop an effective
screen to eliminate the need for these low income individuals to contact the IRS and
seek relief from a levy after the fact. The National Taxpayer Advocate is troubled that
despite two IRS task forces, a GAO audit, and multiple Annual Reports to Congress
(with specific recommendations) over the past five years, the IRS has been unable to
devise a feasible method of screening out low income taxpayers from this automated

process.?®

Interestingly, the IRS identified the aging U.S. population as an emerging trend and

an issue essential to its strategic planning efforts. The Wage and Investment (W&I)
division’s most recent Strategy and Program Plan projected that “70 million people,

or one-fifth of the U.S. population, will be age 65 or older by 2030.”* The IRS also
expects a growing number of grandparents to raise their grandchildren because the
middle generation cannot.’® Still, in spite of these forecasts, the IRS conducts business
as usual. There is little doubt that FPLP practices will significantly impact future genera-
tions unless the IRS changes the program considerably.

Recent FPLP Developments and Trends

In the spring of 2006, TAS and the IRS formed a task force to identify and resolve levy-
related systemic issues. Although the National Taxpayer Advocate’s highest priority

for this project was to develop a viable income filter for the FPLP, the IRS has not yet
devised one. Ironically, the most notable developments in the FPLP program for 2006
were not the exploration of a proactive screening mechanism, but the IRS’s desire to
expand the scope of the FPLP.

The IRS's first such action came in January 2006, when it enhanced the FPLP to enable
FMS to attach to federal payments under the secondary Taxpayer Identification Number

28 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.

2 IRS, Wage & Investment Division, Strategy and Program Plan (06-07) Document 11622 13-16 (Oct. 2005).
30
1d.
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(TIN) of a joint income tax liability.3! While the IRS has a legal right to collect from
both liable parties, the systemic limitations within FPLP present great concerns to the
National Taxpayer Advocate.”> For example, IRS guidance states that the FPLP levy
cannot be used to levy only on one of the taxpayers since all matched TINs will be
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levied for their appropriate matched payments.** Thus, if both taxpayers receive federal
payments, an FPLP levy will attach to 15 percent of each of their monthly payments.

This levy will place an increasingly tighter strain on the taxpayer’s household income.
This system also becomes an issue when both taxpayers are eligible for FPLP but are
divorced. Since the primary account controls all FPLP activities, a compliant secondary
former spouse may still be subject to an FPLP levy if the IRS takes enforcement action
against the primary former spouse. The IRS has no written procedures to address this
potentially harmful scenario.

The second development dealt with guidance from a Wage and Investment division
(W&I) Compliance operational review in May 2006 in which the IRS cited plans to add
Railroad Retirement Benefits to the FPLP.** At the request of the National Taxpayer
Advocate, the IRS placed this decision on hold until it develops a suitable filter for the
entire FPLP process. We note that this type of directive, coming in the wake of long-
standing and significant systemic issues, underscores the National Taxpayer Advocate’s
concern that the IRS’s sole focus for this program is bringing in more revenue.

Finally, another related development concerning FPLP stems from the implementation
of the IRS’s Private Debt Collection (PDC) initiative. As part of this initiative, the IRS
decided not to assign cases with active FPLP levies and cases subject to automated levy
programs to private collection agencies because the Commissioner acknowledged that
it would be inappropriate to do so.*> However, the IRS has refused to recall cases back
from private collectors when a taxpayer becomes subject to the levy after the case has
been assigned to the private collectors. While the IRS acknowledges that cases with
active FPLP levies are the wrong type for assignment to private collectors, the IRS con-
tinues to assert that taxpayers under an FPLP levy of their Social Security income will
benefit from interaction from private collectors.*® For reasons previously stated, we do
not believe it is appropriate for private collectors to pursue taxpayers in these situations
and have accordingly asked the IRS to reconsider its position.

ST RS, Wage & Investment Division, Federal Payment Levy Program (FPLP) Matching Process Enbancements (Feb.

3, 2006).
32 IRC § 6013(d)(3).
33 IRM 5.19.9.3.9.2(3) (Aug. 18, 2006).

34 IRS, Wage & Investment Division, Compliance (F¢*PC) Operational Review (May 2006).

35 Private Debt Collection: Hearing Before the Subcommittee on Oversight, House Committee on Ways and Means, 109th

Cong, 2nd Sess. (May 13, 2006) (Testimony of Mark W. Everson, Commissioner of Internal Revenue).

3% For a more detailed discussion, see Most Serious Problem, True Costs and Benefits of Private Debt Collection,

supra.
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Ineffective Levy Release Mechanisms and Procedures

Timeliness of Levy Releases

In the 2005 Annual Report to Congress, we stated that the most common levy release
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problem reported to TAS by taxpayers involved processing time.®” The Internal Revenue
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Code and accompanying Treasury Regulations require prompt release of any existing lev-

ies on the taxpayer’s property when a taxpayer is suffering an economic hardship or agrees
to certain collection alternatives (e.g., an installment agreement or offer in compromise).*
We noted, and continue to observe, that this situation may be a result of ambiguity over

the term prompt, which ordinarily means “performed readily, or immediately.”*’

The IRS normally inputs levy releases daily but does not actually mail them to the levy
source (z.e., the employer or other source of taxpayer income) until the end of a processing
cycle, i.e., one week. IRS guidance states that “generally, levy releases are mailed to save
resources” and “the levy source should receive the levy release in about a week.”® Thus,
standard levy releases can routinely take ten days, including mailing time. This delay can
lead to additional levy actions in the interim week cycle, causing harm to taxpayers.

Lack of Communication Regarding Expedited Procedures

While the IRS can expedite levy releases to prevent over-collection or relieve hardship, it
does not adequately or effectively communicate this message to its employees or taxpay-
ers. For example, to expedite a levy release, an IRS employee must generate a manual
release and fax it to the source. Historically, the IRS has interpreted this exception to
mean the taxpayer must suggest an imminent need and prove the expedited relief is
warranted. Only those taxpayers who are knowledgeable about IRS procedures and per-
sistent in their requests will achieve a favorable outcome, while others who do not know
about (or fear to ask for) expedited treatment will be left to endure their hardship until
the levy source is officially notified.

The IRS’s response to this issue in the 2005 Annual Report to Congress was that its
employees “are aware of these procedures and make use of its capability where appropri-
ate.”! However, the IRS seems to be sending a mixed message to its employees when

it comes to making these expedited determinations. Internal Revenue Manual (IRM)
5.19.4.4.10 advises the employee that when a return call is needed to provide the correct
fax number, justification for the expedited release must be documented.* The IRM fur-
ther states, “Sites will need to reevaluate the taxpayer’s request for a faxed levy release”

National Taxpayer Advocate 2005 Annual Report to Congress 215.
38 See IRC § 6343(a); Treas. Reg. § 301.6343-1(a).

39 Webster’s Third New International Dictionary 1816 (1991).

40 TRM 5.11.2.2.3(1) (May 5, 1998); IRM 5.19.4.4.10(7) (Dec. 22, 2005).
41 National Taxpayer Advocate 2005 Annual Report to Congress 220.

42 IRM 5.19.4.4.10(1) (Dec. 22, 2005).
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if there is not adequate justification.”® This suggests that the taxpayer must continue to
bear the burden of substantiating the need for an imminent release should a later call
be necessary to provide the missing fax information. Since the taxpayer has already met
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the conditions for a levy release, the IRS has an obligation to timely release the levy and
help the taxpayer, or at least not continue to burden him or her. The same systemic
approach and technology used to issue levies should be utilized to more efficiently

release them as well.

Without clear and specific written guidance requiring employees to discuss expeditious
options with taxpayers, such as speaking directly to the third party levy recipient or
requesting a fax number during the taxpayer contact, the IRS will allow inequitable

and disparate treatment of taxpayers. Proactively advising the taxpayer of the right to
expedited treatment would signify that enforcement and taxpayer service can co-exist, as

RRA 98 intended.

Systemic Failures in Releasing Levies and Applying Levy Proceeds

As previously stated, when the IRS has levied an account but the liability is subse-
quently satisfied or becomes unenforceable due to lapse of time, the IRS is required

to promptly release the levy to prevent over-collection.** In its response to the 2005
Annual Report, the IRS explained its due diligence efforts to reduce the instances of
full paid accounts that continue to receive payments from the source, and referenced a
systems update that could generate transcripts in these situations.* The IRS stated this
process would enable employees to use a feature called Remittance Transaction Research
to help identify the source of the payment and send levy releases.

The IRS also updated the IRM to give specific instructions for employees working these
levy payment transcripts.*® This guidance provides that employees must release levies
“promptly” and fully research accounts to resolve any accounts where credits exist. The
IRS also added information requiring contact with the taxpayer or levy source as well as
resolution of all credit modules. We applaud the IRS’s efforts to establish much- need-
ed controls for this fundamental process. However, these controls do not address some
potentially harmful situations. The following example illustrates one taxpayer’s experi-
ence as a result of the IRS’s lack of adequate safeguards.

Example: A taxpayer in North Carolina owed several years of delinquent taxes,
which eventually led to enforced collection via a levy on her retirement income.
This levy attached to approximately $600 per month and subsequently paid all

of the balance due on the original levy. Although this full payment occurred in
1997, the IRS received monthly payments until the levy was released in June 2005.

43 IRM 5.19.4.4.10(1) (Dec. 22, 2005).

# IRC § 6343(a)(1)(A).

45 National Taxpayer Advocate 2005 Annual Report to Congress 220.
46 IRM 5.19.6.21 (Jan. 25, 2005).
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Rather than refunding the overpayments to the taxpayer, the IRS applied the funds
to these fully paid tax modules as well as to several unassessed modules (those
where a return was either not filed or there was no valid assessment of taxes). As

a result, approximately $39,000 in overpayments sit stagnant on the taxpayer’s
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account with no observable plan to provide the taxpayer any relief she may be
entitled to receive.

While the revised guidance will serve to alleviate future cases of this nature, it fails to
address the underlying issues of this and other similar cases in which taxpayers were left
without adequate protection or possible relief. Based on our analysis of cases where the
IRS misapplied levied funds or later moved them to the IRS’s Excess Collections File
(XSF), the IRS still has some significant “clean up” work to do.” We identified four
scenarios where IRS procedures or systems apparently failed to release levies or correctly

apply levy proceeds. These situations involve levy payments that were:

# Applied to accounts that have already been full paid;
@ Applied to accounts not included on the original levy;
@ Applied to accounts without a valid assessment of taxes; or

# Applied to accounts after the collection statute expiration date (CSED) had lapsed
(under the doctrine of “fixed and determinable rights”).*

We also identified situations where taxpayers were prevented from obtaining refunds
of levy proceeds because the refund statute expiration date (RSED) had lapsed, even
though the IRS was negligent in its initial and subsequent application of said funds.

Levy Payments Applied to Accounts That Have Already Been Full Paid

IRS systems are designed to generate transcripts for IRS personnel to research and
determine where the funds should be applied when payments are posted to full paid
modules.* While the IRS updated these guidelines in April 2006 to re-emphasize

the need for prompt and full account research to properly resolve these situations, we
continue to find credit balances that are not applied or refunded when overpayments
exist. In many cases, these credits remain on the taxpayer’s account indefinitely or are

47 The TRS’s Excess Collections File (XSF) is primarily used to hold payments sent to the IRS that cannot be
associated with a tax liability. IRM 3.17.220 explains that funds are only to be moved to XSF after complet-
ing the necessary research to establish that the funds could not be applied to a specific account or could
not be refunded to the taxpayer. For a more detailed discussion of XSF, see Most Serious Problem, Excess
Collections, infra.

8 Treas. Reg. § 301.6343-1(b)(1)(B)(ii) provides that a levy reaches all property rights at the time the levy is

made, including the right to receive payments at some point in the future and will not be released under
this condition unless the liability is satisfied. Certain streams of payments (e.g., retirement and Social
Security benefits, pensions, royalties, etc.) can be seized by a single levy and according to the IRS, that levy
attaches to all future payments to which the taxpayer is entitled to, so long as there is a fixed and determin-
able right at the time of levy. Thus, the IRS can collect these payments long after the expiration of the
statutory period for collecting the tax.

49 IRM 5.19.6.21 (Jan. 25, 2005).
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finally moved to the Excess Collections File. In others, the IRS continues to post levy
proceeds to fully satisfied periods, and as a result incurs significant costs by generat-
ing refund checks for the overpayments. One such case involved the continual posting
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of $20 payments and issuance of refund checks ranging from $20.02 to $20.16 over a
period of two years (25 such payments were eventually refunded). While the IRS does
not publish the cost of processing a refund check, given the time an IRS or TAS employ-

ee must expend in dealing with the taxpayer and researching the request, the inefficiency
speaks for itself.

Levy Payments Applied to Accounts Not Included on the Original Levy

As previously stated, in situations where the tax liabilities listed on the levy have been
satisfied, it is the IRS’s policy to promptly release the levy to avoid overcollection.>
IRC § 6402(a) permits the IRS to offset these overpayments against any liability of the
taxpayer.”! IRS guidelines do advise that

Although this is legal and we will retain funds already received, we do not inten-
tionally allow levies to remain in effect once we are aware that the modules listed
on it have been resolved. We must either release the levy, or if CDP criteria are

met, reissue a new levy to include the additional modules.*

Additional guidance speaks to this same type of situation and reiterates that “where a
taxpayer has had a wage levy, which is now full paid and is being misapplied to other
tax periods,” a release must be prepared.”

Even so, TAS has identified situations where the IRS did not follow its published guid-
ance and continued to offset overpayments against liabilities without issuing additional
levies. These offsets were not one-time occurrences but were situations where the IRS
applied levy payments for two to three years or longer. In many cases, the taxpayer may
not have been notified of the application since current procedures require no personal
contact or correspondence. The application of such payments to a module not listed on
the original levy is of particular concern to the National Taxpayer Advocate because the
taxpayer may not have received a CDP notice or other recent notice for this additional
collection activity.

Levy Payments Applied to Accounts Without a Valid Assessment of Taxes

Similar to the situation where proceeds are applied to an account not originally listed
on the levy, we have also observed instances where the IRS posted levy payments to
accounts without a valid assessment of taxes. This is disturbing because the IRS has no
legal authority to collect or apply funds to an account where it has not assessed taxes.

50 See IRM 5.19.6.21 (Jan. 25, 2005); IRM 5.19.4.4.10(4)(d) (Aug. 14, 2006).
5L IRC § 6402(a).

52 IRM 5.19.4.4.10(4)(d) (Aug. 14, 2006).

3 IRM 5.19.2.6.8(10) (Jun. 1, 2006).
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IRC §§ 6331(a) and (d) clearly require the IRS is to advise a taxpayer of the balance
due and further notify the taxpayer of the proposed levy action before issuing the levy
itself.>* Section 3421 of RRA 98 further requires employees to verify that a balance is
due before issuing a levy. By posting levy payments to accounts without a valid assess-
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ment, the IRS has failed to provide important taxpayer protections.

Levy Payments Applied to Accounts After the CSED (Doctrine of “Fixed and Determinable Rights”)

Treas. Reg. § 301.6343-1(b)(1)(B)(ii) provides that a levy reaches all property rights at
the time the levy is made, including the right to receive payments at some point in

the future, and will not be released under this condition unless the liability is satisfied.
Certain streams of payments (e.g., retirement and Social Security benefits, pensions, roy-
alties, etc.) can be seized by a single levy and according to the IRS, that levy attaches to
all future payments to which the taxpayer is entitled to, so long as there is a fixed and
determinable right at the time of levy. The IRS can collect these payments long after
the expiration of the statutory period for collecting the tax.”

Refund of Erroneously Applied Levy Proceeds After the RSED

In the 2001 Annual Report to Congress, we noted several instances where IRS errors in
the course of collecting a tax liability negatively affected taxpayers.”® As we pointed out,
the IRS was prevented from providing relief to taxpayers because of statutory limitation
periods for requesting the return of proceeds, even though some of these IRS errors
were deemed to be flagrant or egregious.”’” Accordingly, we recommended that the IRS

be given authority to correct such errors.

Five years later, we are still witnessing situations where the taxpayer was not (and is still
not) aware of the fact that any levied funds were misapplied and may be available for
recovery. In many instances, the IRS continued to post levy payments and failed to
release the levy, exacerbating the original problem while not alerting the taxpayer to pos-
sible relief. Here, the levy release mechanism clearly failed. Therefore, we reiterate our
recommendation that Congress amend the Internal Revenue Code to grant the IRS the
authority to remedy harm to taxpayers brought about by improper IRS actions. This
authority would extend to those errors that are flagrant or egregious in nature and would
shock the conscience of taxpayers if not corrected.”

5% There is an exception for situations where the Secretary makes a finding that the collection of tax is in

jeopardy. See IRC § 6331(d)(3).

35 For a more detailed discussion, see Key Legislative Recommendation, Post-CSED Levies on Fixed and Deter-

minable Rights, infra.

% National Taxpayer Advocate 2001 Annual Report to Congress 206.

7 T4, at 202.

58 See id. at 202-209 for a more detailed analysis of the return of levy or sale proceeds.

% The term “flagrant” is defined as “conspicuously bad” or “offensive”. Webster’s IT New Riverside University

Dictionary, 1st Ed., The Riverside Publishing Company, Massachusetts, 1984. For a more detailed discus-
sion, see Additional Legislative Recommendation, Amend IRC § 6511 to Allow Refund Claims Past the RSED
When Excess Collection Is Due to IRS Error, infra.
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Downstream Consequences of Levy Activities

By not trying to proactively weed out its own defined categories of “will pay” and “can’t
pay” taxpayers from those who are unwilling or “won’t pay” before imposing levies,
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the IRS creates additional work and undue hardship for itself and taxpayers alike.®® As
a result, functions such as TAS and the IRS’s Office of Appeals must often deal with
disgruntled or burdened taxpayers. For example, levy-related cases in TAS have risen by
64 percent from FY 2005 to FY 2006.°' More specifically, TAS cases regarding FPLP/
Social Security benefits issues have increased at a rate of 143 percent from FY 2005 to
FY 2006.%2 Nearly 65 percent of the levy cases closed by TAS in FY 2006 have received
some type of relief from their hardship, with almost 56 percent being given full relief

(i.e., release or removal from the FPLP process).®* As the graph below indicates, the
steady rise of IRS levies to third parties has resulted in a significant increase in TAS levy
case receipts. It also provides an accurate depiction of the current state of IRS collec-
tion efforts and underscores our growing apprehension as to where these actions may
ultimately lead.

TABLE 1.7.2, IRS LEVIES AND TAS MONTHLY LEVY CASE RECEIPTS, FISCAL YEAR 2004-2006%

For FY 2006, ACS Cumulative Levy Count for
2,300 FY 2006 was 3,496,519, and 245,757 from the Field,
for a total of 3,742,276 levies.
For FY 2004, total This is a 36% increase from FY 2005 to 2006.
levies from the IR S
2004 Data Book,
2,029,613. For FY 2005, ACS
4 Cumulative Levy
« 1.800 Count was 2,535,063,
S ’ and 208,514 from the
- Field, for a total of
= 2,743,577 levies.
) This is a 35%
— .
increase from
: 1,300 FY 2004 to 2005.
- FY 2006 TAS Total Levy
-; Case Receipts were
@ 18,800. This is a 64%
= N increase from FY 2005
= 800 > ¢ 102006 H
=)
> FY 2004 TAS | [FY 2006 TAS Total Levy Case
Total Levy Case Receipts were 11,477. This is a
Receipts 30% increase from FY 2004
were 8,857. to 2005
300 -
R P REEE R R EEE R B EE I R EEE R
O|Z|a ™= S =lmial= <POZIa = < <
FY 2004 FY 2005 FY 2006
60

See IRM 5.10.1.4 (Oct. 1, 2004) for a detailed description of these three categories.

ol Taxpayer Advocate Service, Business Performance Management System (as of Sept. 30, 2006). For FY 2005,

there were 11,477 levy-related cases in TAS and 18,800 such cases in FY 2006.

62 Taxpayer Advocate Service, Business Performance Management System (Sept. 30, 2006). For FY 2005, there

were 1,707 FPLP/Social Security benefit-related cases in TAS and 4,147 for FY 2006.

03 Taxpayer Advocate Service, Business Performance Management System (Sept. 30, 2006).

%% Chart data was gathered from a variety of sources: Taxpayer Advocate Service, Business Performance Manage-

ment System (FY 2004 through FY 2006); IRS, Statistics of Income (SOI), Tax Stats 2004 and 2005; IRS, Auto-
mated Collection System (ACS) Customer Service Activity Reports (CSAR) FY 2006 BOD Report (Oct. 2, 2006);
IRS, Collection Account Report, Field Collection Levies-N0-5000-23-240 (Oct. 2, 2006).
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GONCLUSION

The National Taxpayer Advocate is concerned that based on current collection enforce-
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ment initiatives, the IRS is slowly returning to the way it did business prior to RRA 98.
In fact, contrary to RRA 98 and IRC § 3422’s directive to utilize better discretion in its
levy processes, the IRS has now embarked on an even more narrow path towards imper-

sonal and rigid collection procedures. The IRS should continue to use automation

to perform its enforcement activities but it should do so wisely and appropriately. By
employing more proactive approaches, such as the removal of potential hardship cases
from FPLP and a requirement for meaningful personal contact in pre-levy activities, as
well as more efficient processes for levy releases and the application of levy proceeds,
the IRS can achieve the appropriate balance of enforcement and taxpayer service.

IRS COMMENTS

The IRS understands the sensitive nature of levying taxpayer assets and respects all tax-
payer rights in using its levy power. The IRS enforces the tax laws through levy only
after we attempt to notify the taxpayer of the tax liability and the taxpayer does not
work with the IRS to resolve the outstanding balance.

Automation is an important component of IRS enforcement activities. In the wake of
the IRS Restructuring and Reform Act of 1998, the IRS severely curtailed levy activity as
we rewrote and refined our levy procedures. Under our new procedures and processes,
as well as the systemic levy programs that have been developed in recent years, we have
increased the number of levies we initiate each year and are confident we are meeting
existing legal requirements. As we continue to refine our levy processes and procedures,
we continue to take steps to mitigate any negative consequences that may result from
our levy programs.

Contacting Taxpayer Prior to Levy Action

The IRS uses several resources to ensure our records reflect a taxpayer’s most current
address. We receive National Change of Address files from the United States Postal
Service (USPS) and upload that information weekly to the master file. This informa-
tion comes from address changes taxpayers report to the USPS. Before assigning an
account to a Collection function, the IRS also uses the Address Research System (ADR)
in an attempt to locate a taxpayer. Our ACS and the CFf utilize additional locator ser-
vices for taxpayers whose notice was returned to the IRS as undeliverable. If we find a
taxpayer’s telephone number for a taxpayer whose notice was returned as undeliverable,
ACS employees attempt to telephone that taxpayer prior to any enforcement action. In
the Collection Field function, a revenue officer may attempt an in-person contact with
the taxpayer prior to enforcement action. In any instance, the IRS issues a final notice
of intent to levy and notice of a right to a collection due process hearing before taking
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enforcement action. The notice must be given to the taxpayer, left at the residence or
place of business, or sent by certified mail.

The IRS does not issue multiple levies systemically. We issue multiple levies on a case-
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by-case basis and only after an authorized Collection employee has reviewed the case
and determined that issuing multiple levies is the next appropriate action. Again, we

emphasize that the taxpayer can contact the IRS to resolve the liability or provide infor-
mation to determine the collectibility of their unpaid tax liability at any point during
the collection process.

Federal Payment Levy Program (FPLP)

The IRS disagrees that its sole focus for the FPLP is bringing in more revenue. The

IRS implements the laws it is given, including the Taxpayer Relief Act of 1997 and

the Railroad Retirement Act. The receipt of benefit income from the Social Security
Administration (SSA) does not, in and of itself, indicate that a taxpayer is experiencing
a hardship situation. To assist the IRS in identifying taxpayers who are experiencing a
hardship because of the FPLP, the IRS plans to begin a research project to determine
whether we can create and implement an effective income filter. As stated in the
National Taxpayer Advocate’s report, the GAO determined that the IRS’ previous filter
did not accurately reflect a taxpayer’s ability to pay. We agreed with GAO and followed
their recommendation to eliminate the exclusion criteria and rely on the additional final
notice process to resolve taxpayer cases.

Social Security payments, levied at 15 percent, represent the majority of the FPLP levy
proceeds. In addition to the general final notice issued to all taxpayers prior to enforce-
ment action, the IRS issues an additional notice to Social Security beneficiaries prior

to the FPLP levy. Every notice sent to the taxpayer provides information on how to
contact the IRS if he or she cannot pay the balance. We also advise taxpayers to submit
information to substantiate their inability to pay and analyze that information in deter-
mining whether a taxpayer is suffering a hardship.

The IRS is working with the SSA to improve the program. In an effort to identify
Social Security recipients who could be experiencing a hardship, the IRS and SSA are
working on blocking a Federal Payment Levy (FPL) on benefit payments going directly
to a health care facility. Although the IRS does not receive many levy payments on
these taxpayers, excluding the payments will eliminate the possibility of hardship caused
by the FPLP for these taxpayers. In another instance, the IRS helped perfect SSA’s
records so that SSA could ensure it was honoring only appropriate paper levies.

With regard to the Private Debt Collection (PDC) program, the IRS excludes taxpayers
with a FPL in place from the PDC inventory mix. Additionally, taxpayers subject to a
FPL can exclude themselves from future FPLP action by resolving their tax liabilities or
by substantiating their financial hardships.
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Timely Release of Levy

We agree that levies must be released promptly. In non-hardship situations, levy releases
are input daily, but are subject to current systemic capabilities for printing and mailing.
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As noted, we expedite levy releases in hardship situations. To maintain a high level of
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customer service for all taxpayers, we normally fax a levy release only when it is neces-
sary to prevent a hardship situation. To advise every taxpayer of the “right to expedited

treatment” could decrease our overall level of service and adversely impact our ability
to assist those truly experiencing a hardship. We agree that we need to pursue other
technological alternatives to improve our efficiency in releasing levies and plan to study
these options in FY 2007.

The IRS has made programming changes to more quickly and efficiently identify cases
where levy releases are necessary. Some payments had been sent to Excess Collections
rather than being refunded to the taxpayer. To address this issue, we developed a tran-
script to identify levy payment of full paid accounts. As a result, levies are released
earlier, eliminating the potential of surplus levy funds being remitted to Excess
Collections. In addition, we developed a procedure by which our cashiers identify levy
overpayment situations and share the list with ACS on a daily basis. ACS researches the
account, releases levies in appropriate situations and refunds excess monies to taxpayers.
Finally, we generate a transcript to identify payments misapplied to an account without
a valid assessment so that we may quickly identify these types of situations and properly
resolve them.

TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate is pleased the IRS understands the sensitive nature
of levying taxpayer assets and strives to respect taxpayer rights when using its levy
authority. We agree that the IRS levy program is a necessary means of collection and
a fundamental component of tax enforcement, but we believe such a powerful collec-
tion tool must be used with appropriate safeguards. Moreover, while automation is an
important means of performing enforcement activities more efficiently, this efficiency
should not come at the expense of taxpayer service.

Contacting Taxpayers Prior to Levy Action

With respect to contacting taxpayers prior to levy action, the IRS mentions several
resources utilized to reflect a taxpayer’s most current address — USPS, ADR, and addi-
tional locator sources. These are all excellent resources, and we see no reason for the
IRS to wait until all notices have been sent before using the ADR or additional locator
sources. We realize that IRC § 6331(d)(2)(C) requires the IRS to issue these notices to
the last known address, but this does not prevent the IRS from conducting research to
obtain more current addresses during the notice process.

Further, the IRS should utilize all available resources in its address search. Many tax-
payers do not update their address changes through the Postal Service, and for those
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who do, forwarding orders may expire before the IRS attempts to contact the taxpayer.
As we have pointed out, private debt collectors have experienced great success expand-
ing their search tools to include such sources as the Internet, Department of Motor
Vehicles records, and voting registries.
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We also remain concerned over the practice of multiple levies, particularly in situa-
tions involving a joint liability where both taxpayers are employed. We continue to

see examples in our TAS casework where the IRS simultaneously issued levies on both
the husband’s and wife’s income and a pressing economic hardship has quickly ensued.
The IRS should consider multiple levies only in situations where the IRS has performed
adequate research of the taxpayer’s address and the taxpayer has remained unresponsive
or uncooperative.

Federal Payment Levy Program (FPLP)

We applaud the IRS for its continued efforts to work with SSA to improve this highly
sensitive program, particularly for benefit payments going directly to a health care facil-
ity. We are also pleased to hear of the upcoming research project to determine the
effectiveness of an income filter and we have offered to partner with IRS in designing
and conducting that research. These steps were both suggested in the 2005 Annual
Report to Congress.®® We urge the IRS to conduct this research with all due speed,
given the vulnerable nature of the population subject to FPLP social security levies.

Finally, we are extremely disappointed by the IRS’s failure to exclude FPLP taxpayers
from the Private Debt Collection (PDC) inventory mix, regardless of when the levy was
initiated (pre- or post-PDC assignment). As we have discussed elsewhere in this report,
these taxpayers are not only subject to a social security levy but also to private debt
collectors utilizing “proprietary” methods of collection.®® The IRS should ensure these

cases are removed from FPLP.

Timely Release of Levy

We are pleased that the IRS agrees levies must be released promptly. However, this issue
finds itself established as a most serious problem in the Annual Report to Congress for
the second year in a row. The IRS states that “we normally fax a release only when it

is necessary to prevent a financial hardship” and “to advise every taxpayer of the right

to expedited treatment could decrease our overall level of service and adversely impact
our ability to assist truly experiencing a hardship.” To not advise all taxpayers of their
right to secure an expeditious release is not fair or equitable. We have continually

85 Problems associated with the IRS’s use of the “last known address” in delivering the notices of intent to
issue FPLP levies were also discussed in the 2005 Annual Report to Congress, Most Serions Problem: Levies
on Social Security Payments. In general, the IRS’s last known address is based on the address provided by
the taxpayer on the last tax return filed This practice is particularly problematic when applied to taxpayers
who are retired or disabled, and who may not have had a legal requirement to file an income tax return for
several years prior to the FPLP notice.

66" See Most Serious Problem, True Costs and Benefits of Private Debt Collection, supra.
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recommended that IRS employees be given additional training as to what constitutes
“economic hardship.” Given the wide variance of interpretation seen in our TAS cases,
it appears there is still significant room for improvement.
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We applaud the IRS’s efforts to more quickly and efficiently identify cases where levy
releases are necessary and the IRS’s development of a transcript to identify levy payment
of full paid accounts. The additional procedures involving the cashiers and ACS are

also noteworthy. These efforts should greatly minimize future errors or lapses, and we
urge the IRS to provide managerial oversight of the transcript process to ensure it pro-
vides the intended protections.

To summarize, while the IRS has the legal right to serve a notice of levy upon third par-
ties, it should only do so after it has taken the necessary steps to ensure that taxpayers
will not be needlessly harmed. It should also take full responsibility for the downstream
consequences stemming from such actions and provide fair and equitable treatment
when administering the entire levy process. The IRS should continue to utilize automa-
tion to perform its enforcement activities, but only with appropriate systemic safeguards
in place.

RECOMMENDATIONS
The National Taxpayer Advocate recommends that the IRS:

¢ Conduct a study to determine the effectiveness of telephone contact versus mailed
correspondence prior to issuance of a levy. If this study shows telephone contact
to be more effective, the IRS should consider mandating that telephone contact be
attempted prior to issuance of a levy, at least in certain situations.

# Discontinue the practice of “wholesale” or multiple levies, except in situations
where the IRS has performed appropriate research of the taxpayer’s address and the
taxpayer has remained unresponsive or uncooperative.

# Conduct the research necessary to implement an effective filter to screen out tax-
payers from the FPLP who are unable to pay.

¢ Remove all FPLP cases from its Private Debt Collection initiative.

# Treat all levy releases expeditiously and provide clearer guidance to ensure taxpay-
ers are properly apprised of the levy release timeframes. A possible solution is to
include such language in a notice or “stuffer” which could accompany the taxpay-
er’s copy of levy that the IRS is required to send. Additional training may also be
warranted to ensure that all employees with taxpayer contact requirements are fully
aware of these guidelines.

¢ Implement tighter management and quality controls to ensure the levy payment
transcript process is effectively working to protect taxpayer rights. A quality or
diagnostic measure should be developed and utilized to ensure the transcript pro-
cess provides the intended protections. The IRS should also form a task force
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(with TAS as a participant) to look into the various misapplied levy proceeds situ-
ations. At any rate, the IRS must notify taxpayers as soon as it learns it has been
overcollecting on an account.

Send a detailed annual notice (much like the CP 89 notice it currently sends to

all accounts with installment agreement activity) to notify taxpayers of continuous
levy activity. This notice should provide a detailed accounting of the payments
received, including the application of such payments, all interest and penalty charg-
es and the remaining balance due of any existing liabilities.
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CENTRALIZED LIEN PROCESSING TOPIC #8

PROBLEM
TOPIC #8 CENTRALIZED LIEN PROCESSING

RESPONSIBLE OFFICIAL
Kathy K. Petronchak, Commissioner, Small Business/Self-Employed Division
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DEFINITION OF PROBLEM
In 2005, the IRS consolidated its geographically dispersed lien units into the Centralized

Case Processing Lien Unit (CCP-LU) at its Cincinnati campus. This centralization was
designed to reduce operating costs, increase efficiency, and improve customer service.
More than a year into the centralized process, the IRS has not achieved its goals.

The National Taxpayer Advocate is concerned that the new system has greatly increased
taxpayer burden and encroached on taxpayer rights. Problems with the centralized lien

process include:

¢ Failure to provide taxpayers with written notice of lien filings within five days;
# Failure to release liens in a timely manner;
# Inability of internal and external customers to reach the IRS; and

# Increased burden to taxpayers and IRS employees.

ANALYSIS OF PROBLEM

Background

Internal Revenue Code (IRC) § 6321 provides the IRS with a statutory lien that attaches
to “all property and rights to property, whether real or personal” of taxpayers who do
not pay all of their assessed federal taxes after demand. A lien imposed by IRC § 6321
arises at the time the assessment is made; however, priority over other creditors is not
established until the IRS files a notice of federal tax lien (NFTL).!

This NFTL is one of the most effective tools for collecting outstanding taxes because it
protects the interest of the federal government by serving notice to current and potential
creditors of the government’s priority interest in the taxpayer’s current and future assets.
The IRS filed approximately 522,000 liens against taxpayer property in fiscal year (FY)
2005.% Lien filings for FY 2006 have increased by 20 percent from the FY05 level, to
slightly over 629,800.3

Collection Due Process (CDP) Notice

IRC § 6320 requires the IRS to notify taxpayers within five business days of the filing
of an NFTL upon the initial filing for each tax period. The IRS issues a notice, which

1 IRC §§ 6322 and 6323.
2 IRS, Data Book 2005, Publication 55B, Table 16 (Mar. 2006). The IRS filed 522,887 tax liens in FY 2005.

3 IRS, Business Measures Data Mart, Measure 183 ACS Liens and Measure 239 Field Collection Liens Filed.
The IRS filed 629,813 tax liens in FY 2006.
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is known as the Collection Due Process (CDP) notice, explaining the taxes due and the
options for an administrative appeal.* The notice advises taxpayers of the date by which
the CDP hearing request must be filed. The date provided assumes that the NFTL is
filed within five business days after the date the NFTL was mailed, and reflects a date
that is 30 calendar days after that five-business-day period.
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Lien Filing

Liens become effective when the IRS provides legal notice of its lien interest by filing,
or perfecting, the lien with the appropriate office. For liens against real property, an
NFTL is generally filed where the property is physically located in the office designated
by each state.’ For liens against personal property, the lien is generally filed either where
the taxpayer resides or where the property is located in the office designated by each
state.® In business entity situations, the NFTL is filed in the office designated by each
state, such as the office of the secretary of state.”

Lien Release

IRC § 6325 generally requires the IRS to release liens within 30 days after the tax debt

is paid. IRC § 7432 provides taxpayers a statutory right to civil damages for the IRS’s
failure to release a lien. The dollar amount of damages is unlimited, but must be actual,
direct economic damages sustained by the taxpayer, plus the costs of bringing the action.?®

Historical Structure of IRS Lien Units

Before the IRS centralized the lien process in 2005, lien operations were handled by
geographically dispersed lien units at 33 sites.” Each unit offered “Lien Desk” service,
with direct telephone and walk-in assistance to taxpayers seeking payoff balances, lien
subordinations, and other lien-related services. Under the Lien Desk structure, each
local IRS office followed specific recording office procedures and local lien filing rules.
The Lien Desks also assisted other IRS personnel, lenders, escrow agents, and mortgage

companies with lien issues, including requests for release, discharge, and subordination.

Centralization of Lien Processing

In 2005, the IRS consolidated the lien processing function into a Centralized Case
Processing Lien Unit (CCP-LU) at the Cincinnati campus.!® The Small Business/Self-

* IRS Letter 3172, Notice of Federal Tax Lien Filing and Your Right to a Hearing Under IRC 6320 (Nov. 2004).
> IRC § 6323.

¢ .

7 Treas. Reg. § 301.6323(f)-1.

8 Treas. Reg. § 301.7432-1(a).

Government Accountability Office, GAO 05-26R, Opportunities to Improve Timeliness of IRS Lien Releases (Jan.
10, 2005).

10" Centralization began in August 2004 and was completed by July of 2005.
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Employed (SB/SE) division’s Campus Compliance Services Operations now oversees all
lien processing. The IRS envisioned that it would improve its overall performance by
redesigning the case processing function, which included lien processing.
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Problems with Centralized Lien Processing

As noted above, by centralizing its lien operations, the IRS hoped to improve busi-

ness results by reducing operating costs, increasing efficiency, and improving customer
service.!! However, the IRS has not achieved these objectives. With centralization,
existing lien processing problems have become more apparent.

Failure to Provide Written Notice of Filing within Five Days

The CDP notice provides an opportunity for the taxpayer to request an Appeals hearing
within 30 days of the day after the five-business-day period for sending notice of the fil-
ing of the NFTL with respect to that tax.!> Any delay in providing this notice can erode
taxpayer rights by reducing the number of days allowed for the taxpayer to request a
hearing.

Despite the importance of the CDP process, the IRS fails to notify taxpayers of lien fil-
ing in a timely manner. The Treasury Inspector General for Tax Administration (TIGTA)
estimates the IRS failed to mail the CDP notice timely in nearly five percent of liens
from August 1, 2004, through July 31, 2005."* TIGTA estimates the delay could have
adversely impacted more than 23,000 taxpayers in FY 2005 by potentially limiting the
number of days the taxpayers had to appeal.!*

Failure to Release Liens in a Timely Manner

Failing to timely release liens can cause undue burden to the taxpayer. A filed lien
appears in the taxpayer’s credit history, and may cause a lender to charge a higher inter-
est rate or deny financing to purchase a home or car. Taxpayers may be unable to sell
their homes or creditors may refuse financing to businesses, resulting in the loss of
financial opportunities. Moreover, some taxpayers may be denied employment based
on the existence of an NFTL.

The Government Accountability Office (GAO, formerly the General Accounting Office)
has reported each year, beginning with an FY 1999 audit of IRS financial statements,
that the IRS remains noncompliant in releasing liens timely as IRC § 6325 requires.'*

—_

L See IRS, Implementation Plan — Case Processing, Slide 10, 03-SBSE-CS-4Q-24 (Oct. 30, 2003); Government
Accountability Office, GAO-05-26R, Opportunities to Improve Timeliness of IRS Lien Releases (Jan. 10, 2005).

12 RS Letter 3172, Notice of Federal Tax Lien Filing and your Rights to a Hearing Under IRC 6320 (Sept. 2006).

Treasury Inspector General for Tax Administration, Ref. No. 2006-30-094, Fiscal Year 2006 Statutory Review of
Compliance with Lien Due Process Procedures (Jun. 2006).

4 1

Government Accountability Office, GAO-06-137, Report to the Secretary of the Treasury, IRS’s Fiscal Years
2005 and 2004 Financial Statements (Nov. 2005).
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The GAO noted that as of 2006, the IRS had not addressed the following recommenda-

tions regarding management reviews of lien processing information controls:

¢ Implement procedures to closely monitor the release of tax liens to ensure tha<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>