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PREFACGE

Honorable Members of Congress,

It is my pleasure to submit to you for your review the National Taxpayer Advocate’s
Annual Report to Congress. In this year’s report, we highlight the impact of tax law com-
plexity on tax administration. The report is a little different in format from previous years
in that we have carried this theme — tax administration in a complex and changing tax
environment — throughout each of the report’s sections. Particularly in the Most Serious
Problems section, we look at the impact of complexity and the challenges of the 21st cen-
tury with respect to each aspect of the tax system, from the taxpayer’s perspective.

Given the current debate about tax reform, we believe that this is a particularly appropri-
ate time to make a comprehensive review of IRS operations, to acknowledge and praise its
successes, and to identify significant challenges. We hope this information is useful to
policy-makers as they consider tax law simplification and reform. Certainly, reform
efforts must take into account the impact of such proposals on the IRS and the IRS’ abili-
ty to fairly and effectively administer any changes.

To be sure, this report documents many success stories. As we note in the Legislative
Recommendations section, there has been significant activity on the legislative front.
Most notably, we now have a uniform definition of a child for five of the most basic fam-
ily status provisions in the Internal Revenue Code.* Three other proposals we recently rec-
ommended have become law — an "above-the-line" deduction for contingent attorney fees
and attorney fee awards in certain nonphysical personal injury cases,” authorization for
the IRS to enter into partial-pay installment agreements,® and the availability of income
averaging for commercial fishermen.*

There is, however, one nagging problem that has not been adequately addressed — the
Alternative Minimum Tax (AMT) for individuals. The need for AMT relief looms like the
proverbial elephant in the room, and for that reason we once again, for the third year, rec-
ommend its repeal.® We also present nine other legislative recommendations, some pro-
posing simplification, some addressing taxpayer rights, and still others that are technical in
nature.

.

Working Families Relief Tax Act, Pub. L. No. 108-311, § 201 (2004); see National Taxpayer Advocate, Annual
Report to Congress, Publication 2104 (Rev. 12-2001), 78.

American Jobs Creation Act, Pub. L. No. 108-357, § 703 (2004); see National Taxpayer Advocate, Annual Report
to Congress, Publication 2104 (Rev. 12-2002), 160.

American Jobs Creation Act, Pub. L. No. 108-357, § 843 (2004); see National Taxpayer Advocate, Annual Report
to Congress, Publication 2104 (Rev. 12-2001), 210.

American Jobs Creation Act, Pub. L. No. 108-357, § 314 (2004); see National Taxpayer Advocate, Annual Report
to Congress, Publication 2104 (Rev. 12-2001), 226. In addition, at least a dozen of our recommendations have
passed either the full House as part of H.R. 1528, the Taxpayer Protection and IRS Accountabilty Act, or the
full Senate as part of S. 882, the Tax Administration Good Government Act.
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See Key Legislative Recommendation, AMT, infra.
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The IRS has had its share of successes, too. For example, the IRS is actively addressing
noncompliance by Federal contractors, a problem we highlighted in last year’s report.® It
is continuing to improve its toll-free phone service, and will be able to track causes of tax-
payer "call abandons" in real time.” The IRS is initiating important innovations in corre-
spondence imaging which should significantly reduce the number of lost or misplaced
taxpayer submissions and correspondence, and lead to quicker processing and responses.?
The IRS outreach and education functions — particularly Stakeholder Partnership
Education and Communication (SPEC) and Taxpayer Education and Communication
(TEC) - continue to improve in their ability to reach their respective taxpayer popula-
tions.’

On the Earned Income Tax Credit (EITC) front, the IRS is to be commended for finally,
after almost thirty years, developing a strategic vision and plan for how to implement this
program, under the oversight of a single EITC Program Director and Program Office.
The IRS is now doing the kind of basic research and testing that was so sorely needed in
the past. Despite its controversial nature, this research will enable the IRS to increase
compliance and participation, while eliminating taxpayer burden and inadvertent errors.
Moreover, the IRS, to its great credit, is discontinuing use of the "combination letter" in
EITC correspondence audits and has significantly improved the quality and clarity of
many EITC letters and notices.”” Over the last year, the IRS has worked more extensively
in partnership with Low Income Taxpayer Clinics, the Taxpayer Advocacy Panel, and
other stakeholders to ensure that their concerns are taken into account when making
changes and proposing initiatives.

Thus, for the first time ever, we are not listing the Earned Income Tax Credit as a Most
Serious Problem of taxpayers.” This is not to say, however, that EITC administration is
without any problems. In fact, we are releasing as Volume I1 of this report an IRS
research study, conducted by the Office of the Taxpayer Advocate (OTA) with assistance
from the Wage and Investment Office of Research that we believe has far-reaching impli-
cations for the tax system.” What the study empirically demonstrates is that, on average,

® See Federal Contractors and the Federal Payment Levy Program (FPLP) infra. See also National Taxpayer
Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 262-63, 267.

T See Taxpayer Access — Remote Interaction, infra.

¥ See Processing Individual Taxpayer Identification Number (ITIN) Applications and Amended Related Federal
Income Tax Returns, #nfra.

® See Education and Outreach Issues in A Complex and Changing Tax Environment, izfra.

1% See Most Serious Problem, Lack of Notice Clarity, infra, and National Taxpayer Advocate, Annual Report to
Congress, Publication 2104 (Rev. 12-2003), 87.

" EITC has been reported as a problem since the inaugural Taxpayer Advocate’s report in 1996.

*2 National Taxpayer Advocate, Annual Report to Congress Volume II — The National Taxpayer Advocate’s Earned
Income Tax Credit (EITC) Audit Reconsideration Study, Publication 2104 (Rev. 12-2004).
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43 percent of taxpayers who sought reconsideration of audits that disallowed the EITC in
whole or in part received additional EITC as a result of the audit reconsideration, and
that where the taxpayer received additional EITC, he or she received, on average, 94 per-
cent of the EITC amount claimed on the original return. Moreover, when Taxpayer
Advocate Service (TAS) employees initiated contact with taxpayers by phone instead of
relying solely on correspondence, the likelihood of a taxpayer receiving additional EITC
increased with the number of phone calls made by the TAS employee.”

The findings of the EITC Audit Reconsideration Study actually bring me to a discussion
of the challenges that the IRS faces as it administers the tax system in the 21st century.
The IRS constantly feels the press of having to do too much with too little. As budget
constraints limit its ability to hire new collection and examination employees and to
replace retiring employees, the IRS tries to create workforce savings and efficiencies by
eliminating or minimizing processes that require human intervention or contact. This
approach is appropriate for programs involving submission and correspondence process-
ing, where e-filing and correspondence imaging improve both accuracy of tax return
data — eliminating errors attributable to keystrokes — and processing times. But in the
Examination and Collection functions, the movement away from direct human interac-
tion can create problems for the tax system as well as for taxpayers. The EITC Audit
Reconsideration Study clearly demonstrates this fact.

The Office of the Taxpayer Advocate is focusing on several primary challenges to the IRS

as it wrestles with maintaining a balance between taxpayer service and taxpayer rights on

the one hand, and a vigorous examination and collection presence on the other.* These

concerns are:

¢ The impact of program centralization on customer service and taxpayer interaction;

¢ The substitution of automated processes for human interaction; and

¢ The level of corporate-wide support for "safety valves" for IRS processes and programs,
including Collection Due Process hearings, Offers-in-Compromise, the Taxpayer
Advocate Service, and a truly independent Office of Appeals within the IRS.

Let us consider the Offer-in-Compromise (OIC) program, which is identified as a Most
Serious Problem and is the subject of a legislative recommendation herein, in light of
these three concerns. The OIC program is, in essence, an equitable remedy that takes
into account the particular facts and circumstances of the individual taxpayer and

'3 See National Taxpayer Advocate, Annual Report to Congress Volume I - The National Taxpayer Advocate’s Earned
Income Tax Credit (EITC) Audit Reconsideration Study, Publication 2104, (Rev. 12-2004). The study reviewed an
equal number of EITC audit reconsideration cases worked solely by the IRS Correspondence Examination
function, which rarely calls the taxpayer, and cases worked by the Taxpayer Advocate Service and then decided
by IRS Correspondence Examination. TAS employees made, on average, two contacts (either by phone or by
letter) with the taxpayer after the initial contact letter, while IRS Correspondence Examination made only one
contact per two taxpayers.

™ We discuss our concerns with respect to IRS Examination and Collection strategy in two Most Serious
Problems, infra.
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attempts to come up with a resolution that results in a payment that is less than the
amount legally due and owing. By definition, OIC cases will require more attention and
more resources than "batch processing” programs like Automated Collection System and
correspondence examination. And yet the majority of OIC cases are worked in the campus
environment where IRS employees are rarely encouraged to pick up the phone and call tax-
payers to clear up matters, and are trained to process documents according to strict proce-
dures, without exercising individual discretion. If the IRS does not train its OIC
employees in campuses about the exercise of judgment and does not permit them to call
taxpayers and discuss their cases with them, then the centralization of OIC cases subverts
the purpose of the OIC program.”

The IRS’ responses to the Most Serious Problems, including the OIC response, suggest that
the IRS does not adequately recognize that programs such as OIC or TAS — regardless of
the small number of cases they represent in comparison to the overall casework of the IRS
— actually are the backbone to taxpayer compliance. Thus, the IRS dismisses the National
Taxpayer Advocate’s concerns about the implementation of the OIC program by pointing
out that OIC cases constitute less than one percent of IRS collection cases and less than
two percent of TAS cases. These observations miss the point of the OIC program.

Safety valves such as OIC, Collection Due Process, TAS, and an independent Appeals
Office are available when all the IRS’ dotted i’s and crossed t’s don’t provide adequate
relief.”® These safety valves make taxpayers feel that the tax system is, after all, ultimately
fair and balanced. All the enforcement initiatives in the world will not reassure taxpayers
about the fairness of the tax system if there is no well-developed mechanism for dealing
with IRS errors, or taxpayer mistakes and special situations. These mechanisms are
absolutely essential given the mind-numbing complexity of the tax law and the tax system.

In closing, | note that the IRS has repeatedly assured both Congress and taxpayers that its
current restoration of an enforcement presence, which | believe is both necessary and
appropriate, will not come at the expense of customer service. Yet, in many of the Most
Serious Problems we address, there is evidence that the IRS may be reducing customer serv-
ice in order to shift existing resources to the Examination and Collection functions. For
example, in the Taxpayer Assistance Centers (TACs), the IRS is requiring its employees to
undertake examination and collection duties. Since TACs are not receiving additional

' Throughout this Most Serious Problems section, the IRS’ responses question the relevance of TAS cases to a
problem analysis by saying or implying that the number of TAS cases is nominal and not large enough to be
representative of the overall taxpayer population. Congress apparently thinks otherwise. In IRC §
7803(c)(2)(B)(ii)(11), Congress requires the National Taxpayer Advocate to report on recommendations made
by persons with the authority to issue Taxpayer Assistance Orders (i.e., the National Taxpayer Advocate and
the Local Taxpayer Advocates). TAS employees are instructed to identify systemic problems raised in their
casework. TAS then conducts substantial research before identifying something as a syszemic problem. In fact,
the IRS has no other comparable way of capturing detailed information about taxpayer problems.

'8 For a detailed discussion of each of these programs, see Most Serious Problems, Offers in Compromise,
Appeals Independence and Access to the Taxpayer Advocate Service; and Key Legislative Recommendations,
Collection Due Process Hearings and Offer In Compromise: Effective Tax Administration.
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resources to conduct these additional activities, face-to-face prefiling customer service will
necessarily be reduced while face-to-face enforcement resources will increase.” In the year
to come, the Office of the Taxpayer Advocate will be monitoring these developments
closely to see that taxpayer rights and taxpayer service are not, in fact, impaired.

Over the next few years, Congress and the IRS face a lot of challenges. Congress has
directed the National Taxpayer Advocate to identify certain of those challenges that pose
serious problems for taxpayers and advocate on the taxpayers’ behalf. The critique that
follows is not a condemnation of the IRS, no matter how strongly we disagree with the
IRS at times. The IRS does an extraordinary job at an almost impossible task. But the
National Taxpayer Advocate’s job is to challenge the IRS to do better. This report — with
its discussion of the most serious problems, its legislative recommendations for reducing
complexity, and its identification of litigated cases that could not otherwise be resolved —
is intended to advance the dialogue over tax law and tax administration simplification.
We hope it is helpful.

Respectfully submitted,

Nina E. Olson

National Taxpayer Advocate

31 December 2004

' See Taxpayer Access — Face-to-Face Interaction, izfra. \We are not saying that providing taxpayers with face-to-
face assistance on collection or examination issues is wrong; rather, we are expressing concern that providing
such assistance, when not accompanied by additional funding, will dilute the level of non-enforcement face-
to-face assistance available at the TACs.
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MOST SERIOUS PROBLEMS
ENCOUNTERED BY TAXPAYERS

PROBLEM
TOPIC #1 MOST SERIOUS PROBLEM: THE CONFOUNDING COMPLEXITY OF THE TAX CODE

DEFINITION OF PROBLEM
The most serious problem facing taxpayers and the IRS alike is the complexity of the
Internal Revenue Code.

ANALYSIS OF PROBLEM

Section 7803(c)(2)(B)(ii)(1X) of the Internal Revenue Code requires the National Taxpayer
Advocate’s Annual Report to Congress to “identify areas of the tax law that impose signif-
icant compliance burdens on taxpayers or the Internal Revenue Service, including specific
recommendations for remedying these problems.” Focusing on the tax system as a whole,
this is an easy mandate to fulfill: Without a doubt, the largest source of compliance bur-
dens for taxpayers and the IRS alike is the overwhelming complexity of the tax code, and
without a doubt, the only meaningful way to reduce these compliance burdens is to sim-
plify the tax code enormously. In the balance of this part of the report, we identify and
discuss 20 additional serious problems encountered by taxpayers, as required by IRC §
7803(c)(2)(B)(ii)(I11). Most serve as case studies that illustrate the consequences of tax law
complexity.
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The Internal Revenue Code now consists of substantially more than a million words.*
The most obvious consequence of complexity, of course, is that taxpayers and practition-
ers often struggle to figure out what the tax laws require or permit. However, another
significant, if less obvious, consequence of complexity is the enormous burden it places
on the IRS as the tax administrator.

From a taxpayer perspective, understanding and complying with the laws can be nearly
impossible. To cite a few examples, many low income taxpayers must grapple with the
confusing requirements of the earned income tax credit (EITC) to determine whether they
qualify for the EITC and, if so, how much of a credit they may claim. Yet the EITC pop-
ulation is low income and many qualified applicants do not speak English as their
primary language, making it precisely the population least able to comprehend and sub-
stantiate compliance with the eligibility requirements.

High income and increasing numbers of middle income taxpayers are finding themselves
ensnared by the alternative minimum tax (AMT). Originally enacted in 1969 to apply to
wealthy taxpayers who were using loopholes to escape tax altogether, the AMT is now

A study published in April 2001 by the Joint Committee on Taxation put the number of words in the Code at
approximately 1,395,000. See Staff of the Joint Committee on Taxation, 107th Cong., Study of the Overall
SECTION State of the Federal Tax System and Recommendations for Simplification, Pursuant to Section 8022(3)(B) of

the Internal Revenue Code of 1986 (vol. 1), 4 (Comm. Print 2001). Subsequent tax legislation has expanded
NE the number of words considerably.
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MOST SERIOUS PROBLEM: THE CONFOUNDING COMPLEXITY OF THE TAX CODE TOPIC #1

projected to affect nearly 35 million taxpayers in 2010.> Yet most taxpayers subject to the
AMT don’t know it before they prepare their taxes. As a result, many taxpayers discover
too late that they underpaid their tax and are therefore subject to a penalty for failure to
pay sufficient estimated tax. Indeed, taxpayers often must complete a 12-line worksheet,’
read eight pages of instructions,* and complete a 55-line form® simply to determine
whether the AMT applies. To say the least, this “surprise” factor — a direct result of the
AMT’s complexity — is not conducive to building public confidence in the fairness of our
tax laws. In our 2003 report to Congress, we designated the individual AMT as the most
serious problem facing taxpayers and provided an extensive discussion of the genesis and
evolution of the AMT, the way the AMT is computed, and the significant problems created
by the AMT.® In the Key Legislative Recommendations section of this report, we again
recommend that Congress repeal the individual AMT or, if Congress determines that
repeal is not feasible at this time, that it substantially revamp the AMT to achieve its orig-
inal objective.’

Business taxpayers face an even more bewildering array of laws including, for example, a
patchwork set of rules that govern the depreciation of equipment, numerous and overlap-
ping filing requirements for employment taxes, and a vague set of factors that govern the
classification of workers as either employees or independent contractors and that can keep
businesses and the IRS battling each other for years with no obvious “correct” answer. To
reduce the tax burdens on small businesses, this report contains a Key Legislative
Recommendation setting forth a package of proposals for Congress to consider.

From an IRS perspective, the challenges resulting from code complexity are equally
daunting. The IRS must find a way to digest and explain the one million-plus-word
statute in a way that taxpayers can understand. It must also explain the law, and its limi-
tations, to its own employees in a clear enough manner to enable them to assist taxpayers
on the front end, and to identify and pursue violations on the back end.

Not all serious problems encountered by taxpayers are a function of the law’s complexity,
of course. But most of them are, at least to a significant degree.

The problems described in the balance of this part of the report are loosely grouped into
five categories:

~

Department of the Treasury, Office of Tax Analysis (unpublished data furnished on Dec. 3, 2004). These data,
updated to reflect the effects of legislation enacted during the 108th Congress, project that 34.8 million tax-
payers will be affected by the AMT in 2010.

2004 Form 1040 Instructions, 35.
2004 Instructions for Form 6251.
2004 Form 6251, Alternative Minimum Tax — Individuals.

w

~
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National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 5.

~

We also made these recommendations in our 2001 report to Congress. See National Taxpayer Advocate,
Annual Report to Congress, Publication 2104 (Rev. 12-2001), 166.

2004 ANNUAL REPORT o TAXPAYER ADVOCATE SERVICE

=
=)
-
=
—
=
=
=
==
)
=
)




MOST SERIOUS PROBLEM: THE CONFOUNDING COMPLEXITY OF THE TAX CODE TOPIC #1

1. Customer Service. One of the IRS’s primary missions is to write tax forms and
instructions in a way that is understandable to taxpayers. In our judgment, the IRS
generally does an excellent job of writing forms and instructions. Yet because of
the complexity of the tax code, the instructions for Form 1040 (the basic return
filed by individuals) and its accompanying schedules now run 127 pages.® In addi-
tion, the IRS must be able to answer questions each filing season from
approximately 50 million taxpayers who call the IRS toll-free assistance number®
and from more than six million taxpayers who visit IRS walk-in sites. Many of
the questions deal with technical aspects of the laws that general phone assistors
cannot possibly answer.
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To put this challenge in perspective, consider that major national law and account-
ing firms employ thousands of highly educated tax professionals who often devote
hours, days, weeks, or even months to answering individual questions from their
clients — and many tax professionals sub-specialize because they find that learning
the entire tax code is simply too hard. To ask IRS telephone assistors to respond
immediately, accurately, and comprehensively to all manner of questions is to ask
the impossible. That is not to say, of course, that the IRS cannot do better.
Surely, it can.

In this section, we discuss deficiencies in the extent to which the IRS
provides taxpayers with opportunities to speak with IRS employees in
person, the quality of remote interaction with the IRS, the accuracy of
tax law and accounts assistance, and IRS outreach and education efforts.

2. Tax Return Preparation. In 2003, 56 percent of all individual returns and more than
85 percent of all business returns were prepared by practitioners.” In addition, mil-
lions of taxpayers who did not pay practitioners spent money on software packages
to assist them with preparing their returns.” While one might expect that high
income taxpayers with extensive financial holdings would disproportionately rely
on preparers, we find it particularly significant that more than 71.5 percent of low
income taxpayers who claim the earned income tax credit paid money to have
their returns prepared.”® And among taxpayers who were affected by the AMT —

& 2004 Form 1040 Instructions.

® Treasury Inspector General for Tax Administration, Taxpayers Experienced Improved Access to Toll-Free Telephone
Services During the 2004 Filing Season, Ref. No. 2004-30-144 (Aug. 2004), 13.

1% For FY 2004, the Wage & Investment Operating Division reported a total of 7,692,059 field assistance contacts.
See Wage and Investment Operating Division, Business Performance Measurement System Report (Sept. 2004).
Of those contacts, more than six million involved in-person visits.

' IRS Compliance Data Warehouse, Form 1040 Returns from Individual Returns Transaction File; Electronic
Tax Administration Advisory Committee, Annual Report to Congress, Pub. 3415 (Rev. 6-2003), 4.

SECTION 12 See “Individual e-filing Options,” available at www.irs.gov. These data show that 14 million returns were e-
filed from home computers in tax year 2003. Many more taxpayers used software packages to prepare their
returns and then mailed them in.

" Tax Year 2003, IRS Compliance Data Warehouse, EITC IMF extract through cycle 26.
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MOST SERIOUS PROBLEM: THE CONFOUNDING COMPLEXITY OF THE TAX CODE TOPIC #1

which, as noted, is projected to hit nearly 35 million taxpayers in 2010 — 75 per-
cent used paid preparers. Something is seriously wrong with a tax system so
complex that a significant majority of taxpayers lack either the ability or the time
to comply with it on their own.

In this section, we discuss problems with inadequate training and moni-
toring of return preparers, electronic tax preparation and filing, and the
Volunteer Income Tax Assistance (VITA) program.
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3. IRS Processing. Many of the processing challenges the IRS faces result more from
the sheer volume of documents than from complexity, but complexity is a signifi-
cant exacerbating factor. For example, the IRS sends out more than 340 notices to
approximately 100 million taxpayers each year,” yet taxpayers frequently complain
that they cannot understand what the notices say. While we strongly believe that
the IRS can improve the clarity of its notices, the law often is too complex to
explain in simple terms.

In this section, we discuss problems with inconsistent campus proce-
dures, return processing, notice clarity, miscalculation of the period of
limitations applicable to collection actions, and processing issues relat-
ing to applications and returns filed by tax-exempt organizations.

4. Tax Law Enforcement and the Tax Gap. The IRS research function has projected
that more than $300 billion a year goes unreported, under-reported, or simply
unpaid.” The complexity of the tax code contributes significantly to the IRS’s dif-
ficulty in detecting and collecting the full amount of revenue due. Indeed, the IRS
is not called upon merely to enforce the code as written. In extreme cases, the IRS
must go beyond the literal language of the code to make a case-by-case determina-
tion regarding the objectives of the code. On one side of the coin, taxpayers
sometimes claim tax benefits based on transactions that comply literally with the
code but lack substance, and the IRS attacks such transactions under a variety of
doctrines, including the doctrine of “substance over form.” On the other side of
the coin, taxpayers sometimes find themselves in debt to the IRS due to complexi-
ties in the law (e.g., taxpayers who experienced the so-called “ISO/AMT problem”)
or simply dire financial circumstances, and the IRS is called upon under the offer
in compromise program to try to do justice in the particular case — even if it means

' Tax Year 2002, IRS Compliance Data Warehouse, Individual Returns Transaction File (IRTF).

' Treasury Inspector General for Tax Administration, lucreased Management Attention Is Needed to Ensure the Success
of Future Notice Redesign Efforts, Reference No. 2002-30-040, 1 (Dec. 2001).

'8 See IRS National Headquarters Office of Research, Tax Gap Map for Year 2001 (Feb. 24, 2004). After IRS com-
pliance efforts, the estimated “gross” tax gap of $311 billion is estimated to fall to about $255 billion. These
numbers, although the best currently available, are based on old models. A new study of the tax gap is now
being completed and is likely to be released in 2005.
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forgiving all or part of a tax debt and allowing the taxpayer to make a fresh start.
For the IRS, making case-by-case decisions in thousands of cases presenting unique
sets of facts is no easy task.

To be fair, many of the enforcement challenges the IRS faces result not solely from
complexity but also from resource constraints and the absence of reliable research
showing how the IRS can most efficiently target its enforcement dollars. In his
final report to the IRS Oversight Board, former Commissioner Rossotti discussed
the critical compliance problems facing the IRS and provided a laundry list of
examples (as of late 2002): 60 percent of identified tax debts are not pursued; 75
percent of taxpayers who do not file a tax return are not pursued; 79 percent of
identified taxpayers who use abusive devices (e.g., offshore accounts and abusive
tax shelters) to evade tax are not pursued; 56 percent of identified taxpayers with
incomes of $100,000 or more and underreported tax are not pursued; and 78 per-
cent of cases identified through document matching (10.4 million taxpayers), with
estimated underreported tax of $6.96 billion, are not pursued.”
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In the short-term, the IRS has decided to target as its number one enforcement pri-
ority corporate tax shelters and tax evasion by high income individuals.”® In light
of the extensive publicity these subjects have received and the corrosive effect that
such publicity could have on tax compliance, we believe this is a reasonable
approach. Indeed, most indications suggest that the IRS has been extremely suc-
cessful in stopping the targeted transactions.

However, as these transactions stop and the revenue stream from IRS audits of ear-
lier transactions begins to dry up, the IRS will need to re-evaluate how to deploy
its limited enforcement resources most efficiently. By far the largest chunk of the
tax gap — an estimated 67 percent — results from non-reporting and under-reporting
by self-employed persons, generally on income that is not subject to information
reporting.”® There is no way that the IRS can make significant progress in reducing
the tax gap unless it can develop an effective strategy to go where the money is.
The greatest revenue gains may result not from the direct assessment of taxes
against taxpayers who are audited but rather from the “indirect” effects that a full
panoply of compliance activity has on other taxpayers who are deterred from
“pushing the envelope,” or even cheating, because they fear that they, too, will be
caught. Better research is needed to help the IRS target its limited resources to
obtain the biggest bang for the buck in combating tax noncompliance in a// sectors
of the economy. This should be the focus of intensive IRS research now.

" Commissioner Charles O. Rossotti, Report to the IRS OQuversight Board: Assessment of the IRS and the Tax System,
SECTION (Sept. 2002), at 16.

'8 IRS Strategic Plan 2005-2009, 19.
NE 9IRS National Headquarters Office of Research (unpublished projections furnished for TY 2001).
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In this section, we discuss issues with the IRS examination strategy, IRS
collection strategy, and reporting of payments made by federal contractors.

5. Taxpayer Rights. To compensate for its resource constraints, the IRS has been work-
ing increasingly to automate, centralize, and streamline its examination and
collection processes. While these efforts may result in the collection of additional
tax, they also have the potential to limit taxpayer opportunities to challenge IRS
errors or IRS collection actions that would impose unreasonable financial hard-
ships. As | wrote in my report last year, vigorous IRS enforcement initiatives must
be balanced with an equally vigorous protection of taxpayer rights, including the
delivery of outstanding customer service.”
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An important aspect of providing good customer service and protecting taxpayer
rights is ensuring that taxpayers who experience significant hardship as a result of
the way the tax laws are administered are knowledgeable about, and have access to,
the Taxpayer Advocate Service (TAS). Yet a recent study found that only about
four percent of taxpayers who qualify for the services of TAS contact us™ and only
a small percentage of taxpayers who qualify for TAS’ services have ever heard of
TAS.#? Given TAS’ central role and solid track record in assisting taxpayers, the
IRS should be doing a much better job of promoting awareness of TAS.

In this section, we discuss our concerns about the independence of the
Appeals function, the quality of the statutorily mandated Appeals media-
tion program, problems with the administration of the offer in
compromise program, the extent to which IRS trains its enforcement
personnel about taxpayer rights, and the lack of awareness of TAS on the
part of taxpayers who qualify for TAS’ services.

Clearly, the IRS has a daunting task under any circumstances, what with 130 mil-
lion individual tax filers, 5.9 million corporate tax filers, 3.7 million estate and
trust tax filers, and 2.4 million partnership tax filers — all interfacing at least annual-
ly with the IRS.*® But tax law complexity begets tax administration complexity,
causing frustration and disillusionment among taxpayers and imposing excessive
time and resource burdens on taxpayers and the IRS alike.

% National Taxpayer Advocate, Annual Report to Congress, Pub. 2104 (Rev. 12-2003), V.

2! Russell Marketing Research conducted a study for TAS, Findings From Task 149 - The Taxpayer Advocate Service
Research Program: With a Focus on the Detailed Study of the Underserved Segment — Phase I1, Study #3, (July 2002),
and estimated that between 3.9 million and 6.6 million taxpayers were eligible for TAS’ services. For simplici-
ty, we are using the midpoint of the range, which is 5.25 million.

2, att.
# |RS Data Book (FY 2003), Table 2.
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SECTION

PROBLEM
TOPIC A-2

MOST SERIOUS PROBLEM: TAXPAYER ACCESS - FACE-TO-FACE INTERACTION

RESPONSIBLE OFFICIAL
Henry O. Lamar, Jr., Commissioner, Wage and Investment Division

DEFINITION OF THE PROBLEM

The focus of the face-to-face service offered by the Internal Revenue Service is shifting
away from information and filing assistance toward the traditional compliance roles of
examination and tax collection. The IRS is directing taxpayers who seek information or
tax return assistance to use self-service electronic applications, such as those provided on
the IRS official website, and to use the services of volunteer tax return preparers. As part
of this initiative to enhance the provision of electronic services and improve efficiency,
the IRS plans to decrease the level of pre-filing services offered by Taxpayer Assistance
Centers (TACs).! While this may increase IRS efficiency and address the growing taxpayer
demand for electronic services, the IRS seems to be overlooking the needs of a segment
of the taxpayer population that continues to rely on the face-to-face interaction provided
by TACs.

In its latest strategic plan, the IRS establishes that one of its main objectives is to increase
the number of services that are offered electronically. The IRS also notes, however, that it
must “continue to use a comprehensive range of products and services to reach [their]
customers, including those who do not use electronic services.”> While the IRS has
acknowledged that certain taxpayers will not utilize its electronic services, its current plan
to reduce face-to-face services does not adequately provide for these taxpayers.

ANALYSIS OF PROBLEM

Background

Although this analysis will focus on the face-to-face assistance offered by TACs, formerly
known as “walk-in centers,” the IRS provides various forms of face-to-face interaction with
taxpayers. The IRS integrates face-to-face services into each operating division, as appro-
priate.* This includes outreach, education and partnership functions; certain compliance

! IRS Customer Assistance, Relationships & Education (CARE) Concept of Operations, slide 9 (Oct. 10, 2003).
“By FY 2007, FA provides return preparation and tax law assistance through self-service applications only (All
live tax law assistance and return preparation will be provided through telephone or web chat with CAS or
through partners).”

® Internal Revenue Service, IRS Strategic Plan 2005-2009 (2004), 13.

¥ The Wage & Investment division (W&aI) is responsible for operating TACs and providing face-to-face customer
assistance. In addition, both W&I and the Small Business Self Employed (SB/SE) operating division have
outreach and education groups. W&I’s outreach and education group, Stakeholder Partnerships, Education &
Communication (SPEC), assists individual taxpayers with their compliance responsibilities by building and
maintaining partnerships with stakeholders to inform, educate, and communicate with customers. Stakeholder
Partnerships, Education and Communication, SPEC Concept of Operations. SB/SE’s outreach group,
Taxpayer Education and Communication (TEC), assists small business and self-employed taxpayers (and their
representatives) with compliance by developing educational products and services and providing pre-filing
services to help the taxpayers understand and comply with the tax laws. Taxpayer Education and
Communication (TEC), TEC Mission Statement; IRM 1.1.16.6(1) (February 1, 2003).
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operations for audit (exam) and collection; and the services available in TACs. In 2003,
almost 22 percent of IRS employees engaged in some form of face-to-face taxpayer inter-
action as a significant part of their duties.*

In general, during a typical return cycle, face-to-face interaction on a specific taxpayer’s
account can take place in the following contexts:

¢ Outreach contacts, pre-filing services or assistance with return preparation

¢ The review or examination of a return (an audit), and

¢ The collection of unpaid taxes or overdue returns.

Not every taxpayer is exposed to all three levels or requires face-to-face attention at every
level. Contact with a TAC is taxpayer-initiated and is the only face-to-face interaction
available for those with tax law or account questions.® In addition, the IRS website
directs taxpayers seeking face-to-face contact to a TAC office.’

Traditional TAC Services
TACs have traditionally provided pre-filing services to assist taxpayers in filing their

returns and paying their taxes. Taxpayers could visit an office to do any of the following:
Pick up forms and publications,

Seek guidance about tax laws,

Request transcripts,

Request account information and/or adjustments,

* ¢ 6 o o

Seek notice resolution, or

¢ Seek courtesy, need-based return preparation.’

These services are referred to as “front-end,” because they facilitate a taxpayer’s efforts to
comply with federal tax laws.

IS

Table 32, Internal Revenue Service Personnel Summary, By Budget Activity and Type of Personnel, 2003 IRS
Data Book, Publication 55b, 39 (Rev. 3-2004). At the close of FY 2003, the IRS had 94,638 employees. Of
those, 11,513 were Revenue Agents and 5,004 were Revenue Officers. Of the total employees at the IRS, only
4,170 were dedicated to Pre-filing Taxpayer Assistance and Education.

@

Other taxpayer-initiated face-to-face options are VITA and TCE sites, which are staffed by volunteers and not
by the IRS. For a more detailed discussion of the VITA Program, see Problems in the Volunteer Return Preparation
Program, infra.

o

The IRS website declares “IRS Taxpayer Assistance Centers (TACs) are your one-stop resource for face-to-face
tax help and solutions to tax problems, every business day,” at http://www.irs.gov, Contact Us.

Field Assistance Concept of Operations, 2 (August 3, 2001).

~
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Taxpayer and Practitioner Demand for Services

The IRS faces an increasing demand for electronic products and services. Today’s taxpay-
ers are increasingly computer-literate and also work longer or non-traditional hours,
leaving them little time to interact with the IRS during normal business hours.® In an
effort to meet the taxpayers’ needs, W&I is expanding its electronic options for filing, pay-
ing, communication services and other taxpayer services.” W&I has stated that,
“[u]ltimately, we want to offer taxpayers and their representatives the ability to conduct
nearly all of their interactions with the IRS electronically.”
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As these changes take effect, the National Taxpayer Advocate is monitoring whether tax-
payer needs previously met by TAC services can be adequately addressed through
non-face-to-face service options. Despite the move toward electronic services and away
from face-to-face interaction, W&I surveys conducted in 2002 and 2003 found that a sig-
nificant majority of W&I taxpayers preferred to either contact or receive information from
the IRS by conventional methods, including the face-to-face interaction offered by TACs."

For purposes of the survey, conventional methods were defined as including telephone,
in-person contact or regular mail.”* Electronic methods included email or the IRS web-
site. Taxpayers were considered to be members of the “conventional group” if they
preferred to both contact the IRS and receive information by conventional means.*
Taxpayers were considered members of the “electronic group” if they preferred to either
contact the Service or receive information electronically.

According to the survey results, approximately 70 percent of W&I taxpayers belong to the
conventional group.** Of the taxpayers surveyed, over 10 percent preferred to contact the

3

According to IRS Commissioner Mark Everson, the reduction in the number of taxpayers utilizing the assis-
tance of TACs stems from “streamlined services,” “initiatives to educate taxpayers on alternate methods of
obtaining services generally requiring a face-to-face contact” and the availability of electronic access to neces-
sary information. Hearing on 2004 Tax Return Filing Season and the IRS Budget for Fiscal Year 2005,
Subcommittee on Oversight, House Committee on Ways and Means, 108th Cong. 2nd Sess. (March 30,

2004). (Statement of Mark Everson, Commissioner of Internal Revenue)

©

For a more detailed discussion of remote access, including toll-free customer assistance, see Access to Remote
Interaction with the IRS, infra. For a more detailed discussion of tax law accuracy, see Accuracy of Tax Law
and Accounts Assistances, infra.

YIRS Wage & Investment Division, Strategic Assessment FY 2005, 1.

™ Wage & Investment, Adopters and Non-Adopters of Electronic Services Update for TAO (PowerPoint
Presentation) (2003); Wage & Investment, Adopters and Non-Adopters of Electronic Services (PowerPoint
Presentation), questions 83-84 (2002). In the survey, W&I does note that the population of surveyed taxpayers
reached far fewer young taxpayers and more older taxpayers than W&I actually serves, however the survey
results were weighted to account for this difference.

2 \Wage & Investment, Adopters and Non-Adopters of Electronic Services Update for TAO (PowerPoint
Presentation) (2003); Wage & Investment, Adopters and Non-Adopters of Electronic Services (PowerPoint
Presentation), slide 3 (2002).

SECTION ¥ Individuals who responded that they chose to contact and receive information through “tax professionals” and
“other” were included in the conventional group.
0 NE ' 1n 2003, the percentage of individuals belonging to the convention group was 67.5 percent. Wage &
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IRS through conventional means, but were open to receiving information electronically.
The survey results can be broken down more specifically according to characteristics of
W&I taxpayers:*

& Age. Younger taxpayers preferred electronic methods. The average age of the elec-
tronic group was approximately 40 years old while that of the conventional group
was approximately 50. Depression and World War 11 generation taxpayers rarely, if
ever, chose to either contact or receive information electronically.

& Income and Education Levels. The survey showed that the higher the taxpayer’s income
and education level, the more likely that he or she preferred electronic means.

& [Internet Access. While nearly 90 percent of the electronic group had home Internet
access, over 50 percent of the conventional group also had home access. Thus,
Internet access is not the only factor in determining the needs of taxpayers; a per-
son’s level of comfort with the Internet also plays a role.

& Earned Income Tax Credit (EITC) Claimants. Of the taxpayers claiming the EITC,
over 70 percent were members of the conventional group.*

The above survey results demonstrate a significant demand for conventional contact across
a broad spectrum of W&I taxpayers. Those individuals preferring conventional contact are
the taxpayers who continue to need the services of a TAC.” Despite this current need for
face-to-face contact, W&I continues to focus on internal efficiency of service delivery and
the future needs of taxpayers as they become more technologically advanced. For example,
in its Fiscal Year 2005 Strategic Assessment, W&I recognizes that the elderly and disabled
taxpayer populations are less likely to use the Internet, but addressed this issue by noting
that the computer skills of the elderly will become on average more advanced as the baby
boom generation ages.”® This approach displays a commendable focus on preparing to
meet the future needs of taxpayers, but lacks attention to the needs of the existing popula-
tion who continue to need or prefer conventional contact with the IRS.*

Investment, Adopters and Non-Adopters of Electronic Services Update for TAO (PowerPoint Presentation)
(2003); Wage & Investment, Adopters and Non-Adopters of Electronic Services (PowerPoint Presentation),
slide 5 (2002). In 2002, a total of 2,822 individuals were surveyed. In 2003, a total of 2,816 individuals were
surveyed. With a sample this size, the survey results are accurate within +/- 2 percent.

5 Wage & Investment, Adopters and Non-Adopters of Electronic Services Update for TAO (PowerPoint
Presentation), slides 2-6 (2003).

'S Wage & Investment, Adopters and Non-Adopters of Electronic Services (PowerPoint Presentation), slide 10
(2002). The information from the 2003 study regarding EITC claimants was not available.

7 See Internal Revenue Service Customer Satisfaction Survey - Field Assistance National Report, July-October
2003, Appendix B, Respondent Profiles by Age and Income (PowerPoint Presentation), slide B-3 (Nov. 2003)
(51 percent of TAC respondents were 43 and older; 58 percent actually had income at or below below
$33,000).

¥ |RS Wage & Investment Division, Strategic Assessment, Fiscal Year 2005, 6.

9 |RS Wage & Investment Division, Strategy and Program Plan FY 2003-2004, 23; Wage ¢ Investment Strategic
Assessment, Fiscal Year 2005, 1-6.
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W&I Strategic Plan

W&I has developed strategies to decrease customer burden by improving quality, efficien-
cy and service delivery.® According to the W&I Strategic Assessment for fiscal year 2005,
the division will implement a number of initiatives to accomplish these objectives, includ-
ing “identifying less-costly methods of service delivery, expanding taxpayer self-service
applications, seeking the most efficient and effective methods of responding to taxpayer
demand, and finding ways to reduce taxpayer demand for services.”*
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Out-of-Scope Questions

One of the new initiatives is the proposed elimination of assistance to taxpayers with out-
of-scope tax law questions at all TAC locations.”” Instead, taxpayers will be given the
Customer Account Services (CAS) toll-free number to contact for assistance.® The
National Taxpayer Advocate is concerned that this proposal reduces the level of services
to those who require face-to-face assistance with out-of-scope issues.* These taxpayers
may not feel comfortable using the CAS number to resolve their questions. In addition,
this proposal may result in disparate treatment of certain groups of taxpayers. It appears
that tax law questions relevant to small business taxpayers are considered out-of-scope.
This segment of taxpayers has a noted compliance problem and is responsible for a signif-
icant portion of the tax gap.® The IRS must carefully consider whether it is wise to turn
away members of this “high risk” group of taxpayers when they voluntarily seek pre-filing
assistance.

In its Field Assistance Jump-Start Kit, W&I acknowledges that “[m]any of the W&I com-
pliance problems have less to do with tax evasion intent and more to do with
misunderstanding of tax obligations.”” Given this reality, by eliminating out-of-scope
assistance at TACs, W&l is failing to provide service to those taxpayers seeking an under-
standing of their tax obligations.

% CARE Concept of Operations, slide 4 (Oct. 10, 2003) (“CARE’s vision facilitates customers’ ability to self-suf-
ficiently resolve their needs and decreases the need for taxpayers to seek live assistance from IRS).

2 RS Wage & Investment Division, Strategic Assessment, Fiscal Year 2005, 1, 11.; Treasury Inspector General for
Tax Administration, Accuracy Rates Have Increased at Taxpayer Assistance Centers, But Improvement Is
Needed to Provide Taxpayers Top-Quality Customer Service, Reference No. 2004-40-065, 1 (Feb. 2004); See
also Commissioner’s Monthly Performance Business Summary, Field Assistance Accuracy, lines 91-94.

2 Out-of-scope tax law questions are generally those that are deemed too complicated to be answered at a TAC.

% Taxpayers would not have access to a phone line at the TAC office and would have to make the call on their
own.

% For a more detailed discussion of the National Taxpayer Advocate’s concerns, refer to the Taxpayer Rights
Impact Statement 2004-01: TAC Out-of-Scope Questions (Oct. 13, 2004).

% |RS National Headquarters, Office of Research, Tax Gap Map for Tax Year 2001.
SECTION % \Wage & Investment Operating Division Field Assistance Jump-Start Kit, 11-8 (Sept. 2000).
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IMPACT ON CUSTOMER SERVICE

Besides the proposed elimination of out-of-scope tax law questions at all TAC locations,
W&I is instituting other sweeping changes that demonstrate the shift of TAC resources
away from pre-filing services, including;

A notable decrease in overall TAC contacts;

*

A reduction in the availability of return preparation appointments;

*

The restricted distribution of return transcripts;

*

An intention to direct resources toward examination and collection activities in the
TAC; and

¢ The permanent closing of some TAC locations.

Notable Decrease in Qverall TAC Contacts

The reduction in resources allocated to TACs has already affected the number of taxpayer
contacts. At the close of fiscal year 2004, W&I has reported a 15 percent decrease in field
assistance contacts from fiscal year 2003.¥ W&I attributes this decline to:

The reduction in traffic at TACs as a result of streamlined services;
The policy of no longer routinely providing tax return transcripts;

Limited assistance for those requesting Individual Taxpayer Identification Numbers
(ITINs); and

¢ The increased utilization of online services.*

Reduction in the Availability of Return Preparation Appointments

TAC:s are significantly limiting the availability of courtesy, need-based return preparation
appointments available to lower income taxpayers. According to guidance issued in June,
2003, tax preparation appointments will only be available for taxpayers who have been
screened in advance.” In addition, future appointments can only be made up to five
business days in advance.*® The availability of appointments is determined by staffing lev-
els and other work that TAC employees must complete. To compensate for the reduction
in appointments, taxpayers are directed to self-service mechanisms and volunteer return

7 IRS Snapshot Report, Wage & Investment Performance Data (Sept. 30, 2004). For FY 2004, W&l reported a
total of 7,319,493 field assistance contacts; this is down from 8,588,871 contacts in FY 2003.

% W&l Weekly Filing Season Highlights for Weeks Ending March 19, 2004, March 26, 2004 and May 28, 2004;
see FY 2004 Field Assistance Procedural Changes, Providing the right services at the right time in the right
locations, 3 (Oct. 2003) (Provides that returns will not be prepared for individuals who do not have social
security numbers that match the number on the W-2 or 1099); see also Fiscal 2005 Appropriations:
Transportation and Treasury, House Appropriations Committee, Subcommittee on Transportation and
Treasury, 108th Cong. (April 21, 2004) (Statement of Mark W. Everson, Commissioner of Internal Revenue).

#|RM 21.3.4.10.5 (Rev. June 27, 2003).
¥ The five-day limit can be extended if necessary, due to demand. IRM 21.3.4.10.5 (Revised June 27, 2003).

2004 ANNUAL REPORT o TAXPAYER ADVOCATE SERVICE 13

=
=)
-
=
—
=
=
=
==
)
=
)




MOST SERIOUS PROBLEM: TANPAYER ACCESS - FACE-TO-FACE INTERACTION TOPIC A-2

preparation organizations.* Currently, W&I does not record the number of tax return
preparation requests that are denied because no appointments are available or taxpayers
fail to pass the screening process. It is not surprising, however, that the number of returns
e-filed by TAC sites was down 29.7 percent for FY 2004.*

Restricted Distribution of Return Transcripts

Prior to October 1, 2003, TACs provided same-day, in-person service to customers
requesting free tax return transcripts.®® Taxpayers ask for these transcripts because they
provide documentation for loan applications and demonstrate U.S. residency for immi-
gration purposes, among other reasons.
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In an effort to streamline services, effective October 1, 2003, TACs no longer routinely
accept tax return transcript requests with the exception of extreme hardship cases.* A tax-
payer requesting an extreme hardship exception is required to provide verification
showing why he or she cannot wait the normal processing time. Examples of extreme
hardship exceptions include an appointment letter from a government agency, a short
deadline from a financial institution or university, or proof of denial of medical services.*

In the alternative, taxpayers and tax professionals now have the option to request tran-
scripts by:

¢ Placing a phone call to the Telephone Routing Interactive System (TRIS) and
requesting that a transcript be mailed within two weeks.

¢ Completing Form 4506T, Request for Transcript of Tax Return, and either drop-
ping it off at a TAC or mailing it to one of the IRS’ submission processing
campuses. The transcript should be mailed within two weeks.

¢ Requesting a transcript online through the Transcript Delivery System (TDS) which
electronically delivers the documents within 48 hours, but only to certain qualified
practitioners.®

*! Field Assistance, Talkpoints: Refocusing Our Resources; Fiscal Year 2003 Field Assistance Operating
Procedures, Appendix C, Fiscal Year 2003 Individual Income Tax Return Preparation Procedures, C-2.

% E-file Reports, Non-Profit Organizations Non-Military - AdHoc Query (data source: ELF1541), TACs, All
Areas, transmission date October 2, 2004. This data covers tax returns processed as of October 2, 2004.

% This transcript is a record of line items transcribed from the original return as filed. It does not include
changes made after the transcription, such as subsequent payments, amended returns or other adjustments.
FY 2004 Field Assistance Procedural Changes, 1.

*IRM 21.3.4.2.1 (Rev. Dec. 2, 2003).

% Jd. TACs will continue to provide tax account transcripts which reflect post-filing changes as part of the
Everyday Tax Solutions service. W&I Communication Strategy — TACs Eliminating Transcript Service in
FY04 (Revised Oct. 25, 2004); FY 2004 Field Assistance Procedural Changes, Providing the Right Services at
the Right Time in the Right Locations, 1 (Oct. 2003).

% FY 2004 Field Assistance Procedural Changes, Providing the right services at the right time in the right loca-
SECTION tions, 1 (Oct. 2003); W&I Communication Strategy - 74 Cs Eliminating Transcript Service in FY04 (Revised April

0 NE 9, 2004).
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While the new policy improves IRS efficiency and provides an easy and convenient solu-
tion for some practitioners, it increases the burden on many taxpayers. In the past,
taxpayers were accustomed to receiving a tax return transcript from the TAC on the same
day. Mail or phone requests now take approximately two weeks to deliver. Further, U.S.
Citizenship and Immigration Services, mortgage lenders and other institutions will contin-
ue to refer individuals to TACs for transcripts unless they are adequately informed of the
change in policy.”

However, account inquiries have decreased 23 percent compared with the same period last
year.®® One can only surmise that this decrease is caused, at least in part, by taxpayers
experiencing difficulty in obtaining transcripts as a result of the new policy. While tran-
script requests have declined, the Taxpayer Advocate Service has experienced an increase in
casework as a result of the change in policy. In fiscal year (FY) 2004, TAS received approxi-
mately 40 percent more cases concerning tax return copies.* This is an indication that the
W&I emergency exception is not working properly. The National Taxpayer Advocate is
concerned that W&I’s definition of “emergency” is not flexible enough to cover situations
in which taxpayers need immediate assistance, nor are TAC employees properly trained,
much less encouraged, to identify and assist in these emergency situations.

An Intention to Direct Resources Toward Examination and Collection Activities in the TAC

During the IRS restructuring after 1998, TACs were specifically separated from the
umbrella of “compliance” and instead placed under a “pre-filing” designation.” For fiscal
year 2005, however, W&I has stated that an operational priority will be to reinstate exami-
nation and collection activities at TACs.* This move is intended to increase voluntary
compliance. Much of the future workload of TAC employees will continue to be demand
driven, in that the taxpayer chooses to visit the TAC, but employees’ focus will be on
accounts and collections rather than the pre-filing assistance provided at TACs.” This
change in focus may have an adverse impact by making taxpayers more reluctant to visit
these sites for information, guidance, and assistance. W&I has indicated that compliance
work by the TACs will only be done outside of the filing season. However, the National

¥ W&I Communication Strategy — TACs Eliminating Transcript Service in FY04, April 9, 2004.

% Statistics come from the Account Work Notices, which capture transcript Requests, and are current as of July
30, 2004.

* Business Performance Management System, TAS, Case Receipts — Core Issue By Criteria Code; Issue Code

150 - Copies of Returns, Transcripts, Reports, FOIA. In FY 2004 TAS received a total of 4,081 cases on this
issue, an increase over the 2,894 cases received in FY 2003.

“ IRS Organization Blueprint, Document 11052, 2-3 (Rev. April, 2000).

RS Wage & Investment Division, Strategic Assessment, Fiscal Year 2005, 18. W&I has stated that “Field
Assistance (FA) is refocusing its resources from return preparation to everyday tax solutions and one-stop qual-
ity service. The move from traditional pre-filing work to face-to-face compliance work requires FA to
proactively manage customer expectations for receiving services in the future.” Field Assistance, TalkPoints:
Refocusing Our Resources (May 5, 2004).

“ CARE ConOps, Appendix B; W&I CARE: Field Assistance ConOps, 3.
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Taxpayer Advocate is concerned that this shift to compliance work comes at the expense
of taxpayer service.

Permanent Closing of Some TAC Locations

Taxpayers are also inconvenienced by office closings, including both the permanent clos-
ing of small offices and temporary, often unannounced closures for training and other
purposes, which limit the availability of face-to-face assistance.”
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W&I has indicated that it will offer services within 45 minute commutes and will place
multi-functional kiosks at key locations.* These kiosks are Internet enabled and provide
all of the services offered at traditional walk-in sites, including return preparation, tax law
assistance, ordering of forms and publications, and account management.”

W&I Field Assistance Operating Procedures state that kiosks “will be placed in states
where delivery coverage is below 80 percent including locations where there is no TAC or
the TAC has been or is being closed.”™® W&I has deemed these kiosk locations “virtual
TACs” that will enable the taxpayer to have “virtual face-to-face service.”"

In 2003, the average purchase price of a kiosk was $13,500, and it had an average annual
maintenance cost of $2,800.* Outside of the initial purchase and the maintenance con-
tract, kiosks have no additional costs such as rent or salaries for personnel, other than
incidental costs such as the routine checking of the kiosks by Field Assistance staff. For
the 2004 fiscal year, W&I had 38 kiosks in use; this was an increase over the 22 kiosks that
operated during fiscal 2003.*

With the move to refer more taxpayers to kiosks, the kiosks have received a growing num-
ber of inquiries.® For the first six months of the 2004 fiscal year, the 38 kiosks received

“ The TAC Locator on the IRS website lists the following eleven TAC offices as closed: (1) Bronx, New York, (2)
Clovis, New Mexico, (3) Desoto, Texas, (4) Greenville, Mississippi, (5) Hot Springs, Arkansas, (6) Keene, New
Hampshire, (7) Pine Bluff, Arkansas, (8) Queensbury, New York, (9) Quincy, Massachusetts, (10) Staten Island,
New York, and (11) Warrendale, Pennsylvania. IRS Post of Duty with TAC Locator Query Results (June 25,
2004). However, it is unclear if some of these offices were merely relocated nearby.

“ RS Wage & Investment Division, Strategic Assessment, Fiscal Year 2005, 11.

“ Appendix B, W&I CARE: Field Assistance ConOps, slide 2. Filed Field Assistance also has kiosks that are not
Internet enabled and provide only general information and the ability to order forms and publications. These
“alternative site” kiosks are located in storefronts and government agencies.

4 Wage & Investment, Strategy ¢ Program Plan FY 2003-2004, 9; FY 2004 Field Assistance Procedural Changes,
Providing the Right Services at the Right Time in the Right Locations, 6 (Oct. 2003).

“" Field Assistance, Talkpoints: Refocusing Our Resources.
* Information provided by W&l in response to an information request (Aug. 31, 2004).

4 These kiosks are located in TACs, post offices, federal and state offices, libraries, and a mini-mall. Information
provided by W&I in response to an information request (Aug. 31, 2004). For a more detailed discussion of
SECTION the kiosk program, see Taxpayers Access - Remote Interaction, infra.
%0 At the sites of those TACs that have been replaced by kiosks, the National Taxpayer Advocate is interested to
0 NE know how many visits there were to the TAC in the prior year, compared with the number of inquiries
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63,078 inquiries, an increase of 113 percent over the 29,600 inquiries received on the 22
kiosks in operation during the entire 2003 fiscal year.”* W&I has indicated that by the
year 2010, it plans to replace all TACs staffed by one or two employees with virtual TACs.
In the interim, the plan calls for a 25 percent replacement rate by 2006 and 50 percent by
2008.”

Moreover, Field Assistance employees are encouraged to redirect return preparation, tax
assistance and access to forms and publications to self-service mechanisms and SPEC part-
ners.® This initiative needs to be monitored to determine if it places an undue burden on
those taxpayers who rely on face-to-face interaction.*

IRS COMMENTS

The IRS continually strives to balance customer service and compliance in the Taxpayer
Assistance Centers (TAC) while attempting to meet the needs of a wide-ranging taxpayer
population. We continue to offer traditional services for those taxpayers choosing face-to-
face assistance and have begun encouraging the use of electronic services as an alternative
to meet the demands of the taxpayer of the future. We have also expanded inventory driv-
en collection work focusing on a non-compliant segment of the population in support of
one of IRS’s overarching strategic goals — to enhance enforcement of the tax law.

In FY 2004, Field Assistance (FA), operated 408 TACs nationwide, increased the number
of self-help Kiosks to 38 units in 20 states, and expanded service options to the taxpayer
during the filing season by offering service delivery in alternative locations such as post
offices, Federal and state offices, libraries, and a mini-mall. We served 7,692,242 taxpayers
in the TACs, prepared 477,000 tax returns and attained a customer satisfaction rate of 89
percent. The IRS also provides return preparation service through the Volunteer Income
Tax Assistance (VITA) and Tax Counseling for the Elderly (TCE) sites which are signifi-
cantly less costly to operate than a TAC as they are staffed by volunteers. In FY 2004,
these sites increased assistance to 73,790,000 customers in 13,834 locations and prepared
1.9 million tax returns.

The customer service delivery enhancements in FA are driven by the vision laid out in
FA's Concept of Operations (ConOps). To gain a clear understanding of FA’s vision to
enhance customer service, the ConOps must be considered in its entirety.

received at the kiosk. If the number of kiosk visits is lower, is anyone following up to see what has happened
to those taxpayers that are no longer coming in for assistance?

*! Information provided by W& in response to an information request (Aug. 31, 2004).
2 \W&I CARE, Field Assistance ConOps, Appendix B, slide 8.
% Field Assistance, Talkpoints: Refocusing Our Resources.

* Currently, W&I does not have any customer satisfaction information on the use of kiosks and the services
they provide.
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We continue to emphasize improvement of customer service by:

Efficiently delivering the right services;
Expanding the scope of tax law topics;
Encouraging taxpayer self-sufficiency;

Balancing customer service and compliance; and

® & 6 o o

Temporarily closing small offices only as necessary to address staffing shortages.
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Efficiently Delivering the Right Services

We disagree with the statement that the TACs are “... shifting away from information and
filing assistance toward the traditional compliance roles of examination and tax collec-
tion.” We are focusing on delivering services that cannot be provided more efficiently
within the IRS as well as providing customers with the option to choose more efficient,
user-friendly electronic service delivery. We are making time and resources available to
resolve the myriad account issues facing taxpayers. We recognize that service must be
provided to those who do not or cannot use the electronic options while working toward
the longer term vision of providing a high quality level of balanced services.

At present, FA is gaining access to the Automated Underreporter (AUR), Substitute for
Return (SFR), and correspondence examination systems through Desktop Integration.
These systems generate many notices to taxpayers who seek our assistance. If a taxpayer
receives a notice from these systems and needs assistance, FA will be able to help them.
This is an assistance role, not a traditional compliance role. By achieving the benefits of
Desktop Integration, FA will finally be in a position to better assist taxpayers receiving vir-
tually any IRS notice.

Enhancing the provision of electronic services does not necessarily decrease the level of
pre-filing services. To the contrary, since large numbers of taxpayers will use the electron-
ic services, our more costly face-to-face services can be directed to assisting more complex
account and other issues that cannot be effectively handled in an electronic environment.
Footnote (1) of the TAS report references our October, 2003 ConOps which implied that
face to face assistance was going to be eliminated. It should be noted that in June, 2004
the ConOps was revised to make it clear that when an electronic self-help option is not
available or cannot be successfully utilized, face to face assistance will continue to be
available in a TAC.

The taxpaying public who responded to the 2002 and 2003 surveys had no opportunity to
access the enhanced electronic services we envision. A clear example of the positive trend
in survey results is the widely embraced use of the electronic “Where’s My Refund?”
option.

SECTION
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Expanding the Scope of Tax Law Topics

The NTA cites a new initiative to eliminate assistance to taxpayers with out-of-scope tax
law questions at all TAC locations and asserts that these customers will be given the
Customer Account Services (CAS) toll-free number to contact for assistance. This is not
correct. The TAC employee is the only authorized personnel to initiate contact with CAS
using the designated toll-free number. The TAC employee must ensure the issue has been
resolved or prepare a written referral, once the CAS contact is completed. We did not at
any time include the direction that TAC employees simply provide the taxpayer the num-
ber for the CAS line in lieu of service.

The procedure to resolve taxpayer issues varies based on the subject. For example, access
to the CAS Automatic Collection System (ACS) support line is no longer needed in our
TAC:s because we have implemented direct access to ACS in TACs across the country. If
an employee with access to ACS (or with advanced account training) is not available, a
referral is prepared for either internal or external resolution.

Out-of-scope assistance has not been eliminated nor is it defined as issues deemed too
complicated to be answered at a TAC. The limitation in scope is directly related to our
efforts to increase accuracy and ensure adequate training is provided, not complexity. As
our accuracy increases and our employees’ experience levels increase, we are adding topics
that were previously removed due to accuracy concerns. We do not expect to achieve
unlimited scope of services, but additional issues and/or services will be provided as we can
support them. Questions that are out of scope are covered under our referral procedures.

Small business taxpayers are not being turned away from TACs. Although return prepara-
tion services are not available, other services such as account issues and delinquency
notices are available to small business taxpayers.

ENCOURAGING TANPAYER SELF-SUFFICIENCY

Return preparation assistance — The NTA contends that TACs are significantly limiting the
availability of courtesy, need-based return preparation appointments available to lower-
income taxpayers. The IRS made a conscious decision to reduce return preparation
assistance in the TACs by encouraging taxpayers to use alternate methods to file returns
including VITA, and “Free File” which is offered online through the IRS website. In FY
2004 the TACs prepared 190,000 fewer returns than the prior year while 330,000 more
returns over the prior year were prepared by VITA.

We instituted screening of tax return preparation requests to reduce taxpayer burden and
wait time, and to enhance service. Prior experience had revealed that without proper up
front screening, taxpayers could wait in line an extended period of time only to learn that
they did not qualify for courtesy based return preparation services and/or did not have all
the necessary documentation available to complete the return. The screening process alle-
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viates those problems by verifying the income level, issues, and availability of all neces-
sary documentation up front.

We implemented return preparation by appointment to reduce the crowding and long
waits in our TACs, and to better control workflow. The reason for the limitation of five
days in advance for appointments was due to our prior experience that taxpayers were
highly unlikely to return for an appointment more than five days in the future. Longer
term scheduling contributed to high no-show rates and reduced productivity. It must also
be noted that the move toward appointments and crowd control was driven by our desire
to enhance customer service delivery within the realities of available resources while offer-
ing alternatives to all customers. However, the fact remains that without the previously
detailed-in compliance support, we could not possibly prepare the same volume of returns
during filing season as in prior years with significant compliance resources. \We believe the
result is an overall benefit to the organization with little detriment to our customers.
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Transcripts — The TAS report notes that TACs no longer provide transcripts for non-tax
related matters. The demand for this service in some locations prevented our employees
from being able to serve taxpayers with zax problems, which is our primary objective. The
IRS Campuses include a unit (the Transcript Delivery System (TDS)) dedicated to the
generation of transcripts and provides the service in a high volume, cost efficient manner.
The TACs use of the term “extreme hardship” reference applies orly to requests for zon-
tax related needs and will continue to provide requests for transcripts meeting this criterion.

Taxpayers or practitioners coming into our TACs needing transcript information to
resolve tax issues are serviced as in the past. We will also continue efforts to provide easi-
er direct access to such information for tax or non-tax purposes, as has been initially
implemented in the TDS.

The Treasury Inspector General for Tax Administration (TIGTA) is currently auditing FA’s
service delivery process. They also are using the ConOps as the starting point. Their
approach includes interviews with FA leadership, visiting TACs, observing service delivery
and interviewing customers. The TIGTA's feedback to date is complimentary as it relates
to the transcript delivery changes following a phased-in approach over several months.
The customers stated they were pleased with the reasonable alternatives offered and the
fact that it frees up time for customers needing assistance with more complex issues.

Balancing Customer Service and Compliance

The IRS strategic objective as outlined in our Strategic Plan 2005-2009 states that service
and enforcement are equally important priorities, as reflected in our guiding principle —
Service Plus Enforcement Equals Compliance. Our efforts are directed to achieving that
critical balance which cannot and should not exclude supporting compliance.

SECTION
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The statement that our operational priority is to reinstate examination and collection
activities at TACs and move away from pre-filing activities is incorrect. As previously
noted, pre-filing activities represent a broad range of services, not limited to return prepa-
ration. The scope of pre-filing service offered in TACs (resolution of account issues that
prevent processing of returns, offsetting of credits, and other notice issues) pave the way
for accurate filing in the following year. We have no indication that this trend will dis-
courage taxpayers from visiting TACs for assistance.
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The resources directed to supporting compliance and collection efforts in TACs relative to
pre-filing are very small. For example, in FY 2004, only 81,765 hours (0.04 percent of our
total direct hours) were devoted to collection case work.

Temporarily Closing Small Offices Only as Necessary to Address Staffing Shortages
Field Assistance has made no permanent TAC office closures during FY 2004. The refer-
ence cited in the report regarding TAC Locator information as of June 25, 2004 relates to
office relocations and temporary or part-time closures due to staffing shortages.

¢ The Bronx, NY TAC was relocated to a new office, and the public needed to be
advised not to go to the prior site.

¢ Queensbury, NY, Quincy, MA, and Keene, NH re-opened after a temporary closure
due to lack of staffing. However, Quincy is less than 10 miles from another TAC.

+ Staten Island has only a seasonal employee who is temporarily in non-work status,
but is expected to reopen for filing season; however, two other TACs are each with-
in 15 miles.

¢ Clovis, NM has no remaining staff, but recruitment efforts have been, and remain,
ongoing.

¢ Warrendale, PA has no remaining staff and we have been unable to hire, but the
office is within less than 30 miles of TACs in both Wheeling, WV and Pittsburg, PA.

¢ Desoto, TX, Greenville, MS, Pine Bluff and Hot Springs, AR were small TACs
closed due to lack of staffing prior to FY 2004. No complaints surfaced due to lack
of service.

Unfortunately, we are sometimes unsuccessful in recruiting for vacancies in certain geo-
graphic and relatively remote areas. We have announced some positions repeatedly, with
various types of advertising efforts to reach potential candidates, to no avail. Temporary
closures for training, leave, or emergencies are unavoidable in small TACs with three or
less full-time employees.
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GONCLUSION

The IRS will continue to strive to incorporate technological changes, improve accuracy,
provide better alternatives to customers, expand our scope, and better train our workforce,
all in concert with the vision carefully and clearly depicted in our ConOps. Our ConOps
is designed to deliver the best service possible to the widest range of customers who come
through our TACs’ doors day in and day out.
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TAXPAYER ADVOCATE SERVICE COMMENTS
The National Taxpayer Advocate recognizes that the IRS faces a number of issues as it strives to
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maintain a high level of service to a wide range of taxpayers with different needs, while also working
to increase the number of those services that are available electronically. The National Taxpayer
Advocate remains concerned, however, that the move towards the electronic availability of services
will come at the expense of face-to-face access to the IRS. We will discuss these concerns in greater
detail below.

The National Taxpayer Advocate is pleased that the IRS bas revised its Field Assistance ConOps to
make it clear that face-to-face assistance will continue to be available in instances when an electronic
self-help option is not available. Moreover, the IRS is to be commended on its decision not to elimi-
nate TAC assistance to taxpayers with out-of-scope tax law questions. The National Taxpayer
Aduvocate was concerned that this proposal would reduce the level of service available to taxpayers
who require face-to-face assistance with their questions and problem resolution. The IRS decision not
to adopt this proposal at this time ensures that TACs continue to provide quality service to taxpayers
who seek their assistance.” Moreover, we are extremely pleased that the IRS has committed to adding
new lopics as training and accuracy increase. Face-to-face assistance in these topics can offen belp
taxpayers avoid multiple pre-filing calls or post-filing problems.

The IRS is also to be commended on its ability to offer services to taxpayers at alternative locations
through its expanding kiosk program. These kiosks provide additional assistance to those taxpayers
that might otherwise not interact with the IRS. As more services are offered electronically, the
National Taxpayer Advocate recommends that the IRS continues to monitor taxpayer satisfaction
with these services, the number and types of taxpayers utilizing them, and how taxpayers are obtaining
those services that were formerly offered by TACs and are not delivered at the kiosks. In this way, the

% The National Taxpayer Advocate issued a Taxpayer Rights Impact Statement to Wage and Investment on
October 13, 2004 regarding this matter. Taxpayer Rights Impact Statement 2004-01: TAC Out-of-Scope
Questions (Oct. 13, 2004). On December 2, 2004, The Deputy Commissioner of Wage and Investment
advised the NTA that W&I would not eliminate this service at this time. The IRS maintains that the planned
initiative was designed to provide answers to out-of-scope questions more quickly, more accurately, and more
efficiently. The National Taxpayer Advocate, along with the Taxpayer Advocacy Panel and Low Income

SECGTION Taxpayer Clinic representatives continue to believe that this proposed initiative reduces face-to-face service and
increases the burden on taxpayers who not only need answers to their out-of-scope questions but also need
assistance with the underlying issue.
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IRS can determine whether it is adequately serving its customer base.® In addition, the National
Taxpayer Advocate encourages the IRS to look at the Social Security Administration (SSA) approach
to service delivery, an organization that is also struggling with increasing the availability of the types of
services accessible electronically. Currently, as SSA increases the number of services available electroni-
cally, they have continued to maintain the same level of face-to-face service. Grven the overlap between
the populations the IRS and SSA serves, the IRS should consider examining how SSA is able to
expand ils electronic services without sacrificing customers’ access to face-to-face service.
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The reduction in need-based return preparation being conducted by the TACs remains a concern.
While taxpayers are being encouraged to use other means, such as VITA and “Free File,” there

appears to be no follow up to ensure that taxpayers who were turned away from the TACs ultimately
recetved the return preparation assistance they needed. In FY 2004, the TACs experienced a decrease
in returns prepared while VITA sites experienced an increase. There is no indication that these tax-
payers simply sought the assistance of VITA in lien of going to a TAC. This could be a case of VITA
volunteers doing an exceptional job in assisting one group of customers, while TAC offices turned
another group of taxpayers away. The National Taxpayer Advocate strongly recommends that the
IR S monitor the effect of this change in services to ensure that taxpayers who are turned away are, in
Sfact, recerving the help they need.

The same concerns exist regarding changes to the transcript delivery system. The National Taxpayer
Advocate would again recommend that the IRS monitors the effect these changes have had on tax-
payers to ensure that while the changes may achieve short-term efficiencies, they create more burden for
taxpayers and the IRS in the long-run. In addition, the National Taxpayer Advocate encourages the
IRS 1o revisit its existing “extreme hardship™ exception, both to ensure that it is broad enough to
cover those taxpayers in serious need of assistance and to commit to additional training. The TAS
will share with the IRS and the Treasury Inspector General for Tax Administration (TIGTA) what
we have seen in the transcript cases that end up in our offices.

The National Taxpayer Advocate recognizes that, in certain circumstances, some smaller TAC offices
may be forced to temporarily close due to lack of staffing. The IRS should continue to monitor those
small sites to ensure that additional assistance remains available in the area and that taxpayers are
not forced to travel long distances or endure long commules in order to receive face-to-face assistance
Jrom the IRS. The fact that another office is available within 15 miles, as with Staten Island, is not
a reason for closing when the population to be served is so great and the commute for taxpayers is sig-
nificant.

In its response, the IRS emphasized that it is working to increase customer service by “effectively deliv-
ering the right services.” The IRS has failed to identify the way it has determined what those “right
services” are, other than the IRS’ own definition of efficiency. Moreover, the IRS has stated that it has

% This research could involve a survey of taxpayers who use the kiosks to determine whether the services they
needed were available at the kiosks; of those services that were available, how many of them did they have a
need for; and how taxpayers obtained those not offered at the kiosks.
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“expanded inventory driven collection work focusing on a non-compliant segment of the population...”
This statement appears to be in direct conflict with a later one where the IRS disagreed with TAS’
assessment that IRS is “shifing away from information and filing assistance toward the traditional
compliance roles of examination and tax collection.” 1If. as the IRS has admitted, it is expanding its
collection work in TACs, and if this new work is being accomplished by the current workforce, then one
can only conclude that traditional pre-filing services are being reduced. Expanding the collection servic-
es being offered with the same level of resources previously dedicated mainly to pre-filing activities can
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only result in a reduction of pre-filing service available to taxpayers.
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The National Taxpayer Advocate agrees that it is appropriate for TACs to provide face-to-face assis-

tance with examination and collection matters as well as account issues. She does not agree, however,
that this post-filing face-to-face assistance should come at the expense of pre-filing face-to-face assis-
tance. The IRS cannot ignore the fact that it is reducing pre-filing face-to-face assistance by simply
redefining the term “pre-filing.”

Moreover, while the IRS says it has no indication that the increase in compliance activities will dis-
courage taxpayers from visiting the TACs, they also have done no testing to ensure that this is the
case. Similarly, while the resources dedicated to compliance and collection activities in the TACs are
small (less than one percent), they provided no estimate of what percentage of their resources would be
dedicated to these activities going forward. Even a one or two percent increase would represent a
significant change.

In its response, the IRS justifies reducing the availability of tax preparation in the TACs by the
increased preparation service conducted through the VITA, military, and TCE programs. While the
IRS may administer the VITA, military and TCE programs, the IRS does not provide these return
preparation services. Community organizations and other groups run the sites and volunteers pre-
pare the returns.” While the IRS can take credit for recruiting and providing support for these
VITA, military, and TCE sites, they are not a replacement for the IRS’ own responsibility to assist
taxpayers with their return preparation.”

The current actions of the TACs are diluting the pre-filing services being offered to taxpayers. The
IRS is applying the same resources to providing more services at the TACs, including a move
towards compliance activities. This has resulted in_fewer resources being dedicated to pure pre-filing
actrvities in a face-to-face setting. Without conducting specific research, into what services taxpayers
need in a face-to-face environment, the IRS cannot be sure that the changes they are making are not
having a negative impact on the taxpayers they are serving. Nor can they be sure that the TACs are
“efficiently delivering the right services,” as the IR S asserts they are.

%" The National Taxpayer Advocate recognizes that some IRS employees run VITA sites and volunteer to prepare
tax returns; however this is done on the individuals’ own time and is not a service provided by the IRS.

SECTION %8 This report contains a detailed discussion of the VITA Program and the problems that arise when program
oversight and support roles and responsibilities are unclear. See Problems in the Volunteer Return Preparation
Program, infra.
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We realize that, at heart, this is not an IRS issue. Congress needs to ensure that the IRS has the

appropriate resources to deliver both a vigorous examination and collection strategy and customer

service. In trying to reinvigorate and modernize its post-filing strategy, the IRS is correctly applying
greater resources to those initiatives. But this refocusing comes at a cost to pre-filing services, which

are vital for continued taxpayer compliance. Congress must keep this in mind when appropriating

IRS funds and when exercising its oversight authority.

RECOMMENDATIONS
The National Taxpayer Advocate recommends that the IRS:
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Continue to monitor taxpayer satisfaction with pre-filing services, as well as the number and
types of taxpayers utilizing them, to determine whether the IRS is adequately reaching its

entire customer base.

Examine how the Social Security Administration (SSA) is able to expand its electronic serv-
ices without sacrificing customers’ access lo_face-to-face service.

Monitor the effects of the change in return preparation services at TACs to ensure that tax-
payers who are turned away are receiving the help they need.

Monitor the effects of the change in the transcript delivery system at TACs to ensure they have
not increased burden on either taxpayers or other IRS functions.

Revisit the existing “extreme hardship” exception for the transcript delivery system to ensure
that it is broad enough to cover those taxpayers in serious need of assistance.

Provide additional training to employees on the “extreme hardship” exception, including real
life examples, so employees will know when they are presented with a request that meets the
exception and take appropriate actions to assist the taxpayer.

Continue to monitor those small sites that are being forced to close either permanently or tem-
porarily and ensure that additional assistance remains available in the area and that
taxpayers are not forced to travel long distances in order to receive face-to-face assistance from
the IRS.

Conduct research to identify what services should be offered at the TACs and kiosks and deter-

mine whether the existing service offerings at each location actually meets taxpayers’ needs.

2004 ANNUAL REPORT o TAXPAYER ADVOCATE SERVICE 25



-]
=
[
=
[T
]
—
o«
[
=

)
=
dd
—
ea
o
o=
a.

SECTION

ONE

26

PROBLEM
TOPIC A-3

MOST SERIOUS PROBLEM: TAXPAYER ACCESS - REMOTE INTERACTION

RESPONSIBLE OFFICIALS
Henry O. Lamar, Jr., Commissioner, Wage and Investment Division
Kevin M. Brown, Commissioner, Small Business/Self Employed Division

DEFINITION OF PROBLEM

The IRS offers customer service through face-to-face contact, or remote interaction via
one of the following media: (1) telephone, (2) Internet, (3) kiosks or (4) correspondence.
In an attempt to improve efficiency, the IRS encourages taxpayers to use more of its “self-
assistance” customer service through remote access. However, the IRS faces significant
challenges in providing taxpayers with the level and types of service that they require.
Specifically, the IRS is not adequately funding various remote access applications to meet
the growing taxpayer demand. As a result, taxpayers encounter the following problems:

¢ The demand for service through the remote applications exceeds available IRS
resources.

¢ The Automated Answering System (AAS) menu and instructions are considered
one of the main sources of dissatisfaction among surveyed taxpayers.?

¢ Electronic Tax Law Assistance (ETLA), through which taxpayers can email ques-
tions to the IRS, is difficult to access because the link is no longer posted on the
IRS homepage.®

¢ Poor oversight of the Kiosk Program results in kiosks providing old or inaccurate
information. In addition, the IRS does not effectively inform taxpayers of kiosk
locations.*

While taxpayers contact the agency with inquiries related to examinations and collections,
this Most Serious Problem will not address inquiries related to such functions. This dis-
cussion addresses issues of general access to the IRS for taxpayers who are not responding
to notices from the agency.’

'

For example, Enterprise Snapshot, September 30, 2004 shows that 85,739,200 attempts were made to call the
enterprise system. However, approximately 26 percent of the calls were unanswered or abandoned.

~

Internal Revenue Service Customer Satisfaction Survey, Toll-Free W&I National Report Covering January
through March 2004, Open Ended Insights, 21 (May 2004).

The ETLA link can now be accessed by going to the official IRS website, selecting the site map, and then
selecting “Help with Tax Questions.”

w

IS

Treasury Inspector General for Tax Administration, The Effectiveness of the Kiosk Program Cannot Be Determined,
Reference No. 2004-40-151, 1 (Aug. 2004).

This discussion will not include issues related to automated collection system (ACS), the automated under-
reporter process (AUR), the federal payment levy program (FPLP) and the substitute for return program (SFR).
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ANALYSIS OF PROBLEM

Background

Customer Account Services (CAS), which is part of the Wage & Investment (W&I)
Operating Division, oversees most taxpayer interactions that are not “face-to-face.” Prior
to October 1, 2004, CAS had employees in both W&I and the Small Business/Self
Employed (SBSE) Operating Division. Effective October 1, 2004, all CAS activities were
realigned to W&I in an effort to eliminate redundancy and duplication, streamline and
enhance communication, and better utilize resources while continuing to improve per-
formance.’

Remote interaction with the IRS includes telephone, correspondence, and e-mail inquiries
from millions of taxpayers annually.” The questions posed by the taxpayers cover a wide
variety of issues such as tax planning, return preparation, filing, and return and payment
processing.? Taxpayers may either contact the IRS directly through the remote applica-
tion or be referred to the application by a Taxpayer Assistance Center (TAC) employee.
For a more detailed discussion of the referral of taxpayers to remote applications due to
the complex or “out of scope” nature of their tax law questions, see the Most Serious
Problem, Taxpayer Access — Face-to-Face Interaction.

Taxpayer Demand

The IRS continues to direct taxpayers away from face-to-face options and toward more
efficient remote applications. While there will always be a population of taxpayers requir-
ing face-to-face assistance,’ certain taxpayers can navigate and actually prefer the types of
assistance that can be effectively delivered though remote applications.” A recent survey
conducted by the Pew Internet & American Life Project found that 51 percent of the peo-
ple tend to prefer to contact the government (whether Federal, state or local) by telephone
when they need to disclose information for personal tax questions.*

Despite significant improvement in the Toll-Free system over the last few years, customer
demand continues to outpace available resources, and the complexity of the tax law has
not diminished. As a result, CAS is driven to determine how to match up each inquiry
with the right source of information for the most efficient operation.

¢ SB/SE Realignment Website (IRS intranet), at http://shse.web.irs.gov/SBSE_realignment.htm.
" IRS Wage & Investment Division, Strategy ¢ Program Plan FY 2004 - 2005.

® The Frequently Asked Questions (FAQ) link on the IRS website lists over 90 tax topics, which include such
categories as itemized deductions, Social Security income, child care credit and filing requirements.

° IRS Wage & Investment Division, Strategic Assessment, Fiscal Year 2005, 1.

Ry 2003 E-Mail System Customer Satisfaction Survey Results (for September 2003, 85 percent of respondents
stated they would use this E-mail service in the future).

" Pew Internet & American Life Project, How Americans Get in Touch with Government, 22 (May 25, 2004).
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Telephone Assistance

Access to Toll-Free telephone assistance was among the most serious problems encoun-
tered by taxpayers in the 2001 Annual Report to Congress.” It remains a challenge for the
IRS to balance its resources with the level of service required to meet increased demand.*
Toll-Free experienced an increase of approximately 18 percent in total call attempts from
the 2003 filing season to the 2004 season. During the same period, the IRS experienced a
minimal increase in primary abandons, when viewed as a percentage of total call attempts,
and a significant decrease in blocked calls.** Moreover, the IRS has reported that the level
of service (LOS)® for CAS Toll-Free has risen to approximately 87 percent in fiscal year
(FY) 2004 from approximately 80 percent in FY 2003.** We commend the IRS for achiev-
ing this level of service, but problems and challenges remain.
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While access to the Toll-Free service appears to be improving, the Treasury Inspector
General for Tax Administration (TIGTA) has noted that the system experienced a signifi-
cantly higher rate of call abandons than is considered optimum for the call center
industry.”” The IRS has no technology to determine at which point during calls the tax-
payers hang up. However, the IRS plans to deploy new technology in early January 2005
which will help identify this information.”

Taxpayers who are able to access the system utilize the Automated Answering System
(AAS) menu, a tool for directing incoming phone traffic with no initial use of human
resources. ldeally, the AAS frees up customer service representatives to answer questions,

*2 National Taxpayer Advocate, Annual Report to Congress, Publication 2104, 9 (Rev. 12-2001).

3 Treasury Inspector General for Tax Administration, Taxpayers Experienced Improved Access to Toll-Free Telephone
Services During the 2004 Filing Season, Reference N0.2004-30-144, 3 (Aug. 2004).

™ A call attempt is considered a “primary abandon” if the caller hangs up before reaching an assistor queue for a
CSR. “Blocked calls” occur if a circuit is unavailable or if the queue has reached a defined threshold. If a call
is “blocked,” the taxpayer receives either a busy signal or is told to call again. Approximately 50 million tax-
payers attempted to call during the 2004 filing season compared to 42 million during the 2003 filing season.
During the 2004 filing season, 6.7 million taxpayers (13.5 percent) were disconnected before reaching the
queue of customer service representatives as compared to 5.4 million (12.8 percent) during the 2003 filing sea-
son, In the 2003 filing season, approximately 1.3 million calls were blocked as compared to under 800,000 in
the 2004 filing season. Treasury Inspector General for Tax Administration, Zaxpayers Experienced Improved
Access to Toll-Free Telephone Services During the 2004 Filing Season, Reference No. 2004-30-144, 3-13 (Aug. 2004).

15 CSR Level of service (LOS) measures the relative success rate of taxpayers that call for Toll-Free services seek-
ing assistance from CSRs. CSR LOS is calculated by dividing the number of calls answered by CSRs the total
call attempts of callers attempting to reach the CSR queue (Essentially, CSR LOS measures the percentage of
customers who want to reach a CSR and who are successful). Total call attempts is the sum of calls answered,
calls abandoned by the caller, and calls that receive a busy signal. CAS Data Dictionary, at http://joc.enter-
prise.irs.gov/new/josh/reports, 1.

'S Enterprise Snapshot Report, Week Ending September 30, 2004.

*" The optimum disconnect rate for the call center industry falls between the range of 3 and 5 percents, which is
significantly less than 13.5 percent experienced by the IRS; Treasury Inspector General for Tax Administration,
Taxpayers Experienced Improved Access to Toll-Free Telephone Services During the 2004 Filing Season, Reference No.

SECTION 2004-30-144, 10 (Aug. 2004).
' Treasury Inspector General for Tax Administration, Taxpayers Experienced Improved Access to Toll-Free Telephone
NE Services During the 2004 Filing Season, Reference No. 2004-30-144, 11 (Aug. 2004).
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instead of simply identifying the topic and transferring the call to an assistor with the nec-
essary skills.

In a 2004 W&I customer satisfaction survey on the Toll-Free service, taxpayers gave some
of the lowest satisfaction ratings to items related to the AAS menu system.” Specifically,
40 percent of dissatisfied callers indicated they had difficulty navigating the AAS system
due to the lack of appropriate menu options, the sheer number of options, or vague
descriptions of the options. Eighteen percent of the dissatisfied complained that they
were placed on hold for too long.”

Given the call volume, the National Taxpayer Advocate believes that it is reasonable for
the IRS to attempt to automate many inquiries, such as refund questions. However, cer-
tain types of calls are best served by contact with a live customer service representative.
Determining which questions fall into which category is a daunting challenge for the IRS,
depending in part on the taxpayer’s own ability to understand the choices and correctly
select from the menu.

In addition to the workload analysis (e.g., the number of calls, disconnects and primary
abandons), and customer satisfaction surveys, the IRS does not seem to track data and
conduct analytical research to determine:

The reasons taxpayers are calling;

Exactly what causes taxpayers to be confused about the Toll-Free menu system;
and

¢ The reasons taxpayers disconnect and whether they actually call back.

In a customer satisfaction survey sponsored by SB/SE, taxpayers expressed frustration
with the quality of service received from the customer service representative (CSR). The
survey found that 43 percent of the customers who felt their issue was not resolved by the
first call actually contacted the IRS more than once about the same problem. Of those
who called multiple times, 46 percent received different answers.” The same survey
found that satisfaction with service declines as the following items increase: (1) the num-
ber of calls placed by the taxpayer about each issue, (2) the frequency of transfers and (3)
the length of the call. Further, respondents to the survey understandably indicated they
were less satisfied with the Toll-Free service when they received different answers to the
same question on different calls.”?

** Internal Revenue Service Customer Satisfaction Survey, Toll-Free W&I National Report Covering January
through March 2004, Satisfaction Ratings, 13 (May 2004).

% Forty (40) percent of the callers dissatisfied with the AAS indicated that they had difficulty navigating the sys-
tem. Id. Open Ended Insights, 21 (May 2004).

2! 4, Report Summary, 6 (May 2004).
% Id, Satisfaction Ratings, 24-25 (May 2004).
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Referral Mail

Referral mail (R-Mail) is used within the Telephone Routing Interactive System (TRIS) as
a workload distribution system to automate support for tax law telephone referrals.® An
R-Miail inquiry is generated when a taxpayer poses a tax law question which has been pre-
determined to be an R-Mail topic. R-Mail assistors typically have extensive knowledge of
the tax law topic to which they are assigned. During the 2004 filing season, the pre-deter-
mined categories of questions referred to the R-Mail application included these
wide-ranging topics:
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1) capital gains and losses,

2) partnership and corporate taxation,

3) depreciation and the sale of business,

5) estate and gift taxes,

(
(
(
(4) rental property,
(
(6) international aliens, and
(

7) trusts and fiduciary.*

R-Mail received approximately 310,000 calls in the 2004 filing season, an increase of
approximately ten percent over the previous year.”

When a tax law question falls into a predetermined R-Mail category of topics, the
taxpayer is advised that the call must be transferred to an R-Mail screener, an employee
with access to the R-Mail system who will input the request for assistance. The request is
logged into the system and the taxpayer is advised that an assistor will respond later.
Typically, taxpayers receive responses from R-Mail assistors by phone within three busi-
ness days. R-Mail assistors are required to make two attempts on two different days to
reach the taxpayer by phone, and the Internal Revenue Manual (IRM) instructs those who
do not reach the taxpayer to leave a voicemail message or send a “No Contact” letter.”®

Some inherent problems with the system are:

& The inquiry will be closed if the taxpayer is unavailable when the assistor calls. The taxpayer
will usually receive a response by phone within three business days. However, if
the R-Mail assistor cannot reach the taxpayer after the required two attempts on
two different days, the inquiry will be closed out and the assistor will either leave a

% SBSE Newsletter for employees in Compliance Area 1 and 2 and Tec Area 1, Vol. 3 Issue 1, 7 (Jan. 2004).

% Briefing by W&, Accounts Management (Dec. 3, 2004); RMail Weekly Inventory Report, Data For Week
Ending May 8, 2004; Email from Director of CAS Consolidations to the National Taxpayer Advocate (Aug.
12, 2004).

% During filing season 2003, R-Mail received approximately 281,000 calls. Briefing by W&I, Accounts
SECTION Management (Dec. 3, 2004).

0 NE % |RM § 21.1.1.9; R-Mail Assistor Guide 2005, Automated Referral System.
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voicemail message or send a “No Contact” letter. Nothing in the IRM requires the
assistors to provide substantive answers to the tax law questions if they do not con-
tact the taxpayer by phone.” Under such circumstances, the taxpayer has the
choice of (1) contacting the IRS again, (2) finding another resource to resolve the
issue or (3) just giving up.®

& The R-Mail assistor may not completely answer the question in a written response. The R-
Mail assistor pulls the tax law questions from an automated menu system. An
assistor who cannot reach the taxpayer by phone will provide a substantive tax law
response in the “No Contact” letter if the inquiry is clear and contains enough
facts to be answered in writing.” In these circumstances, the taxpayer does not
have the opportunity to clarify the issue with the assistor before receiving the writ-
ten response.* Although the assistor believes the query is clear and complete,
there is a risk that the taxpayer will receive a written response that does not neces-
sarily answer the taxpayer’s question.
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During FY 2004, the IRS conducted no surveys of taxpayer opinion on the written
responses received through R-Mail. It is unclear whether the IRS tracks data to deter-
mine: (1) the number of taxpayers who receive written responses, (2) whether taxpayers
were satisfied with the responses, (3) how many of those who received written responses
re-contacted the IRS for additional assistance with the same issue, and (4) whether the
response was accurate.

Electronic Tax Law Assistance

Electronic Tax Law Assistance (ETLA), a service provided through a link on the official
IRS website, allows taxpayers or practitioners to e-mail tax law questions directly to the
IRS. The link was formerly known as “Ask the IRS,” but has been renamed “Help with
Tax Questions.” The system is designed to allow employees to pull responses from the
database of pre-written answers and, thus save time researching and responding to fre-
quently asked questions.

Taxpayers have responded favorably to ETLA, which allows them to bypass the wait and
menus associated with phone inquiries. Although e-mail is not immediately interactive,

“|IRM 21.1.1.9(5).

% The R-mail program directly contributes to the volume of calls received by the toll-free sites which directly
affects the levels of service and access the IRS is able to provide The IRS customer satisfaction surveys have
consistently documented the direct correlation between the number of calls to the IRS and the level of satis-
faction. IRS Customer Satisfaction Survey Toll-Free SB/SE National Report covering January through March
2004, page 21, states that 43 percent of customers are calling more than once about the same issue, and that
taxpayers that make multiple calls rate their overall level of satisfaction lower than those taxpayers that have
their issues resolved more quickly.

# R-Mail Assistor Guide 2005, Automated Referral System.

%0 R-Mail Training FY-2004 Assistor Excellence Training Complete Response Instructor Guide, page 4, notes that
failure to ensure that the taxpayers understand the response and did not have follow-up questions is a com-
mon enough error to require coverage in training.
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accessibility to the IRS is superior with respect to the phone.* Approximately 90 percent
of customer satisfaction survey respondents stated they would use ETLA in the future.®
While a recent study conducted by the IRS Oversight Board found the Toll-Free service to
be the main service taxpayers would use for assistance with a tax issue,® another recent
study by Pew Internet & American Life Project also found a steady upward trend in the use
of the Internet to contact Federal, state and local government agencies, as Internet users
tend to use e-government services to research general information and look up documents.*
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Despite the survey findings, CAS has never favored promoting, “Ask the IRS,” because
the ETLA program poses a significant demand on the organization’s resources. Between
typing responses and attempting to cover many areas of tax law,* representatives generally
process two inquiries per hour.*® There is a further concern that a portion of the tax law
questions posed on ETLA would never be asked at all if the program did not exist.”

During FY 2004, the IRS was ill-equipped to deal with an unexpected increase in demand
for ETLA. For the 2004 filing season, the IRS only anticipated a ten percent increase in
ETLA volume over the 2003 season.® However, ETLA receipts surged by approximately
36 percent during January 2004.* During the first five weeks of calendar year 2004, ETLA
receipts numbered approximately 44,000 as compared to approximately 34,000 for the
same period in 2003. Thus, the IRS received approximately 6,000 more ETLA questions
than anticipated.”

In response to the overwhelming demand for ETLA, W&I took steps to mitigate the prob-
lem. Despite clear evidence that taxpayers viewed ETLA as a valuable tool for obtaining

1 FY 2003 E-Mail Customer Satisfaction Survey, Results monthly reports and Project 2.07, ii (April 2001), report
on the Benefits of “Ask the IRS” Electronic Tax Law Assistance, 33.

%2 FY 2003 E-Mail System Customer Satisfaction Survey, Results for each month from November 2002 through
September 2003.

% IRS Oversight Board, Annual Report 2004, Appendix 2: Taxpayer Attitude Survey 2003, vi-vii.
* Pew Internet & American Life Project, How Americans Get in Touch with Government, 20-21 (May 25, 2004).

% ETLA currently precludes the dialogue that allows a telephone representative to narrow the question and
establish specific details to formulate a targeted answer.

% Office of Customer Account Services (March 31, 2004); IRS Enterprise ETLA — Internet E-mail Data
Warehouse, FY 2003 ETLA Plan1 (700-60100).

¥ A recent survey found that the “Internet has an additive effect on the overall frequency of contacting govern-
ment.” The study looked at how people contact all levels of government, whether Federal, state or local.
Further, the study found that the frequency of Internet contact may be attributable to people expressing their
opinions. Pew Internet & American Life Project, How Americans Get in Touch with Government, 26 (May 25, 2004).

% W&l Strategy and Program Plan 2001-2003, 98 (Forecasts ETLA receipts at 223,877 for FY 2003); FY 2004
Customer Account Services Work Plan, Planning Assumptions, 10.

* Analysis of ETLA Weekly Inventory Reports: Enterprise Receipts (less deletes) for Week 5, 2003 = 10,907;

2004 = 14,834.
SECTION “ The five weeks actually started Dec. 28, 2003. W&I expected a ten percent increase in the ETLA receipts over
the 2003 filing season numbers which would have been approximately 38,000 receipts. FY 2004 Customer
0 NE Account Services Work Plan, Planning Assumptions, 10.
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tax assistance, W&I moved the ETLA link from its prominent location on the IRS home-
page to the Site Map for the website sometime during the sixth week of 2004.
Subsequently, total ETLA volume for filing season 2004 decreased significantly from the
previous year.” ETLA receipts for weeks 6 through 10 totaled approximately 46,000 for
FY 2003 and approximately 16,000 for FY 2004, a decline of approximately 65 percent.”
This time period begins in the month of February, which corresponds to increased levels
of attempts to contact the IRS. It appears that when deciding how to handle the increase
in ETLA receipts, the IRS resolved its dilemma without fully determining the adverse
impact its actions would have on taxpayers.

Through the following quote in the IRS Strategic Plan for 2005-2009, the agency indicat-
ed that it recognizes the importance of providing taxpayer services through the Internet.”

The internet has revolutionized our ability to serve taxpayers and their rep-

resentatives. WWe have used the internet to meet taxpayer demands for quick
access, user-friendly tools and better service, and we will continue to use the
internet to reduce burden. In the future we envision the public will be able
to conduct the vast majority of tax interactions electronically. We will con-
tinue to improve electronic filing, payment and communication services via
the internet.

However, despite the overwhelming demand for the ETLA program in FY 2004, the IRS
has decided to allocate its resources in a way that may not sufficiently support the
demand for FY 2005.* While making the ETLA link less visible keeps the volume of
questions down, it does not provide adequate customer assistance to taxpayers in need.
As the IRS strives to direct resources away from face-to-face contact and toward remote
interaction, it needs to analyze ETLA and provide an accessible product geared toward
the needs of taxpayers.

The National Taxpayer Advocate believes that the program should be developed and
implemented as originally intended: as an Internet-based self-help mechanism. Based on
artificial intelligence technology, the system was initially created to collect examples of
taxpayer questions and store the prepared answers in a searchable database, which would
be continually monitored for tax law updates and used to address future questions. The
proposed user-friendly interface would recognize common tax law questions posed in nat-

! Analysis of ETLA Weekly Inventory Reports: Total Filing Season Receipts through week 13: 2003 = 104,906:
2004 = 64,274.

2 Analysis of ETLA Weekly Inventory Reports.
RS, Strategic Plan 2005 - 2009, 8.

* SBSE/CAS/AM Program Impacts for FY05 Initial WP/Assumption Memo (Rev. June 2, 2004) states the FY
2005 ETLA Projection is based on volumes received during 1st Planning Period to March of FY 2005. FY
2003 data was used from March through September. A five percent growth factor was applied for FY 2005.
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ural language searches and retrieve the appropriate response without human intervention.
The natural language interface would also have the capability to search IRS publications
covering a variety of tax law topics. Further, the interactive system would prompt the
user to answer targeted questions in order to tailor the response to each taxpayer’s specific
facts and circumstances. More complex questions would still require a more specific and
detailed human response.” If the system was implemented and funded properly as a user-
friendly self-help desk, ETLA would provide an efficient service to taxpayers and
potentially reduce phone calls, freeing up assistors for face-to-face interaction or more
detailed and accurate remote interaction.
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Kiosk Program

The IRS introduced the Kiosk program in 1998 in an effort to broaden self-assistance cus-
tomer service. Since 1998, the IRS has spent over $650,000 to purchase, update and
maintain approximately 38 kiosks in Taxpayer Assistance Centers (TACs), post offices, fed-
eral and state government buildings, libraries and malls in 20 states. The kiosks provide
taxpayers with an alternative method of obtaining Federal and state tax forms as well as
answers to frequently asked questions.®

In a recent audit, the Treasury Inspector General for Tax Administration (TIGTA) found
the kiosk program lacks sufficient internal controls and management oversight to deter-
mine its effectiveness. TIGTA also reported that the information provided on the kiosks
was not current or accurate. Further, the IRS does not monitor existing and future kiosk
locations to determine the optimal placement. In its response to TIGTA, the IRS com-
mitted to addressing these issues.”

Despite the fact that the IRS is attempting to divert taxpayers from face-to-face to self-
assistance customer service, TIGTA also found the IRS lacks adequate means of educating
taxpayers about the benefits or locations of kiosks. The IRS only informs taxpayers of the
kiosk option on the official IRS website. However, most taxpayers using the site would
not need a kiosk, because the services offered by kiosks are also provided on the Internet.
Further, it is very likely that someone needing to use a kiosk cannot access or navigate the
IRS website. In response to the TIGTA audit report, the IRS committed to develop a
more meaningful process to educate taxpayers.*

Remote Access by International Taxpayers

Taxpayers who live overseas rely heavily on remote assistance. To obtain aid, these tax-
payers must either walk into IRS sites at U.S. embassies or deal with the IRS through the

“* IRS, Office of Atrtificial Intelligence Lab, currently the Office of Intelligent Business Solutions (April 16,
1998).

“® Treasury Inspector General for Tax Administration, The Effectiveness of the Kiosk Program Cannot Be Determined,
Reference No. 2004-40-151, 1 (Aug. 2004).

SEGTION " Id. at 4-7 (Aug. 2004).

0 N E “® Id. at 5-7 (Aug. 2004).
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Internet or telephone. Unfortunately, according to IRS plans for FY 2005, international
assistance is being reduced as follows:

¢ International hours of operation will be reduced by three hours.*

¢ The number of foreign assistance centers providing full face-to-face assistance
decreased by approximately 50 percent during FY 2004.%

Due to the decrease in the availability of face-to-face assistance abroad, many internation-
al taxpayers without the resources to hire tax professionals will be forced to either call a
non-toll-free IRS telephone line available to international taxpayers, submit questions
through ETLA, or use self-assistance methods, such as researching IRS publications avail-
able on the Internet.**

For a discussion of the problems associated with the processing of ITIN applications, see
the Most Serious Problem Processing ITIN Applications and Amended Related Federal Income
Tax Returns.

IRS COMMENTS

The IRS remains committed to providing top quality service to our customers, and we
agree that continuous improvement of our remote interaction service vehicles is an impor-
tant component of this goal. As the Taxpayer Advocate recognizes, we have made
significant improvements in the access to our primary remote interaction vehicle, Toll-
Free Telephone Service, and we continue to explore ways to meet customer needs in the
most efficient and cost effective way.

Telephone Assistance

We agree that there is still room for improvement in delivery of toll free service and chal-
lenges remain. Although significant strides have been made in improving the customer
experience over the last three years, we recognize that improvement of scripts and menus,
which direct the taxpayer to skilled customer service representatives (CSR), is needed.
Taxpayers abandon (hang up) while navigating these scripts in higher numbers than desired.

A barrier to our ability to reduce the number of primary abandons has been a lack of
available data about where in the scripts customers abandon. e are implementing
Internet Service Node (ISN), explained below, to overcome this problem.

“ Effective FY 2005, the Philadelphia Accounts Management Center (PAMC) will provide access to internation-
al assistance between the hours of 05:00am and 10:00am CT (plus queue). The FY 2004 PAMC hours were
05:00 AM to 1:00 PM.

%0 As of November 4, 2004, the IRS official website (http://www.irs.gov/localcontacts) stated that the IRS had
full-time permanent staff in three U.S. embassies and consulates (Berlin, London and Paris). Further,
http://Imsb.irs.gov states that, effective July 2, 2004, the Tokyo and Rome foreign assistance centers have
closed. The Mexico City foreign assistance center closed effective September 30, 2003. The closure of these
three sites reduced the number of available international sites by 50 percent.

°! SBSE/CAS/AM Program Impacts for FY05 Initial WP/Assumption Memo (Rev. June 2, 2004).
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The report references both the W&I and SB/SE Toll-Free Customer Satisfaction Survey
Reports for the period January - March 2004. While we continue to strive for 100 percent
satisfaction, it is important to note that the overall customer satisfaction rating reflected
in both surveys is 94 percent. The Customer Survey results cited in this report relate
only to the six percent of customers surveyed who indicated they were not satisfied with
the service they received. Although the data is generally correct, it may be misleading
without the perspective of the overall results.
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For example, page 6 states "...40 percent of dissatisfied callers indicated that they had dif-
ficulty navigating through the AAS system due to the lack of appropriate menu options,
the sheer number of options or the vague descriptions of the menu options.” However,
of all customers who completed the survey, only 2.4 percent indicated they were dissatis-
fied with these issues (40 percent of the 6 percent dissatisfied). Although continued
improvement in this area is needed, the analysis and actions described below appear to
have produced positive results. The January - March 2004 Survey reflects a statistically
significant improvement from the previous period (October - December 2003) moving
from 4.37 to 4.47 (on a 5 point scale) for "Ease of Understanding AAS Menu and
Instructions™ and 4.15 to 4.36 for "Finding Appropriate Menu Choice.”
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Regarding SB/SE taxpayers that expressed frustrations with the quality of service received
from the CSR, the report fails to mention that the overall satisfaction rating for this peri-
od was 94 percent. On a 5-point scale, the average rating was 4.65. This represents a
statistically significant increase from 4.55 for the parallel period the previous year
(January-March 2003), indicating that the customer's perceptions regarding Toll-Free serv-
ice have improved over time. We recognize that improvement is still needed to increase
the percentage of callers who believe their issues are resolved on the first call and to
ensure that they get the same answer if they do call more than once.

During FY 2003, the IRS implemented a series of “specialized” toll free numbers. This
initiative allowed segmentation prior to the customer going through streamlined scripts at
the network. The result was a significant reduction in the primary abandon rate of 6.3
percentage points from 19.1 percent (FY 2002) to 12.8 percent (FY 2003).

In addition, we conduct ongoing analysis to evaluate the following issues:

¢ The reason taxpayers are calling;

¢ Exactly what causes taxpayers to be confused about the Toll-Free menu system;
and

¢ The reason taxpayers disconnect and whether they actually call back.

The IRS is in the process of upgrading the infrastructure used to screen customers for the
FY 2005 filing season. Menus will be moved from the AT&T prompter to Internet
SECTION Service Node (ISN). This upgrade will provide the capability of determining the exact
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point at which customers are abandoning, which is a necessary starting point in determin-
ing which portion of the menus need to be changed to better meet customer needs. The
ISN infrastructure will also decrease the cycle time it takes to get changes implemented.

With the ability to identify problem areas and make the changes more quickly, the IRS
expects to be able to make data-driven decisions about script changes, aimed at reducing
the primary abandon rate. The IRS also plans to increase the use of Usability Testing for
any planned changes.

Referral Mail (R-Mail)

R-Mail is a workload distribution process used to maximize the significant number of
resources needed to respond to tax law questions during the filing season. Topics are
included in the program, not because they are “out of scope” for CSRs but, instead, due
to the sheer volume of questions in these categories.

Accounts Management is unable to maintain the number of highly skilled staff needed to
answer the significant increase in technical tax law questions during the short (three
month) filing season. Prior to implementation of enterprise call processing and call site
specialization, Compliance employees would be detailed to local call sites during the fil-
ing season to supplement the call site staff and assist in answering technical tax law
questions in these categories. The R-Mail system allows us to more efficiently utilize
TEC and Compliance resources regardless of their location.

Electronic Tax Law Assistance (ETLA)

ETLA was not designed nor envisioned to be a primary customer service delivery channel,
and when compared to our other service options, has served a relatively limited number
of customers. As the Taxpayer Advocate acknowledges in her report, toll-free service is
the method preferred by the majority of taxpayers seeking assistance with a tax issue.
Telephone assistance provides several benefits to the IRS and our customers that are not
found in an e-mail based system. \We believe that telephone service is preferable because:

¢ Access to a telephone is readily available to virtually all socio-economic strata of
our diverse customer base.

¢ It allows active two-way communication between the customer and our CSR allow-
ing clarification of the issues and facts to arrive at a correct answer. Due to
systemic limitations, ETLA does not allow for interactive communication between
the customer and CSR.

¢ The IRS can match customer questions to CSR skill levels and dynamically route
the call to an available CSR.

¢ Customer calls for tax law assistance can be answered more efficiently than
responding to tax law questions submitted by e-mail.
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During the past five years we have invested heavily in improving virtually every aspect of
our toll-free service. Each year we are making substantial progress toward achieving our
goal of improving telephone service. Allocating appropriate levels of staffing to provide
e-mail tax law assistance to a large volume of e-mail inquiries would diminish the staff
available to provide customer-preferred telephone service.

We will continue our efforts to effectively use the Internet as a tool to deliver information
and broad market-based interactive self-service assistance options. However, while web
features such as Frequently Asked Questions, Tax Trails, and access to forms and publica-
tions provide information to our customers in a cost effective manner, with current
technology, ETLA is not a purely self-service application, but, as mentioned above, com-
petes for limited resources with our toll-free service. Therefore, we do not plan to
increase the prominence of the ETLA feature for the 2005 filing season, except for over-
seas customers.
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We are continuing to explore ways to improve the efficiency and effectiveness of ETLA.
We have recently initiated a project which will evaluate the applicability of Natural
Language search engine technology to our business. We hope that this technology can
improve the accuracy of self-service queries and allow the kind of user-friendly, interactive
interface for ETLA that the Taxpayer Advocate references in her report. Implementation
of such technology would be dependent on funding priorities, and therefore would most
likely not be realized until FY 2007, at the earliest.

Kiosk Program

We are in the process of reassessing our long-term strategy for kiosks and other initiatives
designed to provide taxpayers with self-service delivery methods. When completed, our
strategy will identify the long term goals, procedures, and measures needed to ensure that
taxpayers not requiring face-to-face assistance have alternative self-service tools.

We also plan to develop guidelines and strategies to improve oversight of the program,
and to develop a process to educate taxpayers on the benefits of the Kiosk Program,
including the locations of kiosks.

To address TIGTA's findings, we have committed to implementing the corrective actions
detailed below:
Internal Control and Management Oversight

Develop a standardized operational review guide for the Kiosk Program to ensure
consistency in the review process.

¢ Develop guidelines for analyzing kiosk information to identify trends, issues, and
areas needing improvement.

SECTION

38 MOST SERIOUS PROBLEMS EnCOUNTERED BY TAXPAYERS




MOST SERIOUS PROBLEM: TAXPAYER ACCESS - REMOTE INTERACTION TOPIC A-3

¢ Develop a Kiosk Checklist requiring field personnel to certify annually that the
information on the kiosks is current and accurate, and the kiosks are operating as
intended.

¢ Kiosk Usage and Customer Satisfaction

¢ Develop guidelines for analyzing usage reports and other information on the
kiosks to identify trends, issues, and areas needing improvement.

¢ Install the newly developed Customer Satisfaction Survey on all kiosks. We
will use the survey results to determine taxpayer satisfaction with the services
received and to determine whether additional services or information is
needed to help taxpayers meet their tax obligations.

¢ Optimal Location of Kiosks. Use the Service Delivery Model (SDM) to determine
the optimal location of kiosks. The SDM provides data on where our services are
located in relation to where taxpayers live. We use the SDM to determine if we are
meeting our goal of providing service to 85 percent of taxpayers within a 45-
minute commute of a Taxpayer Assistance Center or alternate delivery vehicle.
Alternate delivery vehicles include kiosks, mobile units, and alternate sites such as
shopping malls and community centers.

¢ Taxpayer Education on the Benefits and Locations of Kiosks

Initiate discussions with the Department of Housing and Urban Development
(HUD) to determine the feasibility of using HUD’s kiosks to expand access to IRS
information.

¢ Develop a communication plan to educate taxpayers on the benefits and locations
of kiosks. We believe this effort will be very beneficial in reaching taxpayers need-
ing the services offered on kiosks.

¢ Involve our Multilingual Initiative (MLI) Project Office in an effort to ensure infor-
mation on the kiosks meets the needs of taxpayers who do not speak English. We
will use the information maintained by the MLI Project Office to identify lan-
guages, other than Spanish, needed on the kiosks.

Remote Access by International Taxpayers

IRS continuously seeks to find a balance between high-quality service delivery and effi-
cient use of resources. The Taxpayer Advocate is correct that we have had to make
adjustments to how, where and when we offer services to International Taxpayers, to
ensure a more focused use of our resources.

We have eliminated telephone service between 10:00 pm CT and 1:00 am CT for
International customers. This decision was based on the very small customer demand for
service during these three hours, representing only 1.4 percent of the daily demand, and
averaging less than four calls per hour.
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Although it is true that the number of foreign assistance centers providing full face-to-face
assistance decreased during FY 2004, the majority of contacts from overseas customers are
generally via telephone and correspondence, rather than face-to-face walk-ins. Taxpayers
are directed to call the Philadelphia International call center or send their correspondence
there. We also continue to conduct filing season tax assistance tours and plan to visit 43
cities around the world during the FY 2005 filing season. During the FY 2004 filing sea-
son, over 2000 walk-in customers were assisted via this service, and 1,184 tax returns were
prepared.

(-]
—J
ew
bl
s
i |
-
A
e =
eﬂ-
=

We are planning to improve the placement of the web site link to ETLA for International
customers, to make this service more easily accessible to this specialized customer group.

TAXPAYER ADVOCATE SERVICE COMMENTS

We commend the IRS for implementing various initiatives to improve the quality and accessibility of
self-help applications. 1o maximize the cost savings associated with each of the remote applications, the
IRS needs to ensure that they are properly designed. Increasing the efficiency and quality of customer
service provided by each application would have the ultimate effect of freeing up resources which the
National Taxpayer Advocate believes should be allocated to further improve customer service.

The IRS points out that it received a 94 percent customer satisfaction rating. This is remarkable
achievement and we applaud the IRS for its success. Nevertheless, based on the IRS’s numbers, 2.4
percent of the callers expressed dissatisfaction with the menu options. While this percentage might
appear insignificant, considering that there were over 70 million call attempts into the Toll-Free sys-
tem during FY 2004, 2.4 percent amounts to a significant number of dissatisfied callers.”

The implementation of the Internet Service Node (ISN) will provide extremely useful data to deter-
mine exactly when Toll-Free customers are hanging up and we commend the IRS for doing this. In
addition to the ISN, the IRS should test its menus- through cognitive and behavioral testing- before
any future menu redesigns are implemented. This type of analytic research would help the IRS under-
stand the reasons customers hang up and, thus, avoid future problems.

While Toll-Free assistance may be the primary method to seek assistance, the IRS must acknowledge
taxpayers’ favorable response to ETLA. The fact that receipts surged once the link was prominently
located on the website indicates that taxpayers clearly demand this remote access application.
Although each application must compete for limited resources and ETLA, as currently designed, is
not as cost-gffective as other applications, the IRS should attempt to meet the demand for ETLA by

%2 Enterprise Snapshot, Week Ending September 30, 2004. Applying the 2.4 percent figure to the 70,877,058 net
call attempts results in approximately 1.7 mil. However, it must be noted that this number does not necessari-
ly translate to the number of dissatisfied callers, because some callers make several attempts before they receive
the information they need. Further, although the 2.4 percent figure is derived from a customer satisfaction

SECTION survey conducted between January and March 2004, we are applying the percentage to the entire fiscal year to
0 NE illustrate the potential number of callers who had a problem with menu options during the entire fiscal year.
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making it more accessible to both domestic and international taxpayers.”® Rather than merely devot-
ing more resources o the application, the IRS should continue to explore ways to improve the design
of ETLA to make it a more cost-effective self-help mechanism. We are optimistic that the IRS’s newly
initiated program to make ETLA more interactive and user-friendly will eventually result in a more
efficient program that meets taxpayer demand.

Finally, the planned Kiosk program initiatives should greatly improve the access and quality of the
customer service provided through this remote application. As previously discussed, it is important
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that the IR S educate taxpayers regarding the benefits and locations of kiosks through media other
than the Internet. Nonetheless, the IRS indicated that kiosks are considered “alternate delivery vebi-
cles” which count toward meeting the goal to provide service to 85 percent of taxpayers within a

45-minute commute. The National Taxpayer Advocate does not believe that kiosks are a suitable
replacement for the face-to-face service taxpayers recerve at a Taxpayer Assistance Center, mobile unit
or alternate site.

RECOMMENDATIONS
In addition to the initiatives described by the IRS, the National Taxpayer Advocate recommenda-

tions include:

& The IRS must educate taxpayers on the advantages and short-comings of using remote assis-
tance. This involves informing taxpayers of the services available to meet different needs as
well as the benefits and limitations associated with each application. This information will
prepare taxpayers as to what they should expect and prevent future frustrations.™

& W should conduct a real-time study during filing season that would ask randomly selected
Toll-Free customers whether they had called previously regarding the same issue. If so, the sur-
vey should question why the customers felt the need to call again (i.e., clarification, confusion,
partial answer, follow-up question, etc.) and whether they recerved consistent advice during
the multiple calls. The findings would facilitate strategic planning to reduce the unnecessary
burden on the system by eliminating the customers’ perceived need to make multiple calls. For
example, the findings may assist the IRS in determining how to address these issues through
employee training or changes to the Probe and Response Guide.

& Rather than merely conducting customer satisfaction surveys, the IRS needs to take a more
proactive approach to determining the exact obstacles taxpayers face while they navigate
through the Toll-Free system. This research could take the form of a learning lab, which would
test different approaches and scenarios on_focus groups, comprised of a representative sample
of individuals, to understand how they navigate through the system and the optimal way to
design the system to make the directions and menu options more user-friendly.

% See Government Accountability Office, Tax Administration: IRS Improved Performance in the 2004 Filing Season,
But Better Data on the Quality of Some Services Are Needed, GAO-05-67, 24 (Nov. 2004).

* For example, the IRS could publish a simple paper brochure titled “Getting Help from the IRS,” which
explains the various customer service options in different languages.
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& The IRS should conduct customer satisfaction surveys of those taxpayers who recerve written
responses through R-Mail. The respondents would be asked to rate their experience and
whether the IRS response was timely, accurate, and completely addressed the question.
Further, respondents should indicate whether they needed to re-contact the IRS for additional
assistance on the same issue.

& The IRS should explore developing ETLA as it was originally intended - a more cost-¢ffective

self-help application. By utilizing artificial intelligence, taxpayers could retrieve answers to

common questions without human interaction so that resources would be available for more
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complicated questions.

& The IRS should review the experience of Federal, state and local organizations, as well as
organizations in the private sector, which utilize kiosks as a service delivery option. Did the

kiosks replace other types of services? After a number of years in operation, how did customers
rate the services provided at kiosks?¢

SECTION
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PROBLEM
TOPIC A-4

MOST SERIOUS PROBLEM: ACCURACY OF TAX LAW AND ACCOUNTS ASSISTANGE

RESPONSIBLE OFFICIAL
Henry O. Lamar, Jr., Commissioner, Wage and Investment Division

DEFINITION OF THE PROBLEM

The complexity of the tax law leads many taxpayers to seek IRS assistance in dealing with
their tax obligations. A 2003 survey conducted by the IRS Oversight Board found that
taxpayers heavily rely upon IRS services for their tax information and advice.!

As the tax law increases in complexity, the IRS faces even greater challenges in providing
accurate, specific, and helpful answers to taxpayers’ questions. The IRS is not meeting its
own goals for the accuracy of tax law responses provided to taxpayers by the Toll-Free
Telephone Assistance service (Toll-Free).” Despite initiatives taken by the Wage and
Investment Operating Division (W&I), tax law accuracy rates have continued to slide
from fiscal year (FY) 2002 through FY 2004.°

The accuracy rates for both the Toll-Free and the Taxpayer Assistance Centers have been
the subject of numerous recent audits by the Treasury Inspector General for Tax
Administration (TIGTA). Two TIGTA audits on the accuracy of Toll-Free accounts and
tax law information resulted in even lower accuracy rates than reported by the IRS.* The
IRS strongly disagreed with the findings of the TIGTA audit on the accuracy of Toll-Free
account calls.® In a separate audit, TIGTA found that while accuracy rates appear to have
improved in the IRS’s Taxpayer Assistance Centers (TACs), TAC employees still experi-
ence problems following operating procedures.’®

-

The survey found that 83 percent of respondents considered IRS representatives their “most heavily relied
upon source of tax information and advice.” Additionally, the survey found that 83 percent relied on paid tax
professionals, 82 percent relied on IRS printed materials, and 77 percent relied on the IRS website. IRS
Oversight Board Annual Report 2004, 16 (referencing the RoperASW, 2003 IRS Oversight Board Annual
Survey on Taxpayer Attitude, Sept. 2003, 17).

~

The W& toll-free tax law accuracy rate target for FY 2004 was 85 percent. Wage and Investment Division,
Strategy and Program Plan, FY 2004 — 2005, 173. Data for FY 2004 indicate that W&I achieved a tax law accura-
cy rate of 80 percent. Enterprise Telephone Data Warehouse, Weighted Customer Accuracy Reports — FY
2004 (Comparing FY 2003 and 2004 data).

Enterprise Telephone Data Warehouse, Weighted Customer Accuracy Reports — FY 2002; Enterprise
Telephone Data Warehouse, Weighted Customer Accuracy Reports — FY 2003; Enterprise Telephone Data
Warehouse, Weighted Customer Accuracy Reports — FY 2004.

w

IS

Treasury Inspector General for Tax Administration, 7oll-Free Account Assistance to Taxpayers is Professional and
Timely, but Improvement is Needed in the Information Provided, Reference No. 2004-40-057, 6 (Feb. 2004), (The IRS
strongly opposed TIGTA's characterization of inaccurate responses), and Treasury Inspector General for Tax
Administration, Additional Effort Answering Tax Law Questions Would Improve Customer Service, Reference No.
2004-40-150, 6 (Aug. 2004).

Treasury Inspector General for Tax Administration, 7oll-Free Account Assistance to Taxpayers is Professional and
Timely, but Improvement is Needed in the Information Provided, Reference No. 2004-40-057, 23-24 (Feb. 2004).

Treasury Inspector General for Tax Administration, Taxpayer Assistance Center Employees Correctly Answered More
Tax Law Questions During November and December 2003 Than Compared to One Year Ago, Reference No. 2004-40-
090 (April 2004).

o

o
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ANALYSIS OF PROBLEM

Toll-Free Telephone Services

Wiage & Investment has expended significant resources to increase tax law and account
information accuracy in its Toll-Free Telephone Assistance program. In October 2002, the
IRS implemented the Embedded Quality Review System (EQRS), which links employee
performance to organizational results, to measure the quality of taxpayer assistance.
Performance measures include timeliness, professionalism, and accuracy (comprised of
customer, regulatory, and procedural accuracy). This system, which replaced the previous
“pass/fail” method, is designed to distinguish between wrong answers and procedural
defects that do not affect the accuracy of the answer.’
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Every filing season, IRS management certifies that all customer service representatives
(CSRs) have received appropriate training on communication with taxpayers, tax law, and
IRS procedures. The CSRs are required to follow the Internal Revenue Manual (IRM),
which provides instructions on responding to taxpayer questions. The CSRs are also
encouraged to use the Account Resolution Guide, a condensed and more user-friendly
version of the IRM.?

Early in FY 2002, the IRS began to provide specialized training and certification to the
CSRs who staff the Toll-Free lines.® Each CSR was given responsibility for a strictly limit-
ed set of topics. As a result, accuracy rates increased from FY 2001 to FY 2002.*
However, this approach also created problems for the taxpayer because a single CSR
could no longer answer broad questions and some CSRs had limited understanding of the
implications of “cross-over” topics.™

In FY 2004, the IRS attempted to counter the problems associated with increased special-
ization by authorizing CSRs to answer broader tax questions than allowed by their
previous limited set of topics. According to W&lI, the “learning curve associated with the
increase in assistors answering certain tax law topics for the first time was underestimated,
resulting in a decline in tax law customer accuracy.”*

" Treasury Inspector General for Tax Administration, Additional Effort Answering Tax Law Questions Would Improve
Customer Service, Reference No. 2004-40-150, 18 (Aug. 2004).

® Treasury Inspector General for Tax Administration, To/-Free Account Assistance to Taxpayers is Professional and
Timely, but Improvement is Needed in the Information Provided, Reference No. 2004-40-057, 8 (Feb. 2004).

® The responsibilities of a CSR include: (1) answering account inquires, (2) answering tax law questions (3) pro-
viding taxpayers with information on the status of their returns/refunds and (4) resolving the majority of issues
and questions to settle their accounts.

1 W&l, Commissioner’s Monthly Performance Business Summary, 3 (Sept. 30, 2002) (reporting that tax law
accuracy rose from 75.2 percent to 81.2 percent and accounts accuracy rose from 69.2 percent to 74.1 percent
between FY 2001 and FY 2002).

SECTION " W&l Weekly Filing Season Highlights for week ending February 6 and March 19, 2004.

ONE h
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When compared to data over the last three fiscal years, Toll-Free data for tax law and
accounts accuracy have declined overall, with accounts accuracy increasing slightly in
FY 2004, but still below the FY 2002 accuracy rate, as shown in the following chart:*

TABLE 1.4.1, §
b -
W&I TAX LAW AND ACCOUNTS ACCURAGY RATE, FISCAL YEARS 2002 10 2004. 32
= en
Category FY 2002 Actual FY 2003 Actual'” FY 2004 Actial'® FY 2004 Plan = =
[—]
Tax Law 84.4% 81.8% 80.0% 85.0% “=
Accounts 90.5% 88.7% 89.8% 90.2%

In an audit of the Toll-Free system, TIGTA found a decrease in accuracy rates for tax law
questions, based on IRS EQ Attributes. Of the judgmental sample of 336 tax law calls
monitored from January through February 2004, only 62 percent of the questions (200
of 322 opportunities) were answered accurately,” a decrease from 73 percent in an audit
the previous year.® Moreover, TIGTA reported that most inaccurate answers were given
because CSRs did not use or did not fully use the Probe and Response Guide (P&R
Guide), which gives the CSRs scripts to follow to ensure that they address all issues relat-
ed to the taxpayer’s particular question. Other inaccurate answers were given because the
CSRs did not correctly interpret the tax law.*® However, despite the falling rate of tax law
accuracy, TIGTA found that taxpayers are receiving professional and timely service from
the CSRs.* W&I responded to the findings by acknowledging the need to improve accu-
racy and by noting the improvement in accuracy rates in the periods following the audit.”

"3 Tax law calls address procedural or tax law information. Accounts calls address individual or business account
questions, entity information, processing of a tax return, correction of errors found during processing and cor-
rections resulting from adjustments or examination assessments, procedural issues or any other question on
refunds or procedures.

 Enterprise Telephone Data Warehouse, Weighted Customer Accuracy Reports — FY 2003 (Comparing FY 2002
and 2003 data).

151d
161d.

Y TIGTA used a judgmental sample of tax law calls due to limited TIGTA staff resources. Treasury Inspector
General for Tax Administration, Additional Effort Answering Tax Law Questions Would Improve Customer Service,
Ref. No. 2004-40-150, 12 (Aug. 2004).

'8 The IRS reported an accuracy rate of 74 percent (1,132 of 1,527) during the same time period in 2004. 4., at 9.
Y Id at6.
20 Id

2 Using IRS Embedded Quality Attributes, TIGTA found that CSRs delivered professional and timely service 98
percent of the time. /4., at 7-9.

% Between January and May 2004, the tax law accuracy rate increased by 9.1 percent. /4 at 23-24.
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The IRS has also committed to redesigning the P&R Guide to make it more user-friendly.?

In an audit that drew a strong response from W&I, TIGTA monitored a judgmental sam-
ple of Toll-Free customer account calls during April and May of 2003.* TIGTA found a
78 percent accuracy rate, with CSRs providing accurate answers in 149 out of 191 taxpay-
er account calls. The audit reported that CSRs provided incorrect answers in the
remaining 42 calls because they failed to follow procedures required by the IRM.*
TIGTA also stated that the IRS reported a significantly higher accuracy rate of approxi-
mately 88 percent on account calls for the same period.”® The ten percent difference can
be explained by TIGTA’s broader definition of what constitutes an inaccurate response.

(-]
—J
ew
bl
s
i |
-
A
e =
eﬂ-
=

The IRS strongly disagreed with TIGTA’s characterization of defects relating to the disclo-
sure authentication process. Specifically, TIGTA reported as errors in customer accuracy
those circumstances under which the CSRs improperly provided information to individu-
als without asking all the questions required by the identification probe. The IRS does
not include those defects in the customer accuracy rate, because they do not result in
incorrect responses or resolutions to cases or issues.” Further, the defect in the authenti-
cation process is already taken into account when it is reported and documented for
purposes of the Embedded Quality Review System.”

TAXPAYER ASSISTANCE CENTERS

Another recent TIGTA audit found improvement in the accuracy of responses to tax law
questions at IRS Taxpayer Assistance Centers (TACs), formerly known as “walk-in sites.”

According to TIGTA, overall accuracy rose from 54 percent in December 2002 to 71 per-
cent in December 2003.

TIGTA acknowledges that the increase is directly related to the corrective actions taken by
the IRS in response to TIGTA's previous audit results.® However, TIGTA also found

% Treasury Inspector General for Tax Administration, Additional Effort Answering Tax Law Questions Would Improve
Customer Service, Reference No. 2004-40-150, 23-24 (Aug. 2004). .

# Due to limited TIGTA staff resources, TIGTA selected a judgmental sample of 229 calls from an estimated
population of approximately 2.7 million toll-free account calls. Thirty-eight calls dropped out of the sample
due to transfers, disconnects and TIGTA's inability to research the accounts. Treasury Inspector General for
Tax Administration, 7o/--Free Account Assistance to Taxpayers is Professional and Timely, but Improvement is Needed in
the Information Provided, Reference No. 2004-40-057, 2, 15 (Feb. 2004). Note: A judgmental sample cannot be
generalized to the population.

5 Id. at 8.
% Jd at 6-8.

7 |RM § 21.10.1.2.8 provides that “[f]or the purpose of coding [the customer accuracy] attribute, do not take
into consideration any additional IRS issues or procedures that do not directly impact the taxpayer’s issue or
case.”

% Treasury Inspector General for Tax Administration, Toll-Free Account Assistance to Taxpayers is Professional and

SECTION Timely, but Improvement is Needed in the Information Provided, Reference No. 2004-40-057, 23-24 (Feb. 2004).
» TIGTA visited 36 TAC locations and asked 138 tax law questions. Treasury Inspector General for Tax
Administration, Taxpayer Assistance Center Employees Correctly Answered More Tax Law Questions During November
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weaknesses in the system. While 71 percent of the questions posed were accurately
answered, approximately ten percent of the correct answers were provided without the
TAC employee asking pertinent questions, the answers to which, according to TIGTA,
could have impacted the answer.®

IRS guidelines require employees to use publications and instructions as tools in answer-
ing questions. When the employee fails to use the appropriate tools and does not ask the
right questions of the taxpayer, the employee is not taking necessary steps to ensure the
accuracy of his or her response.*
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Further, employees who are asked “out of scope questions” that exceed their training are
required to refer these questions to the Toll-Free telephone service or R-mail.** Despite
the IRS guidelines, 25 percent of the “out of scope questions” posed were not properly
referred, and 40 percent of those improperly retained questions were answered
incorrectly.®

IRS COMMENTS

Toll-Free Telephone Services

As noted in the TAS report, the IRS has expended significant resources to increase tax law
and account information accuracy in its Toll-Free Telephone Assistance program, and this
effort will continue. The report indicates that in FY 2004, tax law accuracy rates declined
because CSRs were authorized to answer a broader range of topics and that accuracy rates
were higher in FY 2002 when CSRs were allowed to answer only a limited set of topics.
Specialization, however, created problems for the customer because one CSR could not
answer a wide range of questions posed by a customer, and therefore, he or she had to
transfer the call to another CSR for final resolution. Widening the scope of topics was

and December 2003 Than Compared to One Year Ago, Reference No. 2004-40-090 (April 2004), 3. Although the
IRS concurred with TIGTA's findings, it should be noted that the IRS has continually disagreed with TIGTA’s
inclusion of referrals to publications and service denials when computing accuracy rates. See Treasury
Inspector General for Tax Administration, Taxpayer Assistance Center Employees Correctly Answered More Tax Law
Questions During September and October 2003 Than Compared to One Year Ago, Reference No. 2004-40-037, 14-16
(Jan. 2004).

% Ten (10) of 98 correct answers were provided to the taxpayers without the employee asking the taxpayers all of the
required questions. Treasury Inspector General for Tax Administration, Zaxpayer Assistance Center Employees Correctly
Answered More Tax Law Questions During November and December 2003 Than Compared to One Year Ago, Reference
No. 2004-40-090 (April 2004), 4 (IRS concurred with audit report by email).

311d.

 R-mail is a CAS referral system established to answer tax law questions during filing season. The customer’s
contact information along with the question is documented and entered into the r-mail system. The questions
are separated by tax law categories and referred electronically to a specialist who responds back to the taxpayer
with the answer.

* Treasury Inspector General for Tax Administration, Taxpayer Assistance Center Employees Correctly Answered More
Tax Law Questions During November and December 2003 Than Compared to One Year Ago, Reference No. 2004-40-
090, 6-7 (April 2004).

2004 ANNUAL REPORT o TAXPAYER ADVOCATE SERVICE 47



MOST SERIOUS PROBLEM: ACCURACY OF TAX LAW AND ACCOUNTS ASSISTANCE TOPIC A-4

done to address the high percentage of calls transferred and the resulting customer dissat-
isfaction. Having to be transferred to multiple CSRs and waiting in queue for the
associated additional time were top customer complaints. This action, along with others
aimed at improving service, resulted in increased customer satisfaction, less calls trans-
ferred, and more calls answered. The “Time to Get to the Right Person” category of the
customer satisfaction survey improved from 4.29 (January — March 2003) to 4.51 (January
— March 2004) with 5 being very satisfied.
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IRS is committed to redesigning the Probe and Response (P&R) Guide to make it more
user-friendly. It should be noted that after different models were considered and field val-
idations conducted, the newly designed guide was made available to all employees for
training purposes in October 2004. Mandatory topic-specific training has been developed
and will be delivered to all CSRs to ensure their familiarity with the new design and con-
tent prior to the beginning of the 2005 filing period.

The report cites findings of TIGTA audits and states the sample of tax law and account
calls reviewed during the audits produced lower accuracy rates than reported by IRS. It is
important to note that the TIGTA audit samples are judgmental, which means the sam-
ples are not statistically valid, unlike those reported by IRS. The IRS Centralized Quality
Review Site uses call volume and accuracy rates to achieve a statistically valid measure-
ment of quality performance on both the tax law and account telephone product lines.

The IRS acknowledges the need to improve the accuracy of toll-free telephone responses
and is taking action aimed at improvement in FY 2005.

The scope of tax law issues will remain static. As CSRs gained expertise on the additional
topics in FY 2004, accuracy rates steadily improved as the year progressed. IRS began the
filing period at 75.2 percent accuracy and accomplished monthly accuracy rates above 80.0
percent starting in March and maintained those rates through the end of the fiscal year.

The P&R Guide has been redesigned for FY 2005 to a format similar to that used in FY
2002, the year IRS achieved its highest tax law accuracy.

Taxpayer Assistance Centers
The IRS agrees that employees must follow Field Assistance (FA) operating procedures.
Field Assistance continues to provide topic-specific training to employees and emphasize
that employees must ask all probes in the Publication Method Guide (PMG) when
answering tax law questions. The PMG was created to provide an easy-to-use tool to
guide Field Assistance employees through the complex maze of tax laws and computa-
tions. The PMG helps employees answer tax law questions in a precise, correct and
efficient manner. All Field Assistance employees are required to use the PMG when
answering tax law questions.

SECTION
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Field Assistance completed a number of actions designed to ensure that IRS employees
use the PMG when assisting customers:

¢ Established a zero tolerance for employees referring customers to publications to
find answers to their tax law questions.

¢ Delivered a lesson on the PMG to all employees during the FY 2003 Continuing
Professional Education (CPE) classes.

=
=)
-
=
—
=
=
=
==
)
=
)

¢ Implemented the Certification process that requires employees to successfully pass
tests related to specific tax law topics before they can answer customer questions
related to those topics.

Presented CPE tax law topics using the PMG.
Reinforced the use of the PMG through directed learning (one hour per week)

Required managers to observe employee contacts with customers to ensure
employees follow procedures.

Field Assistance employees are counseled when managers identify an improper referral, a
failure to use the PMG, and a response to an out of scope question. There is follow up
with education and role-playing to demonstrate proper use of the PMG.

TAXPAYER ADVOCATE SERVICE COMMENTS

10 facilitate voluntary compliance, the IRS needs to make every effort to accurately answer those tax
law questions posed by taxpayers attempting to comply with the tax laws. These efforts will reduce
taxpayer burden by capturing the correct amount of tax on the return and avoiding future enforce-
ment actions against well-intentioned taxpayers. As we have noted above, the ever-increasing
complexity of the tax laws makes it very challenging for the IRS to increase, or even maintain, the
accuracy of its tax law responses.

We commend the IRS for the various corrective actions taken to address tax law and account accura-
¢y on the Toll-Free telephone service and at the TACs. While the IRS has committed to continue
striving for world class customer service, it appears the agency faces many challenges in meeting the
needs of taxpayers.” 1t is difficult to balance the need to improve accuracy rates with the need to
improve customer satisfaction ratings. Broadening the range of topics assigned to CSRs may increase
customer satisfaction by reducing customer wait times and call transfers, but this improvement poten-
tially occurs at the expense of tax law accuracy. If the IRS decreases specialization, the agency must
commit to devole enough resources to properly train employees to handle their broader range of
assigned topics. Based on Toll-Free data provided in the IRS Comments, the steady improvement in
accuracy rates is a favorable indication that CSRs are recerving sufficient training to gain expertise

* Department of the Treasury: Hearing Before the Senate Committee on Finance, 108th Cong, 1st Sess., March
18, 2003 nomination of Mark W. Everson to be Commissioner of Internal Revenue (Statement of Mark W.
Everson, Nominee).
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on their additional assigned topics. Furthermore, pursuant to the IRS Comments, the establishment
of a zero tolerance policy for employees referring taxpayers to publications is a significant improve-
ment in customer service.

RECOMMENDATIONS
The National Taxpayer Advocate makes the following recommendations with respect to the Accuracy
of Tax Law and Accounts Assistance:

& The IRS needs to continually monitor tax law and account accuracy rates at the TACs and
on the Toll-Free telephone service to determine the effectiveness of the corrective actions taken.
The training provided to employees must be tailored to the findings of these reviews in order to
sufficiently meet the changing needs of the employees and address emerging issues.

& W should continue to explore ways to achieve other goals, such as lowering customer wait
time and multiple transfers, without adversely impacting the accuracy of its responses.

& Wl should consider sponsoring research to determine the comparative implications of vari-
ous items, such as improved accuracy rates and shorter wait times, on taxpayer compliance.
For example, will taxpayers tolerate longer wait times and one or two transfers if they under-
stood that they will ultimately receive more accurate answers? The results of this research
should assist the IRS in designing a long-term solution to this issue rather than merely react-
ing to periodic customer satisfaction surveys.

& Although the IRS believes that defects in the disclosure authentication process should not
impact accuracy rates, authentication is essential to taxpayer privacy. Accordingly, the agency
should commit to continually monitor this item on a regular basis.

MOST SERIOUS PROBLEMS EncounTERED BY TAXPAYERS



PROBLEM MOST SERIOUS PROBLEM: EDUCATION AND OUTREACH ISSUES
TOPIC A-5

RESPONSIBLE OFFICIALS
Henry O. Lamar, Jr., Commissioner, Wage and Investment Division
Kevin M. Brown, Commissioner, Small Business/Self-Employed Division

DEFINITION OF PROBLEM

Complexity in the tax law and its administration can easily baffle taxpayers and lead to
compliance problems. The National Taxpayer Advocate is concerned that inadequate
planning for taxpayer education and outreach may significantly impact compliance in an
ever-changing, complex tax environment. With the IRS placing more emphasis on
enforcement, and shifting resources from pre-filing to post-filing activities, taxpayers may
not receive the education and assistance they require to comply with their tax
obligations.!
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Pre-filing initiatives are designed to help prevent errors that are attributable to inadvertent
mistakes, as opposed to deliberate misreporting of income. Increased pre-filing outreach
targeted at taxpayers who are susceptible to making these errors should reduce the chances
of them being unnecessarily subjected to the harsher post-filing initiatives. The National
Taxpayer Advocate believes this preventive strategy results in fewer taxpayers needing to
be addressed by the alternative “gotcha” approach to tax assessment and collection.

The National Taxpayer Advocate has identified four major areas of concern regarding the
IRS’ education and outreach initiatives:

¢ Shift in IRS Emphasis to Compliance — The IRS is shifting its emphasis from
pre-filing and service activities to the more traditional compliance and enforcement
areas, a decision reflected in the IRS’ allocation of resources for the coming years.

¢ Inadequate Planning — As part of the reorganization that began after 1998, the
IRS incorporated education and outreach units within its major operating divi-
sions. However, the IRS has not conducted adequate planning and analysis based
on an understanding of its customer base, available methods of delivering educa-
tion and outreach, or other quantitative measures.

¢ Method of Delivery — The IRS has shifted its emphasis from direct taxpayer con-
tact initiatives to indirect outreach that relies on intermediaries. However, the IRS
has yet to determine whether the information provided has the desired impact or
remains accurate when delivered by partners.

* Pre-filing makes up only 5.9 percent of the Internal Revenue Service's (IRS) FY 2005 budget. Filing and
Account Services are allocated 16.4 percent; Compliance is allocated 40.2 percent. |IRS, Budget in Brief Fiscal
Year 2005, Catalog No. 23819V, (February 2004), 6.
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¢ Measurement of Effectiveness - The IRS lacks adequate means to measure the
effectiveness of its efforts to address tax complexities through education and out-
reach.

ANALYSIS OF PROBLEM

IRS services fit into three general categories: pre-filing, filing, and post-filing. Pre-filing
includes education and outreach initiatives that taxpayers may utilize before sending in
their returns.? Filing services are provided to a taxpayer in the process of filing a return
and paying taxes, including electronic filing and payment. Post-filing services (traditional-
ly known as compliance) begin after a return is filed to identify underreporting,
non-filing, and nonpayment.?

In the Internal Revenue Service Restructuring and Reform Act of 1998 (RRA 98),
Congress directed the IRS to “place a greater emphasis on serving the public and meeting
taxpayers' needs.” To comply with this mandate, the IRS revised its mission statement,
which now reads: “Provide America's taxpayers top quality service by helping them under-
stand and meet their tax responsibilities and by applying the tax law with integrity and
fairness to all.”

Facilitating voluntary compliance is especially important because the U.S. tax system
relies on taxpayers to self-assess and voluntarily pay the appropriate tax due. In fact,
about 98 percent of all tax revenue collected is paid through withholding, remittances
sent with returns, or other forms of payment without any IRS enforcement action.®

With IRS activities swinging back toward compliance and enforcement, the IRS has an
even more compelling need for pre-filing education and outreach. Achieving balance
between enforcement and service is vital. The IRS Oversight Board defines balance as
“helping taxpayers understand their obligations in an increasingly complex tax system
while at the same time identifying and pursuing those who flout the tax code.”

With the enactment of RRA 98, each of the four IRS operating divisions (ODs) became
responsible for providing education and pre-filing assistance to its own customer base.
The four ODs serve taxpayers as follows:

&  Wage and Investment (W¢I): Individual taxpayers with wage and investment
incomes (e.g., Form 1040 filers).

~

IRS, FY 2004 IRS Annual Performance Plan, Strategic Content, (February 3, 2003), 3.

*Id.

Internal Revenue Service Restructuring and Reform Act of 1998, Pub. L. No. 105-206, § 1002.
IRS, The Agency and Its Mission, available at http://www.irs.gov.

~

o

o

SECTION General Accounting Office (GAO), IRS Modernization Continued Progress Necessary for Improving Service to
Taxpayers and Ensuring Compliance, GAO-03-796T, 19 (May 20, 2003).
0 NE " IRS, IRS Oversight Board FY 2005 Budget/Special Report, 11, (March 2004).
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& Small Business/Self-Employed (SB/SE): Businesses and self-employed individuals
with assets under $10 million.

& Large and Mid-Size Business (LMSB): Corporations, subchapter S corporations, and
partnerships with assets greater than $10 million.

& Tax Exempt and Government Entities (TE/GE): Exempt Organizations (EO),
Employee Plans (EP), and Government Entities (GE).

We limit our analysis below to the education and outreach efforts of W&I and SB/SE.
LMSB’s strategic assessment plan for fiscal years 2004-2006 does not set forth any goals
for education and outreach, nor does it assess the division’s education and outreach
needs.® For a discussion of TE/GE’s education and outreach strategy please refer to Most
Serious Problem number 13, Application and Filing Burdens on Small Tax Exempt
Organizations.’
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Analysis of Wage and Investment

The Wage and Investment (W&I) division serves approximately 122 million taxpayers and
processes approximately 94 million returns annually. As a group, W&I taxpayers are high-
ly compliant. When compliance issues do arise, they are often the result of a taxpayer's
confusion and are detected through technology-based matching programs. While more
than half of W&I taxpayers now hire tax practitioners, tens of millions of individual filers
still prepare their own returns.’® This presents a great opportunity for the division to pro-
vide top quality service to a large number of taxpayers who otherwise would not receive
assistance, and have the greatest need for guidance in preparing correct returns.

Within W&lI, pre-filing programs are the responsibility of Stakeholder Partnerships,
Education and Communication (SPEC).** SPEC organizes initiatives to reduce taxpayer
burden, increase the quality and efficiency of communication and services, or expand
electronic filing.* The unit functions as an intermediary between taxpayers and other IRS
program owners. SPEC'’s Strategic Planning office is located at its headquarters in
Washington, DC.® SPEC'’s Field Operations are divided into four Area Offices and 42
Territory Offices throughout the United States.*

¢ IRS, Large and Mid-Size Business Division - Business Performance Plan, 11, (July 23, 2004).
® See Most Serious Problem, Application and Filing Burdens on Small Tax-Exempt Organizations, infra.

RS compliance data warehouse, form 1040 Returns from Individual Return Transaction file, Electronic Tax
Administration Advisory Committee, Annual Report to Congress, Publication 3415 (Rev. 6-2003), 4.

™ This analysis section does not address SPEC’s outreach and education on the Earned Income Tax Credit,
which has a specific dedicated strategy.

2 \RS, Summary Strategy and Program Matrix for Wage and Investment, Wage and Investment Strategy and Program Plan
FY 2003-2004, 52-54.

B3RS, Wage ¢ Investment Division Organization Chart, November 10, 2004.

YIRS, SPEC Field Operations - New Area and Territory Structure, November 10, 2004. In FY 2004, SPEC consoli-
dated its seven Area offices into four Area offices.

2004 ANNUAL REPORT o TAXPAYER ADVOCATE SERVICE 93



MOST SERIOUS PROBLEM: EDUCATION AND OUTREACH ISSUES TOPIC A-5

SPEC employees who conduct education and outreach events are required to possess a
basic knowledge of accounting principles, tax law, IRS procedures and regulations, as well
as marketing, planning, coordination, and written and oral communication skills.** These
employees have been able to foster relationships with stakeholders in the community and
seem to have open lines of communication with those stakeholders.

SPEC is a separate and dedicated unit that has little interaction with other W&I function-
al groups. For example, SPEC employees hold meetings and training sessions apart from
other W&I employees. Due to this isolation, the National Taxpayer Advocate is con-
cerned that there is a disconnect between what SPEC employees learn from their partners
in the community and the information the IRS relays to employees working compliance
issues. It is important for SPEC to adequately address follow-up issues that stakeholders
and taxpayers may have and be able to elevate questions or concerns to the national level
when appropriate.
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In its 2004 annual report, the IRS Oversight Board concluded that low income taxpayers
in particular face a significant burden in communicating with the IRS via streamlined and
centralized processes, and recommended that this population receive more education and
instruction.® While SPEC has succeeded in creating partnerships with community-based
organizations that have access to the low income taxpayer population, the unit needs to
conduct research to determine whether this indirect contact is an effective means of com-
munication.

SPEC also needs to consider taxpayers’ attitudes toward various types of contact with the
IRS. For example, do taxpayers respond better to telephone contact than to mailed corre-
spondence? One IRS study found that a substantial majority of taxpayers seeking
technical assistance who had live (87 percent) or telephone (81 percent) contact with the
IRS felt the assistance helped them meet filing obligations, while less than half of the tax-
payers found correspondence helpful.” SPEC needs to initiate more research to
determine what messages should be conveyed by partners, the most effective means of
ensuring accurate re-delivery through partners, and the level of assistance to provide to
the partners to ensure this accuracy.

The few studies that SPEC has conducted did not conclusively indicate that its education
and outreach activities improved compliance.®® Nor is there much understanding of what
SPEC’s partners need for true, active, continuing support or monitoring of the message.

5 IRS Position Description, Tax Law Specialist GS-987-12, No. 93163, 2-3 (July 12, 2002).
% |RS, IRS Owersight Board Annual Report 2004, Xii (August 3, 2004).
" IRS 1990 Research Conference: How Do We Affect Taxpayer Behavior? The Case for Positive Incentives,

SECTION Assistance or Enforcement, The Effect of Taxpayer Service on Compliance, Table 3.
RS, Impact of Coalitions (Upstate New York), Project 2-03-02-2-013E (September 2003); and OQutreach Measurement
0 NE Test, Rio Grande EITC, Project 1-03-02-2-051E (November 6, 2003).
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The following table compares the numbers of taxpayers assisted directly and indirectly by
W&I. Indirect or leveraged contact includes delivery of products and services by a SPEC
partner, including mass media such as newspaper, television and radio. Direct contact

generally includes IRS outreach activities, such as seminars, training and mail campaigns.*

TABLE 1.5.1,

COMPARISON OF W&I TAXPAYERS ASSISTED BETWEEN FY 2003 AND 2005
Crifical Measures FY 2003*° FY 2004*' FY 2005 Target*
Number of Taxpayer Contacts-Direct 372,326 125,763 165,000
Number of Taxpayer Contacts-Indirect 38,191,740 73,664,944 67,500,000

With SPEC placing more emphasis on indirect (leveraged) taxpayer assistance, direct con-
tacts with taxpayers have decreased compared to the same period in FY 2003. Conversely,
indirect taxpayer assistance has soared from a little over 38 million taxpayers in FY 2003
to over 73 million in FY 2004.

The large increase in indirect taxpayer contacts in FY 2004 is a result of SPEC’s effort to
utilize indirect channels as the primary means of delivering assistance.”® While partnering
with stakeholders in the community has its advantages, SPEC must be careful not to rely
on its partners exclusively and avoid direct contact with taxpayers.

Tracking the number of taxpayer contacts by itself does not provide an adequate measure
of an outreach program’s effectiveness. The National Taxpayer Advocate concurs with the
Treasury Inspector General for Tax Administration’s (TIGTA) recent recommendation that
W&I needs to develop long-term goals and a measurement process to enable management
to monitor the effect of its initiatives on voluntary compliance for W&I taxpayers.*
While W&I may be reaching more taxpayers, it does not have any meaningful measure-
ments in place to determine if the services provided are meeting the taxpayers’ needs or
increasing compliance.

9 For fiscal year 2002, direct contact included taxpayers assisted through outreach, the number of returns pre-
pared (both state and federal), questions answered, and forms provided. For FY 2003 and subsequent years,
the definition of direct contact was modified to include only outreach (e.g. seminars, training, and mail cam-
paigns) and the actual number of federal returns prepared. RS, Wage and Investment Measures and Workload
Indicators, Wage and Investment Strategy and Program Plan FY 2003-2004, 149-152.

2\RS, Wage ¢ Investment Business Performance Review (July 28, 2003).

L \RS, Business Management System, Wage ¢ Investment, Final FY 2004. Budget Activity Code (BAC) 21- Pre-
Filing Programs.

2 RS, Wage ¢ Investment Business Performance Review, 10, (February 12, 2004).
® Id at 10, 11.

* Treasury Inspector General for Tax Administration, fiuformation Is Needed to Determine the Effect the Wage and
Investment Division Research Program Has on Improving Customer Service and Voluntary Compliance, Reference No.
2004-40-088, 2 (April 2004).
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TABLE 1.5.2, COMPARISON OF W&I STAFF YEARS ALLOCATED TO EDUCATION
AND OUTREACH ACTIVITY

ltem FY 2002 FY 2003 FY 2004
Total projected staff years for education and outreach activity” 560 650 675
Total actual staff years for education and outreach activity™ 562 651 637
Percentage of difference” 0.4% 0.2% -5.6%

Table 1.5.2 above shows that in FY 2004, W& realized a shortfall of nearly six percent in
actual staffing compared with projected staffing. With SPEC focused on leveraging its edu-
cation and outreach efforts, this reduction in staffing comes as no surprise. This may be the
appropriate model, but because SPEC has not studied or measured the effectiveness of its
outreach, we are unable to determine whether a reduction in staffing is a sign of progress or
an indication of a problem. This lack of research indicates that the IRS is making staffing
decisions without regard to their effect on taxpayers, which does present a problem.

(-]
—J
o »»
- =
s
i |
-
A
e =
eﬂ-
=

Analysis of Small Business/Self-Employed

The Small Business/Self-Employed (SB/SE) division serves approximately seven million
small businesses, including corporations and partnerships with assets of $10 million or
less. While many of these taxpayers face some of the same tax issues as large corpora-
tions, they often do not have tax professionals on staff. The approximately 33 million
self-employed and supplemental income earners are similar to W&I taxpayers, but their
issues are often more complex. SB/SE also serves estate and gift taxpayers, fiduciary tax-
payers, and individuals with international returns.®

The Taxpayer Education and Communication (TEC) operation unit handles pre-filing
activities for SB/SE. TEC’s mission is to educate and inform SB/SE taxpayers and repre-
sentatives about their tax obligations by developing educational products and services
focused on customer needs, and by providing pre-filing services to help taxpayers under-
stand and comply with the law.* The Director of TEC has two separate offices in its
Washington, DC, headquarters — one for Partnership Outreach and one for Special

 IRS, Wage & Investment Strategy and Program Plan, Summary Strategy and Program Matrix for Wage and Investment
FY 2003 - FY 2004, Wage and Investment Division Resource Matrix, 7 (September 16, 2002). The total staff
years include figures for the Budget Activity Code (BAC) 21 (Pre-Filing) with Program Activity Code (PAC)
1C (Taxpayer Communication & Education) plus the staff years dedicated to BAC 80 (Earned Income Tax
Credit) and PAC 1C.

B RS, Stakeholder, Partnerships, Education and Communication PowerPoint, July 29, 2004, 10. FY2004 figures are
projected figures.

" Computation for FY 2002 projected vs. actual staff years is (562-560)/560 = 0.4 percent for FY 02; (651-
650)/650 = 0.2 percent for FY 2003; and (637-675)/675 = -5.6 percent for FY 2004.

SECTION RS, Small Business/Self-Employed Division At-a-Glance, available at http://www.irs.gov.
* General Accounting Office, Tax Administration — Workforce Planning Needs Further Development for IRS’s Taxpayer
Education and Communication Unit, GAO-03-711 (May 2003).
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Programs and Oversight. TEC Field Operations is comprised of four Area Offices
throughout the United States.”

The National Taxpayer Advocate is concerned that valuable information learned by TEC

Field Operations employees from direct contacts is not systemically passed on to the indi-
viduals who design and implement SB/SE compliance programs. The knowledge base of
the talented and motivated Field Operations staff is not integrated into the decision-mak-
ing structure of SB/SE. This disconnect limits TEC’s effectiveness and hinders its ability

to serve its customers.

In May 2003, the General Accounting Office (GAO, now known as the Government
Accountability Office) released a report that analyzed and raised concerns about TEC.
The GAO concluded that “[a]lthough it has existed for more than two and a half years,
TEC does not have a strategic workforce plan that included certain critical elements. For
example, it has not identified gaps between the number, skills, and locations of its current
workforce and the workforce it will need in the future, and the strategies to fill gaps.”

The table below shows the number of taxpayers reached by SB/SE outreach from FY 2002
through FY 2004. As is the case with W&, direct contact with SB/SE taxpayers has
decreased. TEC's critical measure for taxpayers reached directly has a steady downward
trend from over 400,000 in FY 2002 to approximately 175,000 in FY 2004. Conversely, the
number of indirect contacts is projected to increase significantly from FY 2003 to FY 2004.

TABLE 1.5.3,

NUMBER OF TAXPAYERS REACHED BY SB/SE EDUCATION AND OUTREACH INITIATIVES
Taxpayer Education and Communication Critical Measures FY 2002*° FY 2003* FY 2004
Number of Taxpayer Reached-Direct 401,507 303,012 175,047
Number of Taxpayer Reached-Indirect — 5,505,421 6,449,569

SB/SE defines critical measures slightly differently than W&I. “Number of taxpayers
reached — direct” refers to the number of SB/SE taxpayers and practitioners reached
through direct (face-to-face, substantial) contact with TEC personnel and/or through the
use of leveraged resources. “Number of taxpayers reached — indirect” refers to the number

*0\RS, SB/SE Organization Chart - TEC (November 10, 2004).

' GAO, Tax Administration — Workforce Planning Needs Further Development for IRS’s Taxpayer Education and
Communication Unit, GAO-03-711, 1 (May 2003).

*2\RS, Business Performance Management System, SB/SE Critical Measures Report, BAC 21 ~ Pre-Filing Programs.
SB/SE changed method for calculating the number of taxpayers reached indirect between FY 2002 and FY
2003.

RS, Business Performance Management System, SB/SE Monthly Summary Final FY 2004. Codes 18 and 5.
%
Id.
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of SB/SE taxpayers reached indirectly through contact with practitioners.*® For example,
SB/SE counts as an indirect contact the number of practitioners who attend outreach
events multiplied by the average number of clients per practitioner.®

An effective outreach activity is one that delivers an accurate message to a targeted audi-
ence that understands the message. It is difficult to determine the effectiveness of the
outreach solely from the number of customers reached. The IRS should, at a minimum,
measure whether the message was accurately conveyed (by the IRS itself or via a third
party) and understood by the intended audience.
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TEC has attempted to measure the impact of education and outreach on voluntary tax

compliance. The organization concluded that outreach slowed the growth of Federal Tax
Deposit penalties, decreased the rate and average amount of Failure to File penalties, and
reduced the frequency and severity of balance due accounts.” TEC has also conducted

several customer satisfaction surveys to determine if its programs met customers’ expecta-
tions.*® While limited in nature, these studies and surveys show that SB/SE is moving in
a positive direction to identify taxpayer needs and measure the effectiveness of outreach.

TABLE 1.5.4, COMPARISON OF SB/SE STAFF YEARS ALLOCATED TO EDUCATION AND
OUTREACH ACTIVITY

Staff years for SB/SE taxpayer education and outreach activity f¥ 2002 f¥ 2003 f¥ 2004
Total projected” 624 723 848
Total actual® 638 699 656
Percentage of difference between projected and actual”' 2.2% -3.3% -22.6%

% \RS, Business Measures DataMart - SB/SE Critical Measure Report.

% Per interview with Senior Program Analyst, TEC, the average number of clients per practitioner was 71
(September 7, 2004).

¥ These studies were limited to specific population groups and the findings of these studies may or may not be
relevant to other populations. RS, Analysis of Customer Survey Feedback on Taxpayer Education and
Communication Outreach Activities on Offshore Voluntary Compliance Initiative Project # 04.02.004.03, October
2003; and Measuring the Effect of TEC Outreach on Construction Industry Employment Taxes, Project # 06.08.004.03
(July 2004).

BRS, Summary of Results for Taxpayer Education and Communication (TEC), SB/SE — Stakeholder Satisfaction Survey
Research Project 04.02.002.04, July 2004; and SB/SE - Profile of Form 941 Filers (Employer’s Quarterly Federal Tax
Return) Research Project 04.01.001.04 (Sept. 8, 2004).

% \RS, SB/SE Strategy and Program Plan FY 2003 — FY 2004, Attachment 2 (Sept. 16, 2002). The FTEs for Budget
Activity Code (BAC) 21 with Program Activity Code (PAC) 1C where used.

“ Actual figures provided during interview with Senior Program Analyst, TEC (Sept. 7, 2004). FY 2004 results
are from FY 2004 Small Business/Self Employed Summary of Resources by Function by Program Activity
Code. Taxpayer Education and Communication staff years per column labeled Year to Date for PAC 1C =

SECTION 656.49 actual staff years.
** Computation for FY 02 projected vs. actual staff years is (624-638)/624 = 2.2 percent for FY 02; (723-699)/723
0 NE = -3.3 percent for FY 03; and (848-656)/848 = -22.6 percent for FY 04.
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Table 1.5.4 above shows that in FY 2004, TEC realized more than a 22 percent shortfall
in actual staffing compared with projected staffing. In October 2004, SB/SE announced
plans to further reduce its education and outreach staffing by launching an initiative to re-
assign some employees from TEC to front-line enforcement positions.” The decline in
resources allocated to education and outreach may be detrimental to taxpayers, particular-
ly in light of the fact that SB/SE taxpayers generally face more complicated issues than
taxpayers served by W&I and may require greater interaction with the IRS.

The National Taxpayer Advocate recognizes, however, that the effectiveness of an educa-
tion and outreach program is not necessarily directly proportionate to the number of
FTEs assigned. It is possible that TEC has found a way to use its resources more effec-
tively than in prior years. Again, however, because the IRS has no way to measure the
effectiveness of its outreach, we are unable to determine whether a reduced education and
outreach staff is a sign of progress or an indication of a problem. It is disturbing to know
that education and outreach decisions (such as staffing) are being made without regard to
their benefit or harm to the taxpayer.

CONCLUSION

In sum, the National Taxpayer Advocate identifies four primary concerns with respect to
the IRS’s education and outreach strategy. First, we notice a shift in emphasis from pre-
filing initiatives to compliance and enforcement. We are concerned that this shift will
undermine the IRS’ ability to comply with the congressional mandate to assist taxpayers
in understanding their tax responsibilities.

Second, we are concerned that the IRS has not conducted adequate planning and analysis
based on an understanding of the customer base, available methods of delivery, or other
quantitative measures. Without a strategic plan to deliver the appropriate message to the
targeted audience in an understandable manner, the IRS will be unable to implement an
effective education and outreach program.

Third, we note the IRS trend of shifting its method of delivery from direct to indirect tax-
payer contact. Although partnerships allow the IRS to leverage its message to reach more
taxpayers, the IRS has yet to determine whether the information provided has the desired
impact or retains accuracy in its delivery.

Fourth, we are concerned with the inadequacy of the IRS’ measurements of the effectiveness
of its education and outreach efforts. Merely determining the number of taxpayers reached
provides no indication whether taxpayers received adequate (accurate and comprehensible)
information to understand the tax laws and correctly comply with their tax obligations. A
successful education and outreach program should focus on assisting taxpayers to be in
compliance with tax obligations and gain an understanding of applicable tax laws.

2 Commissioner, SB/SE, to the SB/SE Executive Team on October 19, 2004, and October 28, 2004.
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IRS COMMENTS

Shift in IRS Emphasis to Compliance

The NTA has expressed concern regarding the pre-filing components of the IRS that involve
outreach activities of the Wage & Investment (W&I) Division and the Small Business/Self-
Employed (SB/SE) Division. The IRS’ 2005 — 2009 Strategic Plan identifies service and
enforcement as equal priorities in accomplishing the 2005 - 2009 strategic goals. The chal-
lenge is to determine the best way to achieve these goals. The IRS is examining the current
structure of the pre-filing outreach and education programs to determine the most efficient
way to continue an effective pre-filing outreach and educational program within the current
budget.
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In absolute terms, IRS has devoted more staff hours, technical resources, and new training
and support products to outreach programs each year since the IRS reorganization in 2000.
In response to the need to increase the accessibility of educational outreach to underserved
W&I taxpayer and SB/SE taxpayer segments, the program has grown dramatically in three
years. As the needs have grown, IRS has utilized a combination of leveraged (outreach
through IRS partners) and direct methods (IRS direct delivery and Internet web page) to
service millions of taxpayers and improve services in a flat budget environment. The lever-
aged model is not intended to rely on partners exclusively, or to avoid direct contact with
taxpayers. Instead it allows IRS to maximize resource utilization in reaching as many tax-
payers as possible.

In W&, the primary focus is on underserved customer segments of individual taxpayers as
follows: low-income, elderly, disabled, and limited-English proficient (LEP). In SB/SE the
focus is on taxpayers in the small business community. With these two functions taking
the lead in education and outreach in their respective markets, the IRS developed targeted
partner and compliance-oriented outreach and assistance activities at both the national and
local levels to increase the value of customer education, support and service delivery. The
Service has concentrated on research-based compliance issues and has developed more
focused outreach campaigns that target areas of non-participation and potential non-compli-
ance in areas including but not limited to Earned Income Tax Credit (EITC)/Child Tax
Credit (CTC), the TIP/TRAC (Tip Reporting Alternative Commitment) program, and
Centralized Withholding Agreements as follows:

& National Operating Priority for FY 2005 — EITC/CTC outreach. The strategy addresses
increasing penetration rates for eligible participants, raising EITC/CTC awareness,
increasing EITC/CTC compliance (reducing erroneous claims), partnering with states
that have similar credits for low income taxpayers, and effectively using EITC fund-
ing to impact FY 2005 filing behavior to include the LEP population.

&  Employment Tax Strategy. An agency-wide employment tax strategy addresses the
SECTION information and assistance needs of both the individual taxpayer and the business
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taxpayer. Some initiatives are industry specific, i.e. restaurant and construction.
These initiatives also provide information relative to employment tax returns,
deposits, e-file and electronic payment options.

& TIP/TRAC Program. The TIP/TRAC program works with employers of those who
receive tip income to conduct employee training on tax compliance. The
TIP/TRAC agreements help both the employees and the employers meet their
respective tax obligations without enforcement intervention
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& Centralized Withholding Agreements. Centralized Withholding Agreements provide the
opportunity to ensure income tax is collected from non-resident alien entertainers,
athletes and similarly situated individuals who are subject to U.S. income tax with-
holding due to performances or participation in athletic events in the United States.

& Other compliance efforts underway — FERDI (Federal Employee Retiree Delinquency,
Tax Exempt, E-Commerce, Non-Filers, and Multi-Lingual Initiatives)

Inadequate Planning and Interaction

Contrary to the NTA observation that IRS provides inadequate planning and interaction in
support of outreach programs, the IRS has formal structured stakeholder/employee interac-
tion and analysis of its customer base to refine continually its programs, methodologies and
measures of program success. IRS uses research and a cross-functional approach during the
strategic planning process.

IRS research is comprised of business results, customer segment data, empirical data, includ-
ing partner and customer satisfaction surveys and qualitative data. Recognizing the need to
make data driven decisions to target its outreach activities, IRS has designed and developed
databases using both return and demographic information. These custom databases provide
information at various geographic levels. The databases (i.e. EITC and E-file) allow IRS to
specifically target areas with the most need for outreach and educational services.

IRS has liaison representation on cross-functional internal and external forums. Examples
of internal forums include local Stakeholder Relationship Management Councils, ETA
Marketing Council and the EITC Committee. The IRS coordinates cross-functional meet-
ings among various functions during the strategic planning process to identify compliance,
EITC awareness, and IRS workload issues that are appropriate for developing and delivering
outreach initiatives. The cross-functional participation provides opportunities to coordinate
outreach efforts and to raise and address stakeholder/taxpayer concerns.

Externally, IRS gains input from forums such as the Taxpayer Advocacy Panel and the IRS
Oversight Committee. For example, as a result of a discussion with the Taxpayer Advocacy
Panel, IRS and IRS partners are launching a Rural Strategy pilot in FY 2005 that will pro-
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vide targeted outreach and volunteer return preparation services for low-income W&I tax-
payers in rural areas. The results of the pilot will formulate the basis for expansion to other
rural areas nationwide.

The IRS forms partnerships, establishes relations and conducts forums with external partners
and organizations that cover government entities, corporations, educational institutions,
financial institutions, community based organizations, tax professionals, small business,
industry and trade associations. Input from these relationships is highly valued as IRS expe-
rience and feedback from partners and customer surveys indicates that taxpayers rely on
trusted third parties such as community-based groups, stakeholder groups and practitioners
to service their tax needs.
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IRS conducts external satisfaction surveys of IRS partners and customers (individual, small
business and self-employed taxpayers). The IRS is currently preparing to conduct the
SB/SE Practitioner Survey. The IRS conducts customer focus groups and obtains feedback
from IRS partners and stakeholders to gauge the level of satisfaction with IRS services and
products. In addition, the feedback helps IRS guide the development of new programs
and/or program enhancements.

The research and cross-functional input is used to identify compliance, taxpayer burden and
IRS workload issues that are appropriate for developing and delivering outreach initiatives.
This process results in comprehensive strategic plans, which include operational, and
improvement priorities, as well as integrated targeted strategies and products.

Examples of targeted customer strategies and products include:

¢ The creation of “Centers of Excellence” teams made up of executives, managers and
employees. The purpose of the teams is to implement the overall strategies such as
the “Where to File” website, a comprehensive education and compliance strategy for
barter exchanges, comprehensive strategies for employment taxes, initiatives to
encourage restaurants and other establishments to participate in compliance-focused
programs, and educational materials designed to help the public recognize and avoid
abusive tax schemes.

¢ The E-Commerce Strategy forms partnerships with key e-commerce organizations to
address tax compliance issues in the bartering, auction sites and other business are-
nas. These partnerships include the distribution of tax guidance to the “users” or
members of the associations as well as targeted “self correct” initiatives.

¢ Non-filers, Underreporters and High Income outreach and outreach efforts are used
to provide self-correction opportunities.

+ Publications and products were developed to address the tax impact of significant life
events. Publications, products and website links were provided to IRS external part-

SECTION
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ners who widely distributed them to taxpayers. These products include:
From Birth Through Childhood brochure

¢ Living and Working with Disabilities brochure
¢ Publication 4128 - Tax Facts About Losing Your Job
¢ Publication 4141 - Senior Citizens: Did You Know that You Can be

Charged Tax on Money You Don’t Get?
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To complement the high degree of planning and partner/stakeholder interaction in develop-
ing programs and products, the IRS places equal value in training its employees to deliver
high quality service. The IRS provides its employees with the appropriate tax law, market-
ing, relationship management and software training to service IRS partners, stakeholders and
taxpayers. Specialized training is provided to segments of IRS employees to support certain
programs such as Centralized Withholding Agreements, TIP/TRAC and filing season sup-
port for R-mail and ETLA. Training is conducted functionally and cross-functionally (i.e.
E-file and R-mail) based on the number of functions designated to deliver the service. IRS
employee engagement in program and product development is accomplished in several
ways. IRS field and headquarters employees are often involved in developing training,
products and program deliverables. IRS further capitalizes on the experience of field
employees who are delivering the programs (direct and leveraged) by providing various
methods (idea sharing sessions, on-line employee feedback, chain of command, and formal
Issue Resolution Tracking System) of raising trending program or partner/stakeholder/tax-
payer issues and suggestions for action.

Method of Delivery

IRS utilizes a combination of leveraged and direct methods of delivering outreach to W&l
and SB/SE customer segments. The IRS experience and feedback from partners and cus-
tomer surveys indicates that taxpayers rely on trusted third parties such as community-based
groups, stakeholder groups and practitioners to service their tax needs. Leveraging our out-
reach products and messages through third-party channels gives us greater reach that enables
us to increase the number of outreach contacts year after year within a finite set of IRS
resources. Leveraging outreach also lends credibility to messages as they are being received
from what taxpayers believe to be a reliable source. These groups are trusted; they provide
accessibility; and they provide critical resources and services. For example, community
based organizations provide volunteers, communication, language translation, financial liter-
acy and asset building to support volunteer return preparation and educational outreach
Services.

There are several ways the IRS assures its messages are unadulterated as they are delivered
through partners and stakeholders. The first is in packaging. Our printed materials and
multimedia packaged materials (such as CD-ROMs), by their nature prevent partners and
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stakeholders from distorting our messages. This holds true for nearly all our educational
products. Even our curriculum for taxpayer education and volunteer return preparation
contains workbooks, instructor/teacher guides, and specific updates to provide further incen-
tives to present them as produced. IRS reinforces the key messages and methods of using
our material through relationship management meetings and daily interactions with IRS
partners and stakeholders.

IRS has engineered a considerable direct delivery channel using the Internet. In addition to
the thousands of pages of content for individual taxpayers, there are pages devoted to IRS
partners and a self-help website for non-resident students and scholars. In addition, the IRS
contributes approximately 10,000 pages of content that is provided to small businesses
through the small business portion of the www.irs.gov website. The content continually
expands each year to support filing season efforts and other special emphasis programs from
a compliance perspective. Taxpayers value this content because they visit the site over a
million times each month, with a steadily increasing trend over the last several years. As the
Taxpayer Advocate noted, the IRS consistently receives high ratings for the website.
Additionally, IRS has two SB/SE electronic tutorial products that are video-streamed
through the website. These educational products are used by over 65,000 visitors per
month, and again, they exhibit a steadily increasing trend of viewers.
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Partner and customer satisfaction survey results remain high on IRS products and services.
For W&I, FY 2004 partner satisfaction survey results reflected an overall satisfaction rate of
4.25 on a scale of 5 points for services and products.

The IRS conducts an annual customer satisfaction survey for SB/SE products and services.
The survey results are used to determine what products and services are being used as well as
needed improvements. On a scale of 5, IRS continues to receive 4.5 or higher as an overall
customer satisfaction rating.

Measurement of Effectiveness

The NTA states that IRS needs to continue to measure the effectiveness of various types of
contact with taxpayers. IRS agrees that measuring the impact of outreach on voluntary com-
pliance is a challenge.

The Taxpayer Advocate is correct in that we do not have a systemic way of monitoring
stakeholder communications. However, manual spot checks of our stakeholders’ communi-
cations and partner, stakeholder and customer feedback have been consistently positive
regarding the quality of our products and outreach materials in servicing their needs.

While the impact of outreach campaigns on compliance is difficult to measure, the IRS has
made progress in identifying cause and effect metrics and methods of measurement. In

SECTION
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addition to the example stated in the NTA report, there are several IRS projects that have
been measured that demonstrate the effectiveness of outreach programs.

In SB/SE, studies include: 1) internal study on outreach to innocent but fraudulent claims
for slavery reparations. The study demonstrated IRS effectiveness in having an impact on
taxpayer behavior; 2) a study which demonstrated a measurable impact on an employment
tax project (The results showed relative improvements in 5 of the 7 areas measured due to
general outreach.); and 3) a study tracking the significant increases in the TIP/TRAC agree-
ments and potential revenue.

=
(—]
-
=M
—
= en
:I‘H
=
= -
o O
=
-]

In W&I, two multi-year pilots are being conducted around EITC participation dependency
(Dependent Database rule), EITC E-file rejects, math error and adjustment issues in 10 terri-
tories including 5 field offices addressing the LEP population. The pilots involve comparing
multiple tax years of W&I outreach and volunteer return preparation activities. The objec-
tives are to determine the impact of IRS and IRS partner presence and involvement in
outreach and return preparation activities on compliance metrics. In addition, we look to
gain insight on the most effective ways of delivering outreach.

During FY 2004, the IRS initiated a number of multi-year behavioral and needs assessments
qualitative research studies to better understand a particular market segment. For instance,
W&I coordinated a needs and products assessment research project for Hispanic Limited-
English Proficient taxpayers, working closely with the IRS Multilingual Project Office, the
EITC Project Office, Taxpayer Advocate Service, and W&I Research. After receipt of the
focus group results, the IRS convened a cross-functional group to develop and implement
strategies to address the needs identified through the study. A second study involved focus
group interviews with retired military personnel to understand reasons for payment non-
compliance once these individuals retired from service. Again, the IRS used the results and
convened a cross-functional group including W&I Compliance, and W&I Research to devel-
op and implement education and outreach activities to both improve voluntary compliance
and to measure the impact of pre-filing education and outreach to the retired military popu-
lation.

Jointly, W&I and SB/SE, as part of the e-file marketing campaign to tax preparers in 2004,
are going to measure the changes in behavior of tax preparers for which the various types of
contact (face-to-face, telephone, mail) were conducted and compare the results to the estab-
lished control groups to determine the impact on increasing the rate of e-file returns among
tax preparers. The IRS will continue its effort to measure outreach effectiveness.
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TAXPAYER ADVOCATE SERVICE COMMENTS

The IRS response has identified a significant number of outreach events, publications, and other activi-
ties to assist taxpayers. The IRS has apparently misconstrued our comments; we did not intend to
imply that the IRS has not implemented any valid and helpful education and outreach programs.
Ratbher, our principal concern is that there is no education and outreach strategy that (1) sets forth identi-
fiable and quantifiable objectives, (2) actively utilizes available sources of research, and (3) provides for
a method of measuring the effectiveness of its initiatives.
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Certainly, the National Taxpayer Advocate recognizes that the IRS has taken many steps to improve its
outreach and education efforts, and commends the IRS for its efforts. We applaund the IRS on its con-
tinued efforts to bolster its pre-filing outreach and education initiatives in an environment where
enforcement appears to be a high priority. We appreciate the efforts of the IRS to partner with stakehold-

ers in the community to disseminate information, particularly with respect to EITC and small business

outreach. We commend the IRS on its use of technology to advance its outreach objectives. We are espe-
cially intrigued by education and outreach efforts in industries that have traditionally been franght with
noncompliance, such as the construction and restaurant industries.

However, we are unable to discern an overall strategy to the education and outreach efforts; it appears that
the IRS is busy “putting out fires” rather than focusing on a long-term strategy. It is unclear to us how the
IRS selects the issues that require education and outreach. We believe that the education and outreach arms
of IR need to be in constant communication with IRS policymakers and program directors to ensure that
the objectives and expectations remain aligned. Moreover, SPEC and TEC should not only push informa-
tion out (in accordance with the IR S strategic plan), but must also pull information in (via research and
observation of customer needs). Once this information is “pulled in”, it needs to be shared with the appro-
priate program owners for review and action. Without this two-way communication, there is a real
danger that the needs of the W& and SB/SE taxpayers will not be properly addressed.

For example, one of the IRS’ most challenging endeavors is to identify and reduce the so-called “tax
gap.” A large portion of the tax gap is attributable to underreporting and nonfiling by the self-
employed. Therefore, it is imperative that the IRS make it a priority to devise a comprebensive
education and outreach strategy to address the alarming rate of non-filing within the self-employed popu-
lation. The National Taxpayer Advocate recognizes that this is no easy task, but nonetheless feels that
the IRS can no longer ignore this issue. (If the lack of activity in this area is due to a resource constraint,
we fully support a request for additional education and outreach funding.)

The current measures employed by the IRS in determining the effectiveness of an outreach event fall short
of providing the information necessary to understand its customer base and provide specific guidance to
the individuals and businesses it serves. For example, while the IR S provides very useful content on its
website, is there any follow-up research to determine whether there was accurate comprebension of the
intended message? Without a way to measure the effectiveness of an outreach initiative, it is impossible
to know whether such an initiative was successful.

SECTION
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PROBLEM
TOPIC B-6

MOST SERIOUS PROBLEM: OVERSIGHT OF UNENROLLED RETURN PREPARERS

RESPONSIBLE OFFICIAL
Mark E. Matthews, Deputy Commissioner, Services and Enforcement

DEFINITION OF PROBLEM

In her 2002 and 2003 Annual Reports to Congress, the National Taxpayer Advocate rec-
ommended the establishment of a Federal program to regulate unenrolled tax preparers.*
In 2004, the United States Senate passed legislation to implement the recommendation
presented in the 2002 Annual Report, and a wide variety of practitioner groups and trade
organizations have endorsed it.?

In its comments on the proposal as published in the 2003 Report, the IRS raised six con-
cerns regarding the proposed registration system. The IRS pointed out that the agency
did not have enough data to analyze the need for the program. The IRS also claimed
that it had conducted several initiatives to address the problem.® Despite these argu-
ments, the National Taxpayer Advocate does not believe that the IRS has made significant
progress in researching the issue or developing programs to alleviate the burden imposed
on taxpayers by unscrupulous or incompetent unenrolled preparers.

The IRS has a strategic goal to emphasize enforcement against attorneys and accountants
who represent wealthy individuals engaging in abusive tax shelters.* However, the IRS has
not focused its enforcement efforts on those preparers who prepare taxes for the vast
majority of the populace. We are concerned that the IRS is not doing enough to protect
these taxpayers.

Further, the outsourcing of tax return preparation to non-U.S. persons must be addressed.
Taxpayers and the IRS have limited avenues of recourse against foreign preparers who vio-
late domestic tax laws. The IRS should consider revising the regulations under IRC §
7216 to require U.S. preparers to obtain the meaningful consent of their clients before
releasing tax return information to any foreign preparers.

! National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2002), 216-230.
National Taxpayer Advocate, Annual Report to Congress Publication 2104 (Rev. 12-2003), 270-301.

> H.R. 1528, 108th Cong. § 141 (passed by the Senate on May 19, 2004, and previously included in § 141 of S.,
882).

® National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 296-301.

* ABA Tax Section Meeting: Everson Denounces Shelters, Warns Practitioners to Follow Law, Tax Notes Today,

2004 TNT 90-1 (May 10, 2004); TalkPoints: Compliance Initiatives (Rev. March 26, 2004).
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ANALYSIS OF PROBLEM

Proposal to Regulate Unenrolled Return Preparers

In her two previous Annual Reports to Congress,’ the National Taxpayer Advocate recom-
mended that Congress enact a registration, examination, certification, and enforcement
program to regulate unenrolled tax return preparers who prepare for compensation more than
five Federal tax returns per calendar year. Preparers covered by the proposal would be required
to register with the IRS and pay an applicable administrative fee. During their first year of
return preparation, registered preparers would be required to pass an initial examination which
would test their technical knowledge and competency to prepare returns. In subsequent years,
the program would require either an examination or continuing professional education (CPE)
to ensure that the registered preparers are informed of significant tax law changes.®

(-]
—J
ew
bl
s
i |
-
A
e =
eﬂ-
=

The program would be enforced through several mechanisms. The IRS would issue edu-
cational notices and warnings, as well as assess and collect penalties on unenrolled return
preparers who fail to comply with the program requirements. In addition, taxpayers
would play a valuable role in enforcement. The IRS would conduct a public awareness
campaign informing taxpayers of the regulatory program and provide taxpayers with two
valuable tools: (1) access to an IRS-maintained database of preparers registered and certi-
fied under the program and (2) notification by the IRS when the taxpayer’s return was
prepared by an unenrolled return preparer who is not registered and certified.

For a detailed discussion of the proposed regulatory program, see the National Taxpayer
Advocate’s 2002 and 2003 Annual Reports to Congress.’

Congressional Response to Proposal

The Tax Administration Good Government Act of 2004 (The Good Government Act),® as
passed by the United States Senate on May 19, 2004 includes a provision dealing with the
regulation of tax return preparers. Specifically, § 141 of the legislation would add § 7530
to the Internal Revenue Code, which generally adopts the National Taxpayer Advocate’s
proposal to register and test unenrolled preparers who prepare for compensation five or
more tax returns per taxable year.

o

National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2002), 216-230.
National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 270-301.

=3

The proposal initially required mandatory annual examinations. However, based on the experience of the
California program, which is discussed below, mandatory annual CPE requirements are also a viable option.
Either annual testing or CPE requirements should not pose a significant burden on the preparers. Advances
in technology have eased the burden of satisfying CPE requirements and scheduling professional examina-
tions. For example, the recent conversion of the uniform C.P.A. exam to a computer format was greeted with
favorable reviews by exam takers, with the main benefit cited as greater flexibility in scheduling exam times
and locations. Pilot Test Reveals Dramatic Changes, Journal of Accountancy (Feb. 2004), which can be found
at http://www.aicpa.org/pubs/jofa/feb2004/cpaexam.htm

National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2002), 216-230,

~

SECTION National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 270-301.
0 NE ® HR 1528, 108th Cong. § 141 (passed by the Senate on May 19, 2004 and previously included as § 141 of S. 882).
° I
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IRS COMMENTS ON THE PROPOSAL

The IRS comments on the proposal as published in the 2003 Annual Report to Congress
identified six concerns.

IRS Issue No. 1: Federal vs. State Role

The IRS has raised two issues related to the role of the Federal government in the regula-
tion of tax return preparers: (1) the licensing of professionals has historically been within
the authority of state government, and (2) the effectiveness of existing state programs in
California and Oregon have not been proven.
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Federal Authority to Regulate

The determination of which government jurisdiction has the authority to regulate a partic-
ular group of professionals should depend on the body of law governing the field in
which those professionals practice. Specifically, it is appropriate for states and localities to
regulate professionals practicing in fields subject to bodies of law that vary by state or
locality. Similarly, it is wholly appropriate for the Federal government to regulate profes-
sionals practicing in a field consisting of Federal law. Accordingly, because the
preparation and filing of Federal tax returns are activities governed by a national body of
law, the Federal government should regulate Federal tax return preparers.

The enactment of legislation establishing the Federal regulatory program need not pre-
empt the state’s role in regulating tax return preparers. In the securities industry,
broker-dealers are required to register with the Securities and Exchange Commission
(SEC), which has delegated the regulation function to the National Association of
Securities Dealers, Inc. (NASD). The NASD regulates, on a national level, securities pro-
fessionals who are also regulated at the state level. Similarly, states and localities would
still be at liberty to regulate tax return preparers on their activities related to the prepara-
tion and filing of state and local tax returns by setting equivalent or stricter standards."

The IRS stated that the Tax Reform Act of 1976 “explicitly recognized the rights of states
and localities to regulate them independent of the Federal government.” However, the
IRS may be reading more into the 1976 legislation than is warranted. Section 1202 of the
Tax Reform Act of 1976 added IRC § 6103(k)(5), which provides that the Federal govern-
ment may disclose tax return information for tax administrative purposes to a state or

0 As of October 13, 2004, the Senate Finance Committee announced several amendments to the legislation.
U.S. Senate Committee on Finance, News Release: “Baucus and Grassley Release Staff Draft of the
Registration of Income Tax Return Preparer Proposal” (Oct.1, 2004).

™ We note that the Federal government has not shied away from pre-empting state law in other contexts. For
example, the Office of the Comptroller of the Currency recently amended its regulations to set forth which
types of state laws apply to the activities of national banks and which are pre-empted. In general, state laws are
pre-empted if the state laws obstruct, impair or condition a national bank’s ability to exercise its federally
authorized powers. Bank Activities and Operations; Real Estate Lending and Appraisals, 69 Fed. Reg.1904-01
(Jan. 13, 2004) (to be codified at 12 C.F.R. pts. 7, 34).
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local government that regulates return preparers.”” While IRC § 6103(k)(5) acknowledges
the authority of state and local governments to regulate return preparers, the provision
merely sets forth the limited circumstances during which a government official may dis-
close confidential tax return information. It in no way conveys or limits the authority of
any governmental unit to regulate any type of activity.”

Experience of States in Regulating Tax Return Preparers

The IRS also argued that the existing programs in California and Oregon have not been
determined to be successful, noting that California experiences difficulty in identifying
unregistered preparers. To the contrary, we have found that the administrators of the
California program believe it is successful in decreasing noncompliance. Further, both state
programs are self-sustaining in that the fee revenues cover the costs of running the pro-
grams. The discussion below summarizes some of the relevant points of each program.*
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CALFORNIA REGULATORY PROGRAM

In California, over 34,000 “tax preparers” were registered with the California Tax
Education Council (CTEC) in 2004."* “Tax preparers” required to register under the pro-
gram are defined as individuals and business entities that assist or prepare Federal or state
tax returns for consideration, with a specific exemption for those licensed as attorneys or
CPAs in California, as well as enrolled agents regulated by the IRS.*

To register, applicants must post a $5,000 security bond" and have undergone initial con-
tinuing professional education (CPE) from approved sources.”® Upon the applicant’s
completion of the registration requirements and payment of the $25 registration fee,
CTEC issues a certificate of completion. The CTEC also assigns each registered preparer
a unique registration number and issues an identification card and window sticker to iden-

2 pub. L. No. 94-455, § 1202, 90 Stat 1520 (Oct. 4, 1976); IRC § 6103(K)(5).

¥ One basic rule of statutory construction provides that statutory language should be construed in the context
of the entire statute. Gen. Dynamics Land Sys., Inc. v. Cline, 124 S.Ct. 1236 (2004). While there is a general
reluctance among courts to interpret any Federal statute to interfere with state tax administration, this princi-
ple is inapplicable here. Federal oversight of return preparers applies to the preparation of Federal returns as
opposed to state returns. Nat’l Private Truck Council, Inc. v. Oklahoma Tax Comm’n, 515 U.S. 582 (1995).

 Westchester County, New York recently enacted legislation to regulate income tax preparers. See
http://www.westchester.com/Westchester_News/Westchester_Government_26_Politics/200409164286.html.

' Cal. Bus. & Prof. Code §§ 22251(d), 22253(a)(1). California Tax Education Council, 2002-2003 Annual Report,
4-5. The number of registrations has increased from approximately 28,000 in 1997, the year of the program
inception. Letter from Celeste Heritage, Vice President, Advocation, Inc. to the Taxpayer Advocate Service
(July 21, 2004).

!5 Cal. Bus. & Prof. Code §§ 22251(a)(1), 22258.
" Cal. Bus. & Prof. Code § 22250.

SECTION ' To register, the program requires 60 hours of CPE within the previous 18 months, with 45 hours covering fed-
eral taxation and 15 on state taxation. Cal. Bus. & Prof. Code § 22255.
0 NE ' Cal. Bus. & Prof. Code § 22255(a).
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tify the preparer as registered with the CTEC.* To maintain their status, tax preparers
must pay an annual $25 registration fee and complete 20 hours of CPE.*

If preparers fail to abide by the program’s standards and procedures, the following statuto-
ry methods of enforcement are available: (1) injunctions, (2) fines or imprisonment, and
(3) civil rights of action.”? In addition, the CTEC claims that the following nonstatutory
methods of enforcement have played an important role in reducing the number of non-
compliant preparers:
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& The public awareness campaign conducted by the CTEC is believed to be the single most effec-
tive tool to prevent preparers from going underground in California. The campaign informs

taxpayers of the importance of obtaining the preparer’s signature on tax returns.”®

¢ The CTEC website provides a database of registered tax preparers. The public can
access the database to check the status of preparers and report suspect preparers to
the CTEC.*

¢ Since 2003, the CTEC has collaborated with the California Franchise Tax Board
(FTB) by funding increased FTB field visits to check on preparer registration status.
The FTB reports the findings from these visits to the CTEC.»

Since the inception of the program, the CTEC has contracted the administration of the
entire regulatory program to an outside company. In addition, the program has never
received state funding because it has always been self-funded through registration fees.”

OREGON REGULATORY OF RETURN PREPARERS

The Oregon State Board of Tax Preparers (“the Board”) regulates “tax preparers,” a desig-
nation which includes both unenrolled preparers and enrolled agents who prepare
personal income tax returns for a fee.”” The Board is funded entirely by the fees collected
from examinations, licenses and civil penalties assessed for violation of the rules.”

? The CTEC website provides a searchable database which allows the public to determine whether a certain pre-
parer is properly registered. Available at http://www.ctec.org/verify.asp.

2 The annual CPE requirement of 20 hours consists of 12 hours of federal taxation, four hours of state taxation,
and four hours of either state or federal taxation. Cal. Bus. & Prof. Code § 22255.

% Cal. Bus. & Prof. Code §§ 22256, 22257.

B CTEC, 2002-2003 Annual Report, 6-9; Telephone Conversation with Celeste H. Heritage, Vice President
Advocation Inc. (July 16, 2004).

ZAId

% During the first quarter of 2003, the FTB made approximately 170 visits to tax preparation offices throughout
the state and found that approximately 15 percent were improperly unregistered. The FTB provides those
names to the CTEC, which orders the preparers to “cease and desist” preparing taxes for a fee until they regis-
ter. One-third of the unregistered preparers subsequently became registered. The rest were notified of the law
and the possibility of prosecution. CTEC, 2002-2003 Annual Report, 6-T.

% | etter from Celeste Heritage, Vice President, Advocation, Inc. to the Taxpayer Advocate Service (July 21, 2004).

" CPAs and attorneys licensed to practice in Oregon are exempt from the regulatory program. Or. Rev. Stat. §§
673.610, -.615, -.725.
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Oregon issues two types of licenses: (1) a tax preparer license and (2) a tax consultant
license. A licensed tax preparer must work under the supervision of a licensed tax con-
sultant.”® Both types of licenses require the individual to pass a Board-administered exam
and satisfy mandatory education requirements, with the tax consultant requirements more
comprehensive than those applicable to tax preparers.*® Both tax preparers and consult-
ants must pay an annual renewal fee and complete 30 hours of Board-approved CPE.*

The Oregon Department of Revenue has the authority to furnish the names of preparers
to the Board,* which is empowered to discipline licensed tax preparers and consultants in
the following manner: (1) deny issuance of, suspend or revoke a license; (2) reprimand
the practitioner; (3) issue a “cease and desist” order and (4) assess civil penalties.*®
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IRS Issue No. 2: Public Perception

The IRS stated that “many taxpayers may incorrectly view the registration of a tax prepar-
er by the IRS as an endorsement by the agency and mislead them into thinking that they
will get better service and somehow have recourse to the IRS should their ‘certified’ pre-
parers make errors or take advantage of the taxpayer.”*

The National Taxpayer Advocate takes the position that taxpayers’ views on the fairness of
the tax system are largely shaped by the totality of their experiences interacting with the
system. Integral to their views on fairness are their experiences with their return preparers.
If the IRS does not police the return preparation and filing profession, taxpayers are more
likely to have bad experiences with unscrupulous or incompetent preparers, which will
unquestionably taint their resulting impression of the tax system.

The same risk of perceived IRS endorsement also applies to administration of the enrolled
agent and authorized IRS e-file Provider programs. In the electronic filing arena, the IRS
maintains oversight authority over authorized IRS e-file providers by approving applica-
tions and imposing sanctions when necessary.® Despite the risk of perceived
endorsement, the IRS continues to administer the program, presumably to encourage tax-
payers to electronically file. The IRS even helps taxpayers locate authorized e-file
providers by providing the e-file Provider Locator on the IRS official website.* Further,

% The licensing fees are very reasonable in amount, with the examination, initial license and annual renewal fees
well under $100 each for both tax preparers and tax consultants. Or. Rev. Stat. 8§ 673.685, -.730; See also
http://www.open.org/~ortaxbrd/GENINFO.htm.

 Or. Rev. Stat. § 673.615.

* Or. Rev. Stat. 88 673.625., -.637.

%1 Or. Rev. Stat. § 673.655.

% Or. Rev. Stat. § 673.710.

% Or. Rev. Stat. §§ 673.700, -.730.

% National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 298.

SECTION % See IRS Publication 1345, Handbook for Authorized IRS efile Providers of Individual Income Tax Returns; Rev. Proc.
2000-31, 2000-2 C.B. 146, 2000-31 I.R.B. 146 (July 14, 2000).
NE % Available at http://www.irs.gov/efile/page/0,,id=10162,00.html.
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the IRS publishes a list of exemplary ERO award recipients on its official website.”

IRS Issue No. 3: Resources

The IRS maintains that, “the IRS does not have sufficient current resources to administer
a federal regulation of tax preparers program.” The IRS further states that “we can make
some assumptions on the scope of resources that would be required by looking at existing
procedures that govern practice before the IRS as well as other areas that require high vol-
ume processing of information.” In addition, the IRS states that “assuming the program
for regulation of return preparers has at least the same if not more processing and moni-
toring requirements ... significant additional resources would be required.”®
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The Congressional Budget Office (CBO) has estimated that the implementation of the
program as set forth in the Good Government Act®* would cost $25 million over the first
two years of implementation. Afterwards, it is expected that the program will be self-sus-
taining through user fees.” This revenue estimate does not reflect the significant cost
savings that would result from greater accuracy. Such a program would improve the accu-
racy of returns on the front end, and as a result, reduce future compliance costs on the
part of both the IRS and taxpayers.™

The IRS has devoted resources to the VITA (Volunteer Income Tax Assistance) Link &
Learn Taxes program, which is an online training and certification package for VITA vol-
unteers.” If the IRS is willing to devote resources to improve the quality of tax
preparation by volunteers, it should be equally willing to devote resources necessary to
improve the quality of tax preparation by paid preparers.”

A possible way to build in administrative efficiencies would be to coordinate the examina-
tion requirement with the enrolled agent exam, the Special Enrollment Examination
(SEE).* Thus, registered preparers could take a relevant portion of the SEE, along with a

¥ Available at http://www.irs.gov/efile/article/0,,id=97952,00.html.
% National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 298.
¥ H.R. 1528, 108th Cong. § 141 (passed by the Senate on May 19, 2004, and previously included as § 141 of S. 882).

“ Congressional Budget Office, Cost Estimate, $.882, The Tax Administration Good Government Act of 2004,
as Reported by the Senate Committee on Finance on May 4, 2004, and passed by the Senate (as H.R. 1528)
on May 19, 2004.

“! Letter from Sen. Charles E. Grassley and Sen. Max Baucus to Andrew Card, White House Chief of Staff (July
8, 2004), in Tax Notes Today, TNT 136-19 (July 15, 2004); see also Letter from Sen. Charles E. Grassley and
Sen. Max Baucus to Sec. John Snow, Treas. Dept. (March 31, 2004), in Tax Notes Today, 2004 TNT 63-17
(April 1, 2004).

“2 SPEC’s Volunteer Educational Products and Services.

“ RS records indicate that approximately 55.7 percent of Form 1040 returns were prepared by paid preparers in
Tax Year 2002 while only approximately 0.7 percent were prepared by volunteer organizations. IRS
Compliance Data Warehouse, Individual Return Transaction File Data, Tax Year 2002.

* The SEE is currently administered by the IRS Office of Professional Responsibility. However, the program
has been identified by the IRS as a commercial activity to undergo a competitive sourcing study to give gov-
ernment, private industry and public reimbursable sources the opportunity to compete for the work pursuant
to the Office of Management and Budget (OMB) Circular A-76. IRS Office of Procurement, Competitive
Sourcing Acquisition Branch (Oct. 26, 2004).
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separate ethics component. Such coordination of exams would have the added benefit of
placing registered preparers on the track to becoming enrolled agents, if they so choose.

Further, the administration of a CPE requirement appears economically feasible based on
the experience of the California regulatory program. As in California, the IRS could con-
sider contracting out the administration functions to a private company. Tax education
provider fees and registration fees could fund the program.*
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The IRS should also look to the experience of the National Association of Securities
Dealers, Inc. (NASD), which administers a regulatory program in the securities industry.
Professionals must pass mainly computerized examinations and satisfy CPE requirements.
The NASD also provides education, writes rules governing behavior, examines member
firms for compliance, disciplines noncompliant professionals and maintains BrokerCheck, a
publicly accessible database which provides the background of any registered professional.*
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IRS Issue No. 4: Opportunity Costs

The IRS stated that “the IRS would be faced with redeploying resources from other pro-
grams which could have a negative impact on current enforcement, service improvement
and revenue collections efforts.” The National Taxpayer Advocate believes that the pro-
posed regulatory program would be primarily self-enforcing. Specifically, the program
would entail a public awareness campaign, the establishment of a publicly accessible list
of registered and certified preparers, and the notification of taxpayers whose returns are
prepared by noncompliant unenrolled preparers. Because of measures, the customer base
of those unenrolled preparers who fail to properly register and certify will greatly dimin-
ish, without any action by IRS enforcement employees.

The IRS has also failed to recognize that the proposed program should have a beneficial
impact on all aspects of return preparer compliance. These benefits include a decrease in
the use of unskilled or unscrupulous preparers by taxpayers which will lead to fewer errors
and adjustments attributable to preparer negligence or fraud. As a result, taxpayers should
file more accurate income tax returns and improve overall compliance. Further, as prepar-
ers are better informed about the provisions of IRC § 7216, there will be fewer
confidentiality and disclosure violations. Consequently, fewer resources will be required

“ Letter from Celeste Heritage, Vice President, Advocation, Inc. to the IRS Taxpayer Advocate Service (July 21,
2004). CTEC charges providers a fee for curriculum review. California Tax Education Council, 2002-2003
Annual Report, 7, 16-17.

“ The Division of Market Regulation of the SEC closely monitors the private sector regulation by the NASD.
SEC, Division of Market Regulation, Compliance Guide to the Registration and Regulation of Brokers and
Dealers (Oct. 1998), § 111.C. For a corporate description of the NASD, see the NASD official website at
http://www.nasd.com/corp_info/corp_description.asp. For general information on the role of the NASD, see

SECTION NASD Registered Representatives & Other Securities Industry Professionals: Testing/ Training — Roles &
Responsibilities, at http://www.nasdr.com/reg_rep/default.asp.
0 NE * National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 298.
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for a variety of compliance programs and will ultimately produce a more efficient and
effective tax administration system.

IRS Issue No. 5: Enforcement

The IRS argues that the proposal’s absence of civil or criminal penalties for failure to reg-
ister encourages unenrolled preparers to ignore the regulatory provisions or even to go
underground.”® The National Taxpayer Advocate agrees that this is a serious concern and
the proposed program needs enforcement mechanisms “with teeth” to prevent even fur-
ther noncompliance. Some possible ways to deal with enforcement of this program are
listed below:
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¢ Failure to Register Penalty. A substantial failure to register penalty should be
assessed on and collected from those unenrolled preparers who continue to prepare
returns without properly registering. The Good Government Act, which passed the
Senate on May 19, 2004, includes a provision for a $500 per return penalty
imposed on non-registered preparers.”

¢ DPublic Awareness Campaign. As previously suggested by the National Taxpayer
Advocate and as experienced by the California program, an extremely effective way
to prevent preparers from going underground is to conduct outreach to the general
taxpayer population, informing them of the risks associated with using preparers
who fail to sign their returns. The public awareness campaign would direct taxpay-
ers to an IRS-maintained list of registered preparers to check on preparers’
qualifications. The existence of another IRS-maintained list of electronic return
originators (EROs) should not unnecessarily confuse taxpayers. Even though the
lists may overlap, the IRS’s public awareness campaign should guide taxpayers to
the appropriate lists.

¢ Universal Preparer Registration. The IRS could issue a universal Federal tax
return preparer card or Federal tax return preparer identification number to all cate-
gories of preparers, including attorneys, CPAs, enrolled agents and registered and
certified preparers. In conjunction with this initiative, the IRS could conduct a
public awareness campaign informing taxpayers to look for this universal card or
identification number before retaining a preparer’s services. This would simplify
the process for taxpayers attempting to choose legitimate paid preparers. As an
additional measure, the IRS could maintain a publicly-accessible database of pre-
parers in all four categories.

“® National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 298.

“° Efforts would still be necessary to counter the temptation of preparers to go underground and to avoid signing
the return at all. For those preparers who fail to sign returns, the risk of an assessed $500 per return penalty
might not be significant enough to alter noncompliant behavior. Even if the preparer was assessed a penalty
based on one return, the IRS would have difficulty tracking down additional unsigned returns prepared by
that individual.
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While unenrolled preparers would be required to register with the program, attorneys and
CPAs would be given the option to register. The additional burden of registration would
not be imposed on professionals who are already licensed under other programs, but
would be an available option if they choose to receive the benefits of the IRS designation
and advertising.”

IRS Issue No. 6: Additional Taxpayer Costs

The IRS states that, “the cost of this program would likely be passed on to the taxpayer.
This can have an unintended consequence of increasing the cost burden to the taxpayer
without providing them any assurance that they are buying better or more accurate return
preparation services.”" The National Taxpayer Advocate respectfully and forcefully dis-
agrees with this statement. For all the reasons stated above — testing, education, ethical
training and effective oversight - taxpayers will have greater assurance that their preparers
have some competency in tax preparation. Moreover, based on the fees charged by
Oregon and California for similar programs, the additional costs incurred by practitioners
should not be prohibitive, especially if shared equally by all clients of each preparer. The
program should also result in improved overall tax compliance with fewer penalties and
interest, more accurate returns, and fewer contacts by taxpayers with the IRS. Taxpayers
may feel the additional marginal cost is well worth these significant improvements.
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IRS INITIATIVES

Research and Information Compilation

The IRS indicated that it needs to determine the scope of the problem before supporting
legislation regulating unenrolled preparers.® Accordingly, the IRS needs to provide an
update on the research it is conducting relative to this issue.

It is our understanding that the IRS is conducting several research initiatives concerning
the preparer community, to provide data for future business decisions in terms of
resources, enforcement and education priorities. One of the more comprehensive initia-
tives focuses on preparer accuracy and personal compliance issues.”® While we commend
the IRS for conducting this research, we believe that the IRS should initiate the following
additional research to determine the need for the proposed legislation, and provide useful
information to design the most effective program:

%0 Section 500 of the Agency Practice Act should not bar the IRS from issuing the universal federal tax return
preparer card or identification number to licensed attorneys or CPAs. The Act provides that a licensed attor-
ney or CPA may represent a person before the IRS without enrollment upon filing a written declaration, Form
2848, Power of Attorney and Declaration of Representative. However, tax return preparation is not considered
representation before the IRS for purposes of the Agency Practice Act. Treas. Circular 230, 31 C.F.R. 8§ 10.0-

10.93.
SECTION 5! National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003,) 299.
% Id. at 297.
0 NE % Office of Professional Responsibility to the Taxpayer Advocate Service (Sept. 24, 2004).
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u  Types and number of returns prepared by unenrolled preparers (i.e., 1040s with and without
EITC claims, 1040As, 1040EZs, etc.). This information will indicate which taxpay-
ers use the services of unenrolled preparers, which will enable the IRS to estimate
the scope of the problem and focus outreach campaigns accordingly.

& Assessments of preparer penalties broken down by type of preparer. This information will
provide a general picture of the rates of compliance among the four categories
(while noting any IRS biases in assessment).
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& Assessments of penalties and interest against taxpayers who use paid preparers broken down
by type of preparer and by type of penalty. This information will indicate the impact on
taxpayers based on the type of preparer retained.

& Adjustments in tax liabilities on returns prepared by paid preparers broken down by type of
preparer. Again, this would allow the IRS to compare the impact on the taxpayers
based on the type of preparer. If the data is detailed by return line item, it might
also indicate the types of errors made by each type of preparer, for targeted out-
reach.

& General Compliance Research. The IRS should determine whether the assessment and
collection of penalties on preparers have a deterrent effect. What penalty amounts
or rates are required to have a meaningful impact? Would it be effective to waive
assessed penalties upon the successful completion by preparers of remedial educa-
tion? Are other compliance “touches” effective deterrents?

Civil Enforcement Initiatives

Penalty assertion is the IRS’ key enforcement vehicle for noncompliance among prepar-
ers.* The Small Business/Self Employed Operating Division (SB/SE) is responsible for
assessing and collecting monetary penalties against noncompliant paid preparers. Of the
$1.6 million in IRC § 6694 and 6695 penalties assessed (net of abatements) in FY 2001
through FY 2004, SB/SE only collected approximately 33 percent ($516,898). In fact, the
rate of collection has been decreasing since FY 2001, with approximate rates of 39 percent
in 2001, 31 percent in FY 2002, 28 percent in FY 2003, and 31 percent in FY 2004.* The
collection of low dollar paid preparer penalties has not been a priority in the division’s
overall collection efforts due to other higher priority work, such as abusive tax schemes.*

However small the monetary amounts of these penalties seem relative to the IRS’ other
compliance efforts, they may be an effective deterrent to problematic paid preparers. As

*IRM 4.10.6.8.2 Return Preparer Penalties. The civil penalties and rights of action are set forth in IRC: §§ 6694,
6695, 6713, 7407, and 7408. Criminal penalties will be discussed below. For a detailed discussion of civil and
criminal penalties applicable to return preparers and the National Taxpayer Advocate’s legislative proposals
with respect to the penalties, see National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev.
12-2003), 270-301.

% In FY 2001, the IRS collected $235,767 of the $605,685 net preparer penalties assessed. In FY 2002, the IRS
collected $130,967 of the $425,890 net penalties assessed. In 2003, the IRS collected $92,732 of the $329,198
net penalties assessed. In FY 2004, the IRS collected $57,432 of the $185,550 net penalties assessed. ERIS
Preparer Penalty Data as of Sept. 2004.
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mentioned earlier, IRS has no data tracking the extent of the problems with paid preparers
or how effective its enforcement efforts are in deterring noncompliance. In assessing but
not collecting these penalties, the IRS may be sending preparers a mixed message about
whether it will tolerate poor performance.

SB/SE also conducts e-file monitoring visits annually on approximately one percent of all
EROs, which are identified by referrals, follow-up visits, random selection or targeted selec-
tion. For FY 2004, 1,254 visits were conducted. Of the 238 follow-up visits, 21 percent of
the EROs received either suspensions or reprimands and 18 percent received warnings.”
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In an effort to enforce the due diligence penalty under IRC § 6695(g), SB/SE agreed to
conduct 241 due diligence visits as part of FY 2004 EITC preparer strategy. However, due
to resource constraints, only 180 visits took place, with 29 preparers (16 percent of the
180) assessed penalties.*®

The IRS is developing a strategy to address the role paid preparers play in the high rate of
the erroneous Earned Income Tax Credit (EITC) claims. One initiative includes the prior-
itization of both the assessment and collection of preparer penalties against preparers of
EITC returns.® We believe this planned initiative is a step in the right direction and
should be expanded to cover more than just preparers of EITC returns.

In addition to the traditional audits and penalty assertions against preparers, it is our
understanding that the IRS conducts education and outreach campaigns to the preparer
community. We commend their activities and support their continuance. However, we
suggest that the IRS must first determine the scope of the problem within the unenrolled
preparer community and conduct research to better understand the most effective deter-
rents to noncompliance.

Criminal Preparer Penalty Enforcement Activities

The IRS Criminal Investigation Division (Cl) investigates and enforces criminal sanctions
against preparers.® CI has two programs to enhance compliance in the return preparer
community: (1) the Return Preparer Program (RPP) and (2) the Questionable Refund
Program (QRP).

RPP identifies, investigates and prosecutes return preparers who prepare fraudulent and
abusive tax returns.”* CI has stated that the program actually identifies many more poten-

%6 SB/SE Priorities: Preventing Use and Promotion of Abusive Tax Noncompliance, MS-PowerPoint
Presentation, slide 3 (Rev. Aug. 12, 2004); General Accounting Office, Most Taxpayers Believe they benefit from
Paid Tax Preparers, but Oversight for IRS is a Challenge, GAO 04-07, 16 (Oct. 2003).

¥ Minutes, EITC Preparer Strategy FY 2005 / FY 2006 Meeting (July 13-14, 2004).

*Id.
59 Id
SECTION % For a detailed discussion of criminal penalties applicable to return preparers and the National Taxpayer
Advocate’s related legislative proposals, see National Taxpayer Advocate, Annual Report to Congress, Publication
2104 (Rev. 12-2003), 270-301.
51 Response Provided by Criminal Investigation to Taxpayer Advocate Service Information Request, 3 (Nov. 2, 2004).
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tially noncompliant preparers than CI actually investigates.®” The following table summa-
rizes the status of RPP cases between FY 2002 and FY 2004.

TABLE 1.6.1, STATUS OF RPP INVESTIGATIONS: FY 2002 THROUGH FY 2004°%

=
RIP Investgations 2002 2008 2004° =%
Initiations 254 229 206 =
Recommendations 89 169 167 E =
Indictments 61 109 121 =
Convictions 64 67 117 «
Sentenced 76 49 90

The data indicates a general decrease in the number of RPP investigations initiated during
the past three fiscal years, but there also appears to be an upward trend in the number of
RPP cases leading to indictments, convictions and sentencing.® The increase in RPP
indictments and convictions is probably associated with cases initiated in prior periods,
due to the long time lag between the initiation of a case and its ultimate disposition. The
current downtrend in initiations could result in a corresponding downtrend in indict-
ments and convictions in the future.

The Questionable Refund Program (QRP) was designed to identify fraudulent returns,
stop the payment of fraudulent refunds and refer potential fraudulent schemes to CI field
offices. QRP identifies preparers who have prepared questionable refund returns and pro-
vides support to the Wage & Investment Operating Division (W&I) to address EITC
return preparer compliance issues and to reduce EITC refund fraud.®

The QRP data does not isolate cases involving preparers. However, like the RPP data, it
appears to show a clear downward trend in QRP investigations initiated between FY 2002
and FY 2004. As with RPP, this current downtrend in case initiations may result in a cor-
responding downtrend in indictments and convictions in future periods.”

%2 Minutes, EITC Preparer Strategy FY 2005 / FY 2006 Meeting (July 13-14, 2004).

5 Because actions on specific investigations may cross fiscal years, the data does not track cases as they progress
through the system. Thus, cases reflected in the data for the Initiations category may not necessarily be
reflected in the data for any of the other four categories. Response Provided by Criminal Investigation to
Taxpayer Advocate Service Information Request, 1 (Nov. 2, 2004).

5 As of September 30, 2004, CI had an inventory of 310 open RPP investigations with an additional 257 cases
referred for prosecution without final adjudication. Response Provided by Criminal Investigation to Taxpayer
Advocate Service Information Request, 1 (Nov. 2, 2004).

% Response Provided by Criminal Investigation to Taxpayer Advocate Service Information Request, 1 (Nov. 2, 2004).

% Criminal Investigation, Strategy & Program Plan, FY 2004 through FY 2005, 12 (Sept. 15, 2003);
http://www.irs.gov/irs/article/0,,id=117528,00.html.

¥ Response Provided by Criminal Investigation to Taxpayer Advocate Service Information Request, 1 (Nov. 2,
2004).
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CI contracted econometric studies to empirically test the measurable effects of their activi-
ties on voluntary compliance. The findings of the studies will assist CI to measure the
effect of various CI activities on voluntary compliance.® We commend CI for directing
resources to these research initiatives. We also encourage CI to avail itself of the existing
body of literature on the indirect effects of criminal enforcement on voluntary compliance.”

OUTSOURCING OF TAX PREPARATION SERVICES

It has been estimated that U.S. tax return preparers outsourced more than 100,000 Federal
and state returns to foreign preparers in the 2004 filing season.” The outsourcing of
return preparation gives rise to concerns about taxpayer privacy, supervision of foreign
preparers by domestic preparers, and IRS oversight of these arrangements.
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Under existing law, both the taxpayers and the IRS would face practical difficulties seeking
recourse against foreign preparers who violate tax laws and have no assets in the United
States.” It is also unclear whether the IRS can impose penalties against the U.S. preparer
for violations committed by the foreign preparer based on the agency relationship between
the two preparers.” General contract principles provide an avenue for the taxpayer to seek
relief against the U.S. preparer, but results may vary depending on state law.”

As currently drafted, IRC 8§ 7216 and the regulations thereunder are ambiguous concern-
ing whether a U.S. preparer is permitted to outsource returns to a third party foreign

% Criminal Investigation, Strategy & Program Plan, FY 2004 through FY 2005, 3 (Sept. 15, 2003).

9IRS, The Determinants of Individual Income Tax Compliance: Estimating The Impacts of Tax Policy, Enforcement, and
IRS Responsiveness, Publication 1916 (Rev. 11-96); Karyl A. Kinsey, Deterrence and Alienation Effects of IRS
Enforcement: An Analysis of Survey Data, in Why People Pay Taxes: Tax Compliance and Enforcement, 259-
285 (Joel Slemrod ed., 1995); Steven Klepper and Daniel Nagin, The Criminal Deterrence Literature:
Implications for Research on Taxpayer Compliance, in 2 Taxpayer Compliance: Social Science Perspectives,
126-155 (Keith Hawkins & John M Thomas eds., 1989).

™ See Kenneth A. Gary, CPAs Concerned with AICPA Stance on Qutsourcing Tax Return Preparation, Tax Notes (Feb.
26, 2004).

™ Treas. Reg. § 301.7216-1(b)(2) defines a “tax return preparer” to include an entity that is paid to prepare or
assist in preparing a return. Thus, the IRS could assess penalties against the foreign preparer. However, the
collection of the penalties might be difficult.

" presumably, if the U.S. preparer actually signs the return, it appears that the IRS can hold the U.S. preparer
accountable for any errors caused by the foreign preparer, because the preparer signing the return is responsi-
ble for its content and accuracy. Treas. Reg. § 1.6695-1(b); Signature line of Form 1040. It is not clear whether
the U.S. preparer is liable in the case where the foreign preparer signs the return or where the foreign prepar-
er’s violation of the tax law does not result in an error appearing on the face of the return, such as an IRC §
7216 violation.

™ While the taxpayer client would have difficulties seeking recourse against the offshore preparer, according to a
general principle of contracts law, the domestic tax return preparer should still remain liable to the client for
any wrongdoings of its delegatee. Although generally a matter of state law, see § 318(3) of the Restatements

SECTION (Second) of Contracts (“Unless the obligee agrees otherwise, neither delegation of performance nor a contract
to assume the duty made with the obligor by the person delegated discharges any duty or liability of the dele-
gating obligor.”).
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preparer without first obtaining the taxpayer’s meaningful written consent. IRC § 7216
imposes criminal penalties on tax return preparers for improperly disclosing tax return
information. However, Treasury Regulation § 301.7216-2(h) provides that a tax return pre-
parer need not secure the client’s consent to disclose tax return information to a “tax
return processor.”™ Further, Treasury Regulation § 301.7216-2(i) provides that the tax pre-
parer may disclose tax return information without the taxpayer’s consent to an officer,
employee or member of the preparer.
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The regulations under IRC §7216 are not clear with respect to the situation where a U.S.
preparer outsources the preparation of the return to a foreign preparer that is not an offi-
cer, employee or member of the U.S. preparer. It appears that the “tax return processor”
exception applies where the third party foreign tax return preparer merely provides auxil-
iary services such as the compilation of data and basic math computations. However,
does the “tax return processor” exception apply to those outsourcing arrangements where
the foreign preparers are given the authority to make substantive tax determinations? The
Internal Revenue Code and the Treasury Regulations do not provide needed guidance on
this issue.”

The definition of “tax return processors” should exclude foreign preparers that make sub-
stantive tax law determinations. Those foreign preparers should be subject to the same
standards as the U.S. preparers and should be required to register in accordance with the
National Taxpayer Advocate’s proposal. Unless taxpayers can hold U.S. preparers account-
able for any wrongdoing committed by the foreign preparer, the IRS should have oversight
authority over them to ensure that they are competent and comply with the tax laws.

While outsourcing return preparation may not currently affect a large percentage of the
taxpayer population, it is a matter that must be taken seriously. The voluntary compli-
ance aspect of the tax system is at risk if taxpayers believe that their U.S.-based preparers
are outsourcing the preparation of their returns and the IRS has little oversight authority
over foreign return preparers.” At the very least, taxpayers should be informed of and
given the opportunity to approve or disapprove an outsourcing arrangement before their
tax return information is released to a foreign preparer.

™ Treas. Reg. § 301.7216-2(h) provides that a “tax return preparer may disclose tax return information of a tax-
payer to another tax return preparer [engaged in the business of providing auxiliary services in connection
with the preparation of tax return] for the purpose of having the second tax return preparer transfer that infor-
mation to, and compute the tax liability on, a tax return of such taxpayer by means of electronic, mechanical,
or other form of tax return processing service.”

* Due to the absence of available guidance, the AICPA is considering adopting new ethical standards address-
ing this issue, which require the following: (1) members must inform clients of the arrangement beforehand,
(2) members are held responsible for the work of the foreign preparer and (3) the contractual arrangement
between the member and foreign preparer sure ensure the confidentiality of client records. Accounting:
AICPA Considering New Ethical Rules on Outsourcing Disclosure, Confidentiality, Daily Tax Report (Aug.12,
2004).

™ Letter from Mark W. Everson, IRS Commissioner, to Rep. Edward J. Markey (March 19, 2004).
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IRS COMMENTS

In general

The IRS continues to share the National Taxpayer Advocate’s concern regarding the quali-
ty of services provided by paid return preparers and the competency and standards of
professional conduct exhibited by all tax practitioners. The IRS continues to view the
practitioner community, including unenrolled return preparers, as a key partner in fulfill-
ing our Mission. The IRS has made it clear that it expects tax preparers and practitioners
to be “the pillars of our system of taxation, not the architects of its circumvention.”” Our
commitment in this area is specifically reflected in the IRS’ Strategic Plan for 2005-20009.
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The IRS recognizes a growing interest in return preparer regulation, and that there is an
impact on both taxpayers and tax administration from the actions of unscrupulous or
incompetent return preparers. What is not yet clear is whether the regulation of return
preparers as proposed by the National Taxpayer Advocate will result in improvements that
are commensurate with the costs of such a program. The California and Oregon return
preparer registration programs are cited as examples of successful regulation. However, we
are not aware of any data demonstrating substantial improvements in error and penalty
rates in those states since their programs were implemented, nor is there any information
in the TAS report on enforcement activities in those states’ programs.

The IRS has focused significant resources over the past year aimed at developing and
implementing a service wide strategy to improve our coordination and effectiveness in the
return preparer/practitioner arena. The development of this strategy reflects the IRS’s
commitment to examining and improving both our service and enforcement processes in
this critical area.

The IRS agrees that all taxpayers should be able to receive accurate return preparation
assistance along with complete confidence that their confidential information is fully pro-
tected and accessible by only those individuals as defined by law. The IRS also agrees
that preparers who violate this public trust should be identified and subjected to the full
range of sanctions available, both civil and criminal.

These comments are intended to further illustrate some of our additional and ongoing
efforts in this area and clarify others.

IRS initiatives
The TAS report acknowledges the IRS’s strategic goal to emphasize enforcement against
attorneys and accountants who represent wealthy individuals engaging in abusive tax shel-

SECTION
™ Nomination of Mark W. Everson to be Commissioner of Internal Revenue Service, Department of the
0 NE Treasury, Hearing Before the Senate Committee on Finance, (March 18, 2003) (statement of Mark W.
Everson).
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ters. The report suggests, however, that “the IR S has not focused its enforcement efforts on those
preparers who prepare taxes for the vast majority of the populace.”

Notwithstanding the Advocate’s statement, the IRS is focusing substantial resources, in
terms of enforcement as well as education and outreach, on the paid return preparers who
assist the vast majority of taxpayers to comply with the tax laws. In November 2003, the
IRS established a working group comprised of senior representatives of every IRS organi-
zation that deals with return preparer/practitioner issues. The group evaluated
practitioner behaviors, existing tools for deterring or encouraging behaviors, and the coor-
dination thereof. The group identified approximately 68 action items to improve internal
coordination and effectiveness in the preparer/practitioner arena, including unenrolled
return preparer issues. Although this is a long-term strategy, the IRS has completed work
on, or is currently addressing, approximately 86 percent of these items, covering enforce-
ment, education, and information outreach.
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¢ Enforcement — In 2003 and 2004, the IRS referred more than 140 individuals to
the Department of Justice, requesting that the government obtain injunctions pre-
venting these individuals from further participating in unscrupulous conduct.
Many of these individuals are paid return preparers who are preparing false and
fraudulent tax returns. Describing these individuals as persons who abuse the
American tax system and the trust of their clients, the Department of Justice has
vigorously prosecuted these referrals and has been successful in obtaining injunc-
tions against many of the referred individuals. Additionally, paid return preparers
are subject to criminal and civil penalties for a wide range of inappropriate behav-
ior.” The IRS is pursuing several initiatives with respect to the imposition of these
penalties in appropriate cases, including prioritization of preparer penalties for
Collection. Further, the Treasury Department and the IRS continue to urge
Congress to pass legislation recommended by the Treasury Department in March
2002 that would increase these penalties.

¢ Education and Outreach — During the 2004 filing season, the IRS published guid-
ance warning taxpayers to avoid falling victim to several new and old tax scams
and schemes being marketed by unscrupulous preparers and promoters. The IRS
intends to publish similar guidance during the 2005 filing season. The IRS also
published updates on its webpage (irs.gov) “The Truth About Frivolous Tax
Arguments,” a document that debunks many of the myths about how taxpayers

™ Criminal penalties may be asserted for willfully attempting to evade tax, willfully making false statements
under penalties of perjury, and willfully aiding, assisting, counseling or advising in the preparation of any doc-
ument in connection with the Internal Revenue laws that is false or fraudulent. Civil penalties may be
asserted for willfully attempting to understate the tax liability of another person, or if the preparer negotiates a
check issued with respect to another person’s taxes. Preparers are also subject to civil penalties for failing to (1)
sign a return, (2) furnish their identifying number, (3) file a correct information return, (4) furnish the taxpayer
with a copy of a return, (5) retain a copy of a return, or (6) be diligent in determining a taxpayer’s eligibility
for the Earned Income Tax Credit.
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can legally not file their return or pay their tax obligation. Work also continues on
guidance for “Choosing a Return Preparer.” Additionally, the IRS continues to
expand its return preparer education activities through continuing professional
education programs, on-line courses and tax forums. One of the IRS’s most effec-
tive outreach programs to the tax professional community is the IRS Nationwide
Tax Forums. These forums include seminars and trade shows and offer information
on tax law changes, ethics, how to save time by e-filing, and how to become an
Electronic Return Originator. The IRS also provides materials, through Tax
Preparer Institutes, on high priority programs to educational institutions.
Additional return preparer material, such as press releases, a toolKkit to assist the
practitioner community explain the different tax scams and schemes and how to
avoid them to their clients, and information on how to report unscrupulous return
preparers are available on the IRS webpage (irs.gov).
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Several research initiatives have also begun to evaluate a wide range of issues involving the
preparer/practitioner community. The research is intended to provide the IRS with data
from which future business decisions may be made in terms of resources, enforcement,
and education priorities. The primary focus of the most comprehensive initiative is pre-
parer accuracy and compliance related issues. However, this research is still in the
preliminary stage. Data from these research initiatives could provide the initial platform
to begin to answer some of the questions raised in the TAS report’s research recommenda-
tions. For example, a comparison of the error and penalty rates for returns from
California and Oregon with the rates for other states without preparer registration pro-
grams would provide some insight into the impact of those programs on tax
administration. Without that data, statements about the success of state regulation of
return preparers is based on anecdotes and a “belief” that the public awareness campaign
in California is effective in deterring unregistered preparers from going underground.

A Federal return preparer regulation program faces substantial practical impediments to
successful implementation. These include:

¢ development of processes and systems to educate, test and register an unknown
number of applicants, variously estimated at several hundred thousand to over one
million,

expansion of the public awareness campaigns regarding return preparers,

changes to submission processing systems to (among other things) capture data
regarding registered preparers from the returns,

+ creation of new enforcement processes, including a method for reimbursement of
costs incurred by front-line tax administration related to enforcement of the return

SECTION
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preparer registration program if enforcement is to be paid for from registration fees
and penalties,

¢ ensuring that registration and renewal fees cover the full cost of program adminis-
tration while not creating an excessive financial barrier to entry into the profession,
and

¢ ensuring that the availability of enforcement revenue for program administration
costs (as provided for in the most recent version of the legislation) does not create
either the appearance or the reality of an incentive to take inappropriate enforce-
ment actions.
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The IRS response to previous National Taxpayer Advocate recommendations on return
preparer regulation noted that additional research was needed before a determination can
be made on the advisability of those recommendations. The IRS has undertaken that
research, and discussed the methodology with representatives of the National Taxpayer
Advocate as the research was planned. The IRS has also stepped up efforts to educate tax-
payers and return preparers, and to use existing authorities more effectively to address
abusive practices. These education and enforcement initiatives may have a relatively
small impact on the overall problem of incompetent and unscrupulous return preparers,
especially given the limited penalties available for paid preparers’ failure to sign a return,
or for negligent return preparation. However, the National Taxpayer Advocate has offered
no empirical evidence that a program of Federal return preparer registration will have an
impact on these problems that would be commensurate with the burdens it would impose
on the IRS and on the large number of competent and ethical return preparers who pro-
vide high quality service to their taxpayer clients. Until that evidence is available, we
believe it is not appropriate to support the National Taxpayer Advocate’s recommenda-
tions.

The Advocate also recommends that consideration be given to revising the regulations
under IRC § 7216 to require U.S. preparers to obtain the meaningful consent of their
clients before releasing tax return information to any foreign preparers. The IRS and the
Treasury Department share the Advocate’s concern that return preparers will keep their
private information confidential and are committed to ensuring that return preparers
honor these expectations. A project to revise the § 7216 regulations is included on the
Treasury Department and the IRS’ current Guidance Priority List.

2004 ANNUAL REPORT o TAXPAYER ADVOCATE SERVICE 85



MOST SERIOUS PROBLEM: OVERSIGHT OF UNENROLLED RETURN PREPARERS TOPIC B-6

TAXPAYER ADVOCATE SERVICE COMMENTS

We commend the IRS for its education and outreach initiatives targeted to both taxpayers and return
preparers. In particular, the IRS’s campaign to inform taxpayers how to choose a preparer and
avoid unscrupulous preparers is very beneficial. Further, the IRS’s return preparer education activi-
ties are extensive and certainly very valuable to all categories of preparers. Nonetheless, a significant
portion of these IRS initiatives focus on preparer-related scams and scandals rather than the basic
consumer protection of ensuring the competence of return preparers. The tax forums and CPE pro-
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information reaches a large percentage of the unenrolled return preparer population.”™

The Office of the Taxpayer Advocate has participated in several meetings of the IRS working group
dealing with return preparer/practitioner issues. However, the working group did not devote suffi-
cient attention to the proposal to regulate unenrolled preparers. The group focused mainly on
preparers retained by higher income taxpayers and not the vast majority of taxpayers. Further, by
identifying approximately 68 action items, the group is taking a band-aid approach rather than deal-
ing with the existing systemic problem bead on. Each action item is useful on an individual basis,
but as a whole, they will not produce the same benefits that would be gained by a structured program
such as the National Taxpayer Advocate’s proposal.

The IRS states that it is currently pursuing the prioritization of preparer penalties for Collection. The
Office of the Taxpayer Advocate will continue to monitor this initiative as we believe that the collec-
tion of net assessed preparer penalties is essential to effective oversight and resulting preparer
compliance.

We are pleased that the IRS is researching the compliance of return preparers in general. However,
given the large number of unenrolled preparers and their impact on the compliance of a large taxpayer
segment, we believe more research should focus on the compliance of the unenrolled preparer communi-
1y, especially in relation to the other categories of preparers. Further, the IRS states that it plans to
research the effectiveness of the regulatory programs in California and Oregon. The results of this
research should be extremely useful in determining what components of a system of regulation impact
preparer compliance. Such research should be comprebensive, not only looking at statistics but also at
taxpayer attitudes and behavior. Moreover, conducting this research is not a prerequisite for
acknowledging that regulation of unenrolled return preparers is a necessary step.

The National Taxpayer Advocate has made legislative recommendations about regulation of return

preparers in two prior reports. In response to each proposal, the IRS has stated that there is not suffi-
cient data to warrant regulation and its attendant costs. We acknowledge that the implementation of
a proposed regulatory program will involve practical impediments. However, since the IRS has failed
to ascertain the scope of the existing problem, it cannot determine whether the costs outweigh the antic-

SECTION ™ Almost 17,000 tax professionals attended the tax forums in 2003, an increase of about 2,000 from 2002. The
exact percentage of attendees who were unenrolled preparers is unclear. IRS News Release, “IRS Tax Forums
0 NE Planned for this Summer,” IR-2004-67 (May 12, 2004).

86 MOST SERIOUS PROBLEMS EnCOUNTERED BY TAXPAYERS



MOST SERIOUS PROBLEM: OVERSIGHT OF UNENROLLED RETURN PREPARERS TOPIC B-6

ipated benefits. Moreover, the IRS cannot blame the National Taxpayer Advocate for its own failure
to develop such information. The IRS, afier all, controls its own research priorities. Given the wide
support for a regulatory program in general,” the agency needs to research the problem thoroughly in
order to determine how best to administer a registration scheme. In addition, the IRS should include
the Office of the Taxpayer Advocate in any associated research and strategic planning. But to deny
that regulation of unenrolled return preparers is necessary is to stick one’s head in the sand, at the
expense of taxpayers.
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Finally, the IRS has stated that it hesitates to support the proposed program due to the burdens
imposed on both the IRS and unenrolled preparers. However, at the same time, the IRS plans to

require testing and certification of some 70,000 volunteer return preparers and perform site observa-
tion reviews at random Volunteer Income Tax Preparation (VITA) sites. The IRS appears to be
more willing to impose burdens on volunteer tax preparers than paid preparers. Further, the perform-
ance of site observation reviews infringes upon the privacy of low income taxpayers that visit these
monitored volunteer sites. While the overall goal is quality assurance, it seems inappropriate and
unjustified, considering the complete absence of oversight of unenrolled preparers.”

RECOMMENDATIONS

The National Taxpayer Advocate believes the IRS should take the following actions with respect to
the Regulation of Federal Tax Return Preparers.

& Research the preparer community to better design an approach to regulating unenrolled pre-
parers. The following data would be useful in this analysis:
1. TDypes and number of returns prepared by unenrolled preparers;
2. Assessments of preparer penalties broken down by type of preparer;

3. Assessments of penalties and interest against taxpayers who use paid preparers broken
down by type of preparer and by type of penalty; and,
4. Adjustments in tax liabilities on returns prepared by paid preparers, broken down by
type of preparer (broken down by return line item,).
& Research the programs in California and Oregon to determine their effectiveness as well as learn

from their experiences in administering similar programs. The IRS should also research the
regulatory program administered by the National Association of Securities Dealers (NASD).

% For example, see H.R. 1528, 108th Cong. § 141 (passed by the Senate on May 19, 2004 and previously includ-
ed in § 141 of S. 882); National Association of Tax Professionals Presentation to Taxpayer Advocacy Panel,
available at http://www.natptax.com/natptap.pdf; ABA Members Submit Comments on Practitioner
Licensing Plan, Tax Notes Today, 2004 TNT 24-19 (Feb. 5 2004); James D. Leimbach, NAEA Supports Full
Funding of IRS, Tax Notes Today, 2004 TNT 62-29 (March 31, 2004). In addition, the Office of the Taxpayer
Advocate conducted focus groups, attended by all types of preparers, on the issue of regulation of return pre-
parers at each of the 2004 IRS Tax Forums. Attending practitioners differed on certification requirements and
administrative issues, but an overwhelming majority of the focus group attendees supported the need to insti-
tute some form of regulatory program.

® For a more detailed discussion of issues with VITA programs, see Problems in Volunteer Return Preparation
Program, infra.
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& Explore integrating the required initial examination under the proposed program with the
SEE (Special Enrollment Examination) of the enrolled agents program. In addition, the IRS
should research the feasibility of subsequent periodic examinations or CPE requirements.

& Explore the possibility of issuing a universal Federal tax return preparer card or Federal tax
return preparer identification number to all categories of preparers, including attorneys,
CPAs, enrolled agents and registered and certified preparers.

o Prioritize both the assessment and collection of preparer penalties.
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Conduct general compliance research to analyze the deterrent effect of the assessment and col-
lection of civil and criminal penalties on preparers.

& Revise the regulations under IRC § 7216 to address the ontsourcing of tax return preparation
services to foreign preparers, who should be subject to the same standards as domestic ones. In
addition, domestic preparers should be held accountable for the wrongdoings of the foreign
preparers as well as required to obtain the meaningful consent of their clients before releasing
tax return information to the foreign preparers.

& Include the Office of the Taxpayer Advocate in planning and evaluation of all research initia-
tives and strategic planning decisions regarding the oversight of tax return preparers.

SECTION
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PROBLEM
TOPIC B-7

MOST SERIOUS PROBLEM: ELECTRONIC RETURN PREPARATION AND FILING

RESPONSIBLE OFFICIALS
W. Todd Grams, Chief Information Officer
Henry O. Lamar, Jr., Commissioner, Wage & Investment Division

DEFINITION OF PROBLEM

In the Internal Revenue Service Restructuring and Reform Act of 1998 (RRA 98),
Congress directed the IRS to achieve a goal of 80 percent electronic filing (e-filing) by
2007. E-filing enormously benefits both taxpayers and the IRS for a variety of reasons,
including faster refunds, reduced errors and lower processing costs." In the 2004 filing
season, taxpayers and preparers electronically filed approximately 61 million individual
returns out of the total 128 million returns received, or approximately 48 percent.?

A number of obstacles prevent taxpayers from electronically preparing or filing their
returns. Some of the main issues cited by taxpayers are security, cost, and preparers who
do not e-file.* To afford more e-file benefits to the taxpayer, the IRS needs to devise an
effective strategy to overcome these problems. The IRS must also acknowledge that it will
not be able to convert all paper return filers to e-filers, and should plan accordingly to
provide these taxpayers with the most optimal filing method.

The IRS has decided to discontinue the TeleFile program after the 2005 filing season due
to high costs and low demand. Although the IRS counts tax returns received through
TeleFile as electronically filed, research indicates that if the program ends, a significant
portion of TeleFilers will revert to paper forms.* Further, shutting down the program
appears contrary to the express direction of Congress to continue and improve TeleFile.®

ANALYSIS OF PROBLEM

Background

The Internal Revenue Service Restructuring and Reform Act of 1998 (RRA 98) mandated
that the IRS set a goal of having 80 percent of all federal tax returns and information
returns filed electronically by 2007.° The IRS has since made significant progress toward

-

Instructions for 2003 Form 1040 (U.S. Individual Income Tax Return), 3.
Internal Revenue Service, “2004 Filing Season Statistics as of August 27, 2004,” available at http://www.irs.gov.

~

w

Russell Marketing Research, “Findings From the 2003 Wave Of e-file Taxpayer & Preparer Satisfaction
Research,” Presentation at the 2003 IRS Research Integration Meetings, screen 37 (July 2003); University of
Arkansas, The Arkansas Poll, 2003 Summary Report, available at: http://plsc.uark.edu/arkpoll, 8.

IS

In tax year, 2001, when taxpayers stopped using TeleFile, 55 percent went back to paper and 45 percent used
an electronic product. See “TeleFile Survey Report,” Research Project 1-03-08-2-107N, W&I (Wage &
Investment) Research Group 1, screen 43 (Nov. 2003).

See H.R. Conf. Rep. No. 105-599 at 235 (1998).

Internal Revenue Service Restructuring and Reform Act of 1998, Pub. L. No.105-206 (1998) (codified at IRC §
6011(f)(1) & (2)). As a way of meeting the e-filing goal the IRS entered into a three-year public private partner-
ship with the Free File Alliance, LLC. The Free File Agreement can be viewed at http://www.irs.gov/efile/article.

o

o
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this goal by making e-filing easier and creating e-file incentives, including allowing indi-
vidual taxpayers to:

+ electronically sign returns;

¢ e-file state returns with Federal returns; and

¢ make payments by credit card.”
Types of E-Filing

For calendar year 2004 (through August), approximately 48 percent of individual returns
were e-filed.® There are three basic types of e-filing:
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1. The return is prepared with an online tax preparation software product; preparation or
filing may involve a fee. This method also includes the use of the Free File Program,
by accessing the member company’s software through the official IRS website. Filing
through the Free File Program may include a fee for tax preparation or filing.

2. The return is prepared with commercial software on a personal computer or net-
work. Once complete, the return is transmitted electronically to the IRS.

3. The return is filed through the TeleFile program.®

Benefits of Electronic Filing

Aside from the goal set by RRA 98, the IRS has a great incentive to promote electronic
filing. In fact, the driving force behind the goal established by Congress is that e-filing
significantly benefits both taxpayers and the IRS.*

For the taxpayer, perhaps the most publicized and appreciated benefit is the quicker turn-
around time for refunds. An e-filed return eliminates the mailing and processing time
associated with paper filing. The turnaround is even shorter for e-filers who receive
refunds by direct deposit."*

~

See Internal Revenue Service, “E-file Using a Computer,” available at http://www.irs.gov.

3

Of the approximately 61 million e-filed returns, 42.7 million were prepared by preparers, 14.5 million were
self-prepared and 3.7 million were received through TeleFile. See Internal Revenue Service “2004 Filing Season
Statistics as of August 27, 2004,” available at http://www.irs.gov.

©

The IRS counts returns filed through TeleFile as e-file receipts. TeleFile allows taxpayers to file less complex
Federal tax returns (Form 1040-EZ) with IRS seven days a week, 24 hours a day using only a touch-tone tele-
phone. See IRM 3.42.5.20.1 (10-1-2004). In FY 2003, 4,027,000 individuals filed through TeleFile by August
29, 2003. In FY 2004, 3,771,000 individuals filed through Telefile by August 27, 2004. See Internal Revenue
Service “2004 Filing Season Statistics, Cumulative through the weeks ending 8/29/03 and 8/27/04,” available
at http://www.irs.gov.

193, Rep. No. 105-174, 39-40 (1998).

SECTION ' A tax refund directly deposited to a bank account from a return that is e-filed can be received in as little as 10
days. See p. 56 of the 2003 Instructions for Form 1040. The average e-file refund is issued in 14 days, but can
be issued in as little as 10 days. A refund from a paper filed return is issued within approximately four to six
weeks. IRS News Release, “IRS Announces Jan. 10 First Day of E-file Season,” IR-2003-4 (Jan. 9, 2003).
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Taxpayers who e-file also benefit from a reduction in the overall return error rate. E-filing
virtually eliminates IRS transcription errors.”” E-filed returns are also pre-screened to
ensure that common errors, such as incorrect Social Security numbers or faulty computa-
tions of credits, are fixed before the returns are accepted. The ability to interact with IRS
systems at the front end of the process, as opposed to creating an error on the back end,
saves time and effort for both the taxpayer and IRS. The overall error rate for e-filed
returns for tax year 2003 was a mere four percent, while the rate before correction for
paper returns was 25.4 percent.”
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Taxpayers also enjoy more tangible benefits from e-filing. When it receives an e-filed
return, the IRS transmits an electronic proof of receipt with a time and date stamp. This
proof of receipt provides the taxpayer with peace of mind that the return was received
and passed the initial pre-screening.*

The IRS benefits from e-filing through reduced costs, because e-filed returns require no
transcription and are thus cheaper to process.”® In fiscal year 2002, a paper return cost
$2.59 to process, while an e-filed return cost 62 cents.** Further, the reduction of errors
on e-filed returns saves an immeasurable amount of IRS compliance resources.

Taxpayers’ Attitudes Toward E-File

Through an outside vendor, the IRS conducts yearly customer satisfaction surveys to
determine why more taxpayers do not file electronically. According to recent research, 11
percent of individual paper return filers avoided e-filing because of cost, and nine percent
were concerned about the lack of privacy and security.”” The most common reason given
was “I like paper filing better than e-filing.”*

Separately, the University of Arkansas conducted a poll in 2003 that requested opinions
on e-filing, among other topics.® The results indicated that the IRS must overcome three

2 Taxpayer Alert: Choosing a Paid Preparer and the Pitfalls of Charitable Car Donation: Hearing Before the Senate
Finance Committee, 105th Cong. 2 (April 1, 2003) (Statement of Pamela J. Gardiner, Acting Inspector General
for Tax Administration, U.S. Treasury).

3 Figures include Tax Year 2003 returns filed through Sept. 17, 2004. Information provided by W&I Submission
Processing (Sept. 27, 2004).

¥ Instructions for Form 1040 (U.S. Individual Income Tax Return), 3.
'> See “Free Online Electronic Tax Filing Agreement,” available at http://www.irs.gov.
' IRM Exhibit 3.30, Cost Estimate Reference, Exhibit 3.30.10-39, (Rev.11-01-2003).

" Russell Marketing Research, “Findings From the 2003 Wave Of ¢-file Taxpayer & Preparer Satisfaction
Research,” Presentation at the 2003 IRS Research Integration Meetings, screens 3, 37 (July 2003).

'8 For this item, 44 percent chose this response for practitioner e-file, 29 percent for online filing, and 26 percent
for Free File. FCB and Russell Research, “Findings From the 2004 ¢-file Taxpayer Satisfaction Study,”
Presentation at the 2004 Individual/Practitioner Integration Session Meeting, screen 24 (July 2004).

*® During October 2003, the Survey Research Center at the University of Arkansas dialed 6,696 randomly select-
ed Arkansas telephone numbers, which yielded 762 completed surveys. Employing guidelines established by
the American Association for Public Opinion Research, the poll’s cooperation rate was 33 percent (completed
surveys as a percentage of all eligible individuals contacted). The survey’s margin of error is +/- 3 percent.

2004 ANNUAL REPORT o TAXPAYER ADVOCATE SERVICE 91



MOST SERIOUS PROBLEM: ELECTRONIC RETURN PREPARATION AND FILING TOPIC B-7

main barriers to e-filing: (1) preparers who do not e-file, (2) the habit of using paper
returns, and (3) distrust of online security. When paper filers were asked why they chose
not to e-file, they responded as set forth in Table 1.7.1:*

2 TABLE 1.7.1, PAPER FILERS' REASONS FOR FILING CHOICE

=

= E Response Percentage

i |

€2 @ Leave it to the preparer 39

& = Habit-I've always filed by mail 37

o & p -

= Distrust of computer security 12
Not comfortable with computers 10
Postpone payment of tax due 2
Total 100

The Arkansas poll further asked those who chose to file by paper: “What would make you
more likely to file electronically?” Table 1.7.2 summarizes the responses:*

TABLE 1.7.2, WHAT MIGHT PROMPT PAPER FILERS TO CHANGE

Response Percentage
I leave it to my CPA or tax preparer (volunteered response) 32
More confidence in computer security 22
Nothing would make me more likely (volunteered response) 18
Free or lower filing cost 11
Better personal computer skills 10
Better access to a computer” 7
Total 100

A 2003 study of taxpayers’ attitudes revealed that approximately 31 percent of individual
taxpayers complete their returns on a computer and subsequently print and mail hard
copies to the IRS. These taxpayers are called “V-Coders,” because their returns are coded
with a “V” when the IRS processes them. Converting these taxpayers to e-filing will be an

2 University of Arkansas, The Arkansas Poll, 2003 Summary Report, available at: http://plsc.uark.edu/arkpoll, 8.
21
Id.

% The level of e-filing is also impacted by the number of taxpayers not having Internet access. Internet usage is
increasing among low income families (with an annual income below $25,000). In 2001, approximately 50
percent of those families used computers and approximately 38 percent had Internet access. See Economics
and Statistics Administration, Department of Commerce, A Nation Online: How Americans Are Expanding Their
Use of the Internet, (February 2002), available at: http://www.ntia.doc.gov/ntiahome/dn/. (Most current data
located). A related concern is the level of computer literacy within the population. Computer literacy is
greatest among individuals born after 1980. For example, in 1997 those ages 3 to 17 had a computer usage
rate of approximately 75 percent. Among those over 18, however, computer usage was not as prevalent,
approximately 45 percent. Peter A. Morrison, A Demographic Perspective on Our Nation’s Future, RAND

SECTION Corporation (2001) at http://www.rand.org. Thus, it should be noted that access to a computer or to the
Internet does not necessarily determine whether an individual is an experienced computer user or capable to
0 NE navigate the internet or tax preparation software products.
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important step toward achieving the e-filing goals set by Congress.”

During 2002, the Wage & Investment Operating Division (W&I) surveyed V-Coders to
quantify and rank the reasons why they prepared electronic returns but then filed on
paper. As Table 1.7.3 illustrates, cost and security are the highest barriers to moving this

=

group of taxpayers to e-filing:* = =

=3 —f

TABLE 1.7.3, BARRIERS TO ELECTRONIC FILING FOR V-CODERS E E

==

Question § Importance .=

Please mark the importance of each of the following on your

decision NOT to file electronically Strong Some None
I didn’t want to pay the cost of filing electronically 51% 22% 27%
I don’t trust security or technology of electronic filing 32% 27% 41%
I like seeing my return, signing it and putting it in the mail 30% 31% 39%

Security Concerns

Based on the University of Arkansas poll and IRS research, it is clear that a significant
number of taxpayers have concerns about the security of e-filing, which the IRS must
attempt to overcome.”® We have identified two steps that the IRS must take to address
this issue: (1) implement all necessary security measures to protect tax data during the
entire e-filing process,” and (2) conduct outreach programs to alleviate taxpayer and pre-
parer concerns about the security in place.

Income Tax Preparers

Converting tax preparers from paper to e-filing would significantly impact the e-file rate
for individual returns. In the 2003 filing season, practitioners prepared more than 30 mil-
lion individual (Form 1040) returns electronically and submitted them on paper. Because
practitioners prepare nearly 60 percent of individual returns and more than 85 percent of
business returns, it is clear that preparers are key to the growth and success of e-filing.”

% It is noteworthy that V-Coders as a group, when compared to other types of individual filers, have been found
to have the highest median income at approximately $60,000, and are highly educated (68 percent are college
educated). Russell Marketing Research, “Findings From the 2003 Wave Of e-file Taxpayer Attitudinal Tracking
Study,” Presentation at the 2003 IRS Research Integration Meetings, screen 50, (July 2003).

# “gyrvey of Taxpayers Who Self-Prepared and Filed a V-Coded Return,” ETA Research Project 1-02-08-3-005,
W&I Division, Customer Research Group 1, 10 (Jan. 13, 2003).

% In the W& | Survey of V-Coders, 32 percent (2nd highest percentage) of those surveyed felt strongly that a
lack of trust in the security of e-filing was a barrier to e-filing for them. See “Survey of Taxpayers Who Self-
Prepared and Filed a VV-Coded Return,” ETA Research Project 1-02-08-3-005, W&I Division, Customer
Research Group 1, January 13, 2003, p.10. In the Arkansas Poll 12 percent (3rd highest percentage) of those
surveyed cited distrust of computer security for their reason for paper filing. See University of Arkansas, 7he
Arkansas Poll, 2003 Summary Report, available at: http://plsc.uark.edu/arkpoll, 8.

% During the 2004 filing season, The IRS reprimanded a provider for the unauthorized accesses by third parties
to taxpayer data via online filing software. Response Provided by the Office of Electronic Tax Administration
to TAS Information Request, (Oct. 12, 2004).

7 Electronic Tax Administration Advisory Committee, Annual Report to Congress, Publication 3415, 4 (Rev. 6-2003).
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One main barrier to e-filing for individual taxpayers is that their preparers choose not to
e-file. In the previously referenced Arkansas poll, 39 percent of those surveyed indicated
that they did not e-file because they leave the decision up to the preparer.® Additionally,
in the aforementioned IRS marketing survey, 11 percent of respondents indicated that
their preparers did not offer electronic filing.* Interestingly, market studies have found
that a significant number of practitioners do not offer e-filing services because their clients
do not ask for them. In a 2004 IRS study, 31 percent of practitioner V-coders indicated
they do not e-file due to a lack of demand.*
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The IRS could take at least two approaches to increase e-file rates among preparers: (1)
mandate e-filing for preparers submitting a predetermined minimum number of returns
and (2) strengthen e-file outreach and education for the preparer community.

Mandated Electronic Filing by Preparers

Seven states (Alabama, California, Michigan, Minnesota, Oklahoma, Virginia and Wisconsin)
currently mandate e-filing for those who prepare a certain volume of returns. The specified
number varies by state, with the lowest threshold being 50 returns and the highest being 250.
The results are promising in Minnesota and Oklahoma, where the mandates were in place
before 2004. During tax year 2003, Minnesota reported a 21 percent increase in e-filing from
the previous year and Oklahoma observed an increase of 19 percent.*

Based on data from the Minnesota program, there is evidence that state e-file mandates
significantly impact the way practitioners prepare Federal returns. In Minnesota, the
Federal standard electronic file rate for preparers preparing 100 or more returns is just
over 75 percent, which is considerably higher than the national standard electronic file
rate of approximately 54 percent.*

An indirect benefit of a Federal e-filing mandate would be that more preparers would
come under the Electronic Return Originator (ERO) Suitability Checks. This might aid
in tracking unscrupulous preparers.®

% The University of Arkansas, The Arkansas Poll, 2003 Summary Report, available at: http://plsc.uark.edu/arkpoll, 8.

* Russell Marketing Research, “Findings From the 2003 Wave Of e-file Taxpayer & Preparer Satisfaction
Research,” Presentation at the 2003 IRS Research Integration Meetings, screen 37 (July 2003).

** FCB & Russell Research, Presentation of Findings: Practitioner Business Impact Study, Committed e-filer
Users vs. Committed V-Coders, Prepared for the Internal Revenue Service, BMF Integration Meeting, screen
11 (Sept. 2004).

%! The effectiveness of the mandates in five states (Alabama, California, Michigan, Virginia, and Wisconsin),
could not be evaluated because the requirements did not take effect until 2004. Sec Memorandum from
Harley T. Duncan, Executive Director of the Federation of Tax Administrators to the Federation of Tax
Administrators Board of Trustees, 4, 5 (June 5, 2004).

% The Minnesota e-file mandate became effective for tax years beginning after December 31, 2001. For tax years
beginning after December 31, 2002, the number of returns triggering the mandate was reduced from 500 to
100. Minn. Stat § 289A.08 (16); State e-File Impact on Federal e-File, ETA Research Project 1-04-08-2-032N,
W&I Division, Customer Research Group 1, screen 22 (March 2004).

SECTION * guitability checks include (1) an FBI criminal background check, (2) a credit history check, (3) a review of per-
sonal and business filing compliance, and (4) whether evidence of disreputable conduct or other facts exist
that would reflect adversely on the program. See IRS, Handbook for Authorized IRS e-file Providers, Publication
1345, 79 (rev. 1-2001).
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Preparer Outreach and Education Initiatives

An additional approach to increasing e-filing among preparers is to strengthen outreach
and education initiatives to the preparer community by marketing the benefits of e-filing.
The IRS has already undertaken significant outreach to preparers and also provides incen-
tives exclusively to e-file providers.*

The Cost of Electronic Filing

Some taxpayers will choose not to e-file as long as it costs more than paper filing. As noted
above, 11 percent of respondents in the IRS marketing survey indicated that paper filers
avoid e-filing because of cost.® Further, a recent IRS study found that 17 percent of practi-
tioner V-Coders do not e-file because the associated software and added costs are too
expensive.* The IRS developed the Free File Alliance in response to these general concerns.
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Free File

On October 30, 2002, the IRS entered into an agreement with the Free File Alliance,
LLC, a consortium of companies in the electronic tax preparation and filing industry.

The agreement provided for member companies to offer free online tax return preparation
and filing services to at least 60 percent of U.S. individual filers. This agreement has a
three-year term and is due to expire in 2005.”

The IRS responded to concerns and complaints about Free File by taking a few initiatives
to improve the program from 2003 to 2004. During the 2003 filing season, taxpayers
complained about receiving advertisements linked to specific tax return information. For
example, a deduction for mortgage interest might trigger an unsolicited advertisement for
mortgage refinancing. The IRS announced that Free File companies worked to eliminate
those advertisements,® and our informal reviews of the programs indicate those efforts
have significantly improved the programs.* Because the National Taxpayer Advocate
believes that the IRS should not refer taxpayers to tax products which market non-tax
related products to taxpayers, we will continue to monitor these activities. The IRS also
worked with the Free File Alliance to respond to complaints that some Free File sites did

% See Treasury Inspector General For Tax Administration, Opportunities Exist to Transition Taxpayers From
Submitting Computer-Prepared Tax Returns on Paper to E-Filing, Reference No. 2004-40-076, 4 (March 2004).
One example of this outreach is an e-file page on the IRS website designed as a resource center for IRS e-file
and e-payment information. See http://www.irs.gov/efile/index.html.

% Russell Marketing Research, “Findings From the 2003 Wave Of ¢-file Taxpayer & Preparer Satisfaction
Research,” Presentation at the 2003 IRS Research Integration Meetings, screen 37 (July 2003).

% FCB & Russell Research, Presentation of Findings: Practitioner Business Impact Study, Committed e-filer
Users vs. Committed V-Coders, Prepared for the Internal Revenue Service, BMF Integration Meeting, screen
11 (Sept. 2004).

¥ See “Free Online Electronic Tax Filing Agreement,” available at http://www.irs.gov.
* IRS News Release, “Free File Opens Second Year; Improvements Detailed,” IR 2004-13 (Jan. 22, 2004).
% The Office of the Taxpayer Advocate tested the programs available through Free File during the 2004 filing season.
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not allow the taxpayer to download, print or save tax return information without paying a
fee. This problem was alleviated in the 2004 filing season, and taxpayers can now print
their completed returns for free, which is appropriate considering that taxpayers are
expected to retain records of their filing information.”

Despite the improvements to date, the National Taxpayer Advocate believes that the IRS
should not renew the contract with the Free File Alliance.* However, if the IRS decides
to continue the partnership beyond 2005, it must take into account the following addi-
tional concerns, which are discussed in greater detail below:
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¢ The IRS should require the Free File Alliance to work with the states as a group,
and not on a state-by-state basis, as a condition of renewing the Free File Alliance
Agreement. Accordingly, the IRS should include the Federation of Tax
Administrators in any second round of negotiations with the Alliance.

¢ Free File Alliance members need to improve the disclosure of all preparation and
filing costs for Federal and state returns.

¢ The IRS needs to develop a method of evaluating the success of the Free File
Program in converting paper filers to e-file.

¢ The IRS needs to ensure that the members of the Alliance strictly abide by the lim-
itations on disclosure and use of tax return information as set forth in IRC § 7216.

Partnering With State Tax Administrators

The IRS should partner with state tax administrators to encourage a uniform approach to
free electronic filing. At present, the Free File Alliance will generally not work with states
that have developed their own software to provide a free method of directly filing state
taxes online.” The IRS has a vested interest in making free electronic filing available to
all taxpayers at both the federal and state levels.”® The IRS and the states must present a
united front to the Alliance and negotiate for both Federal and state interests, because
Federal e-filing benefits from state e-filing.

“° RS News Release, “Free File Opens Second Year; Improvements Detailed,” IR 2004-13 (Jan. 22, 2004).
Taxpayer Advocacy Panel, Free File Record Retention, TAP 04-005 (Dec. 2, 2003). Similar results were found
through the Office of the Taxpayer Advocate testing the programs available through Free File during the 2004
filing season.

“! As discussed below, the IRS should provide a means for all taxpayers to file their returns at no expense. The
electronic filing template would eliminate the need for the Free File program. However, taxpayers would still
have the choice to pay for the value-added software offered by private industry.

2 Memorandum from Harley T. Duncan, Executive Director of the Federation of Tax Administrators to the
Federation of Tax Administrators Board of Trustees, 5 (June 5, 2004). See also information presented at the
FTA Electronic Filing Symposium, Oklahoma City, OK, May 2004, available at http://www.taxadmin.org.
Some states, such as Pennsylvania and Virginia have developed their own electronic filing program, while oth-
ers such as Alabama and Arizona have contracted with the Free File Alliance to provide electronic filing.
Federation of Tax Administrators, “States with Internet Filing,” available at: http://www.taxadmin.org.
However, California has managed to give its taxpayers both options. Franchise Tax Board Website, List of Free

SEGTION e-file Options, located at http://www.ftb.ca.gov/individuals/efile/allsoftware. html.
4 As noted above, the IRS benefits from an increase in state e-filing. See “State e-File Impact on Federal e-File,”
ETA Research Project 1-04-08-2-032N, W&I Division, Customer Research Group 1, screen 22, (March 2004).
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Many programs available under Free File do not inform the taxpayer of associated costs
until the return is complete, at which point the taxpayer has already expended much time
and effort and likely feels compelled just to pay the fee to finish the process. The Office
of the Taxpayer Advocate tested the various Free File sites linked through the IRS official
website during the 2004 filing season and found that while e-filing the Federal return is
free, the state return often carries a cost. To be charged a fee for preparation and filing of
the state return at the end of the tax preparation process places an unnecessary and unfair
burden on the taxpayer. Most state returns are based on the Federal return and it is easier
to prepare both at the same time.*
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Method to Evaluate Success of Program

The National Taxpayer Advocate, the Taxpayer Advocacy Panel (TAP), and the Treasury
Inspector General for Tax Administration (TIGTA) have all expressed concerns that the
IRS cannot adequately evaluate whether Free File is meeting its stated objective of increas-
ing e-filing.”® The IRS must be able to determine whether a taxpayer filing with Free File
is a first-time e-filer. However, the IRS has no means of tracking electronically prepared
returns filed through the Free File program, and consequently cannot distinguish between
taxpayers who e-file for a fee in one year and use Free File in a subsequent year, or who
are first-time e-filers using Free File. This information is important because switching
from one e-file method to another obviously does not advance the goal of increasing the
percentage of taxpayers who e-file. The justification for the Free File program hinges
upon whether it has converted paper filers to e-file. Compiling and analyzing compara-
tive data would greatly facilitate this evaluation.

In 2003, the IRS proposed placing an electronic tag on Free File returns to help identify
which taxpayers converted from paper to electronic filing due to the availability of the Free
File program. The Free File Alliance opposed this initiative and the IRS settled for a far
less reliable alternative. Two principal arguments were raised in opposition to the Free File
indicator.® The first argument, that the indicator would undermine taxpayer privacy, is
without merit. If electronically filed returns contained a Free File indicator, the IRS would
not obtain any additional information that would lessen taxpayer rights. The IRS already:
(1) can distinguish between e-filed and paper returns, (2) knows which Electronic Return
Originator (ERO) submits each e-filed return, and (3) can search the fields in e-filed returns
to identify high-risk items. The indicator would simply allow the IRS to better evaluate

“ See Taxpayer Advocacy Panel, Free File Notification of Charges, TAP 04-005 (Dec. 2, 2003); Taxpayer Advocacy
Panel, Free File — Filing State Returns, TAP 04-008 (Dec. 2, 2003); Experience of Office of Taxpayer Advocate
testing Free File programs.

“ National Taxpayer Advocate, Report to Congress: Fiscal Year 2004 Objectives, Publication 4054 (Revision 06-
2003) 18. See also Treasury Inspector General for Tax Administration, lmprovements Are Needed to Ensure
Individual Taxpayers Have an Easy, No-Cost Option to e-file Their Tax Returns, Reference No. 2003-40-165, 9 (Aug.
2003); Taxpayer Advocacy Panel, Free File- Lack of Feedback, TAP 04-009 (Dec. 2, 2003). For further informa-
tion on the stated e-filing objective see The Free File Alliance agreement which can be viewed at
http://www.irs.gov/efile/article/.

% National Taxpayer Advocate, Report to Congress: Fiscal Year 2005 Objectives, Publication 4054 (Rev. 06-2004) 20-21.
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the Free File program, because returns that are newly converted to e-file would be labeled
and thus set apart from other e-filed returns.

The second argument addresses the question of whether the IRS should collect company-
specific data. The concern is that competitors could obtain proprietary data from the IRS
through a Freedom of Information Act (FOIA) request. However, FOIA contains exemp-
tions for proprietary data, so information found to be proprietary by the IRS or a court
would be shielded from disclosure. Further, data can only be obtained under FOIA if the
agency receiving the FOIA request maintains the information in a “readily reproducible”
form.” The IRS has stated that it does not intend to compile company-specific informa-
tion. Thus, unless the government rejects the companies’ claims that the data is proprietary
and the IRS can easily reproduce the data, it would not be obtainable under FOIA.
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Taxpayer Privacy Concerns

The privacy of confidential taxpayer information should be a paramount concern if the
IRS decides to enter into future contract negotiations with the Free File Alliance.
Taxpayers may perceive the IRS as promoting cross-marketing when the agency permits
members of the Free File Alliance to market their products through programs accessible
via the IRS website. If the IRS does not completely eliminate the cross-marketing of
products in the Free File program, it must take an active role in ensuring that the mem-
bers of the Free File Alliance properly safeguard private tax return data when
cross-marketing products in the tax preparation process.®

Electronic Tax Return Template

Free Filing Option Available to All Taxpayers

Unless taxpayers qualify for the Free File Program, they must pay to file electronically.
Taxpayers who use commercial tax preparation software generally pay two fees: the cost of
the preparation software and the additional fee to e-file the return. The price of the soft-
ware is justifiable due to the value added by such products. However, many of those
taxpayers are V-Coders who file paper returns to avoid the electronic filing fee.” Making
free e-filing available to all taxpayers would increase the number of e-filed returns by
attracting those V-Coders.*

45 U.S.C. §8 552(a)(3)(B), (b)(4).

“® For instance, many RAL products or mortgage refinancing offers are actually provided by affiliates of the
authorized IRS e-file provider. Thus, at some point in the process, the e-file provider must either (1) provide
the taxpayer with information on the affiliate and invite the taxpayer to initiate contact with the affiliate or (2)
disclose taxpayer information to the affiliate, enabling the affiliate to initiate contact with the taxpayer.

* Russell Marketing Research, “Findings From the 2003 Wave Of e-file Taxpayer Attitudinal Tracking Study,”
Presentation at the 2003 IRS Research Integration Meetings, screen 50, (July 2003).

SECTION %0 IRS surveyed V-Coders for their reasons for not filing electronically. Cost was listed as the highest barrier, 51
percent of those surveyed felt strongly that cost was their greatest barrier to electronic filing. See “Survey of
Taxpayers Who Self-Prepared and Filed a VV-Coded Return,” ETA Research Project 1-02-08-3-005, W&I
Division, Customer Research Group 1, 10 (Jan. 13, 2003).
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The National Taxpayer Advocate believes that the IRS should ensure that all taxpayers
have the ability to e-file without cost. Specifically, the IRS should create and maintain an
electronic tax return template, accessible through the official IRS website, which would
allow taxpayers and practitioners to input tax data. This electronic form would perform
basic computations and ideally provide a link to related IRS publications on the website.
Once all the data is entered, the taxpayer could electronically transmit the return to the
IRS without cost. The template would appeal to taxpayers and preparers who (1) refuse to
e-file due to cost and (2) distrust the involvement of third parties in electronic filing.*
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In conjunction with the template, the IRS should also consider developing a secure sys-
tem to accept at no charge the electronic transmittal of returns prepared with commercial
tax software. This would attract V-Coders who claim they do not e-file due to cost.*
Further, if the IRS ensures the security of the system and publicizes its safeguards through
the media, the system may even attract those V-Coders who refuse to e-file due to security
concerns.® A system that accepts commercially prepared returns at no charge would
reduce filing burden by preventing those individuals and preparers who still use commer-
cial tax preparation software from taking the additional step to enter the tax data into the
template.

For a detailed discussion of the National Taxpayer Advocate’s proposal to create an elec-
tronic tax return template, see the Key Legislative Recommendation on Electronic Filing>

International Experience

The IRS can look to other countries for guidance in direct electronic filing. Both Australia
and the United Kingdom have Internet filing options for individual taxpayers and tax pre-
parers.

AUSTRAILIA
Australia has a self-assessment tax system similar to that of the United States, which
requires each individual to file an annual income tax return. A large proportion (70 -75

* The IRS has conducted research that indicates taxpayers would feel more comfortable filing directly with the
IRS. Russell Marketing Research, “Findings From Focus Groups Among Taxpayers With Self-Simple Returns,”
screens 21 and 22 (March 2003). These concerns would be addressed if taxpayers could directly transmit
returns through the template.

%2 The portal would greatly benefit those V-Coder low volume preparers who do not e-file due to cost. IRS data
shows for Tax Year 2002, that nearly 900,000 paid tax return preparers file individual tax returns. Of these pre-
parers, more than 600,000 filed less than ten individual returns. (These figures only reflect preparers who
signed returns and included preparer EINs or SSNs. It is unclear exactly how many of these are V-Coders).
IRS Compliance Data Warehouse, Tax Year 2002 IRTF File. However, efforts would be necessary to prevent
preparers in general from using the portal to avoid maintaining ERO status.

53 “Survey of Taxpayers Who Self-Prepared and Filed a V-Coded Return,” ETA Research Project 1-02-08-3-005,
W&I Division, Customer Research Group 1, January 13, 2003, 10.

% See, Free Electronic Filing For All Taxpayers, infra.
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percent) of Australian taxpayers use registered tax agents to prepare and file their returns.®
The Electronic Lodgment Service (ELS) was initially available to participating tax agents
to lodge (file) their clients' returns and other tax forms with the Tax Office electronically,
via modem.* In the late 1990s, the government expanded the system to allow individuals
to prepare their own returns.” The Australian Tax Office also provides an online template
called “e-tax” for individual taxpayers to electronically file their own returns. E-Tax uses a
question and answer format to automatically complete an individual tax return.® By
2001, ELS received 80 percent of all business and individual returns filed.*
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UNITED KINGDOM

The United Kingdom (UK) has also experienced success with its online tax filing system.
In the UK, far fewer individual taxpayers file tax returns (called self-assessments). About
two-thirds of the population is under a final withholding system, whereby the tax withheld
from income, such as wages and interest, covers the expected tax liability. No return need
be filed to report taxes withheld in this manner. Thus, the population of filers in the UK
is mainly composed of the self-employed, investors, and higher-income employees.*

The UK Inland Revenue (IR) launched an online form in April 2001 as a free return prod-
uct for use with the Internet self-assessment.” The U.S. software industry has described
this initiative as less than successful, based on the claim that the cost per return on the
system is £33 (approximately $59) with an acceptance rate of three (3) percent.® Inland
Revenue does not agree with this assessment. The Inland Revenue reports that its estimat-
ed cost per electronic return filed for 2003/2004 was £7.45 (approximately $13).* The
estimated cost of implementing and maintaining Internet service for self-assessment for
years one to three was about £27 million (approximately $48 million). The ongoing sup-
port cost is between £3 million and £4 million (approximately $5 million and $7 million)
per year. In 2003, over 1.1 million of approximately 8.8 million returns were successfully
received from customers using this service. As of August 2004, Inland Revenue was on

% Telephone interview with Nigel Bailey, Minister-Counsellor Economic, Australian Embassy, Washington, DC
(July 22, 2004).

% Australian Tax Office, “About the Electronic Lodgment Service,” available at http://www.ato.gov.au.
% Richard Highfield, “The Electronic Revolution Down Under,” Tax Notes Int’l, Sept. 9, 2002, 1291.
%8 Australian Tax Office, “General Information about e-tax,” available at http://www.ato.gov.au.

% Richard Highfield, “The Electronic Revolution Down Under,” Tax Notes Int’l, Sept. 9, 2002, 1291.

% George Guttman, “Comparing U.K. and U.S. Electronic Tax Filing Systems,” Tax Notes Int’l, Aug. 14, 2002,
1023.

% Richard Highfield, “The Electronic Revolution Down Under,” Tax Notes Int’l, Sept. 9, 2002, 1291.

82 E-mail from Barry L. Smith, Personal Assistant to the Director, e-Services Programme, Inland Revenue, United
Kingdom, (Aug. 5, 2004, 5:28 AM). (on file at the Office of the Taxpayer Advocate, Internal Revenue Service).

% Letter from Michael F. Cavanagh, Council for Electronic Revenue Communication Advancement to Nina E.

SECTION Olson, National Taxpayer Advocate, 7 (Dec.19, 2003).
% E-mail from Barry L. Smith, Personal Assistant to the Director, e-Services Programme, Inland Revenue, United
Kingdom, (Aug. 5, 2004, 5:28 AM). The cost per paper return is not available for comparison.
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track to exceed its 2004 target of receiving 1.49 million returns online. Inland Revenue
has a goal of 25 percent of self-assessment returns, or approximately 2.2 million returns,
being filed electronically by 2005.%

Habitual Paper Filers

IRS studies have shown that a significant portion of the taxpayer population will resist e-
filing no matter what initiatives the IRS undertakes.® In the quest to increase the e-file
rate, the IRS has not adequately focused on providing the most beneficial filing method
to these taxpayers.
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One possible bridge for taxpayers who are reluctant to file electronically would be to initi-
ate 2-D bar coding on forms. To utilize 2-D bar code technology, a taxpayer or preparer
uses software to complete the return. When the return is printed, a horizontal and vertical
bar code containing the information (for example, name, social security number, etc.) is
imprinted on the paper.” The IRS scans the return, captures the data, decodes it and
processes the return as if it had been sent electronically.®® This addresses the need to quick-
ly, accurately, and inexpensively transfer, capture, and store large amounts of paper data.

As of 2002, the most current year for which we have data, 17 states have implemented 2-
D bar coding.® While bar coding does not convert taxpayers to e-file, it carries significant
advantages over paper filing, including: 1) quicker return processing, 2) more accurate tax
information recording, 3) savings in processing costs due to the need for fewer employees
to input data manually,” and 4) no additional cost to taxpayers.”

Despite its benefits, the IRS has not availed itself of this technology for individual

% E-mail from Barry L. Smith, Personal Assistant to the Director, e-Services Programme, Inland Revenue, Inland
Revenue, United Kingdom, (Aug. 5, 2004).

% The most common reason given in a recent IRS study was “I like paper filing better than e-filing.” The per-
centages for that response were 44 percent when asked about practitioner e-file, 29 percent for online filing,
and 26 percent for Free File. See FCB and Russell Research, “Findings From the 2004 e-file Taxpayer
Satisfaction Study,” Presentation at the 2004 Individual/Practitioner Integration Session Meeting, screen 24
(July 2004).

57 «Schedule K-1 Two Dimensional Bar Coding; Payroll Practitioner Forum,” SB/SE TEC, screen 5 (Sept.15,
2003).

% “Faster Returns Through Bar Coding,” available at http://www.mass.gov/.

% As of 2002, the 17 states that have implemented 2-D bar coding were: Alabama, Arizona, Colorado, Delaware,
Georgia, lllinois, Indiana, Kentucky, Maryland, Michigan, Missouri, New Hampshire, New Jersey, New
Mexico, Oregon, Rhode Island, and Virginia. See Federal Tax Administrators (FTA), “2-D Barcoding—State
Status,” July 26, 2002, available at http://www.taxadmin.org/fta.

™ Two examples of the difference in per return processing costs for 2-D bar coded returns versus manually
processed returns can be found in the states: 1) As of 2002, it cost Missouri approximately $ .41 per manually
processed return and $ .16 per 2-D bar coded return; 2) In Indiana, the cost per manually processed return is
between $ .42 and $ 1.00 per return while processing a 2-D bar coded returns costs between $ .06 and $ .09
per return. See Federal Tax Administrators (FTA), “2-D Barcoding—State Status,” July 26, 2002, available at
http://www.taxadmin.org/fta.

™ Federation of Tax Administrators (FTA), “Guidance on 2-D Bar Coding in Tax Forms Processing: Frequently Asked
Questions,” 2004v2, July 26, 2004, available at http://www.taxadmin.org/fta.
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returns. The reason given for not pursuing 2-D bar coding for individual returns is that
promoting this method of paper filing would slow the growth of e-filing.”

Telefile

The IRS considers TeleFile a form of e-filing, but has decided to discontinue the service for
both individual and business taxpayers after the 2005 filing season due to the high cost of
serving a relatively small number of users.” The IRS is optimistic that TeleFile taxpayers
will migrate to e-filing because of their underlying demographics, e.g., 70 percent are under
age 34 and 75 percent have Internet access.” However, current research shows that 37 per-
cent of current TeleFile users would go back to paper if the program were eliminated.”
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If the IRS proceeds with the plan to discontinue the TeleFile program, it must also plan
for the inevitable return to paper filing. The 2-D bar coding technology discussed above
could give TeleFile users an alternative, allowing them to benefit from the increased accu-
racy in data capture while the IRS incurs lower processing costs.™

The National Taxpayer Advocate is also concerned that the IRS is ignoring the express
direction of Congress with respect to the TeleFile program. In the Conference Report to
RRA 98, Congress stated, “[T]he conferees also intend that the IRS should continue to
offer and improve its TeleFile program and make available a comparable program on the
Internet.”” Given this language, if the IRS believes the TeleFile program is no longer
viable, it should clearly and publicly make the case for its discontinuance.

" The IRS plans to use 2-D bar coding in tax year 2004 only for Schedule K-1 (Form 1065), Partner’s Share of
Income, Credits, Deductions, etc. and Schedule K-1 (Form 1120S), Shareholder’s Share of Income, Credits,
Deductions, etc. The IRS also plans to use the technology for Forms 941 and Schedule K-1 (Form 1041),
Beneficiary’s Share of Income, Credits, Deductions, etc. in the future. Memorandum from Ronald S. Rhodes,
Director Customer Account Services, W&I Division, to Arlene G. Kay, Executive Director, Systemic
Advocacy, Taxpayer Advocate Service (Sept. 1, 2004); Federation of Tax Administrators, IRS Bar Code and
OCR Plans (Aug. 2004).

7 Specifically, the projected cost savings from eliminating TeleFile is five million dollars with approximately four
million Form 1040 filers impacted. See “TeleFile Survey Report,” Research Project 1-03-08-2-107N, W&I (Wage
& Investment) Research Group 1, screen 4 (Nov. 2003). Generally, individual taxpayers are eligible to use
TeleFile if they filed a return in the prior year that met the filing requirements for Form 1040EZ and they still
satisfy the TeleFile qualifications as set forth in IRM 3.42.5.20.1 (10-1-2004). While this discussion focuses on
individual taxpayers filing Form 1040EZ, Telefile also accepts Form 4868, Application for Automatic
Extension of Time To File U.S. Individual Income Tax Return, through TeleFile and Form 941, Employer’s
Record of Federal Tax Liability. See “TeleFile Survey Report,” Research Project 1-03-08-2-107N, W&I Research
Group 1, November 2003, screen 4.

™ See “TeleFile Survey Report,” Research Project 1-03-08-2-107N, W&I Research Group 1, November 2003,
Screens 35 and 36.

™ The four main reasons given for returning to paper filing were: (1) Electronic methods are not as easy or con-
venient (17 percent) ; (2) Lack of familiarity with electronic filing methods (14 percent); (3) Lack of confidence
in Internet security (nine percent); and (4) Lack of access to a computer (nine percent). See FCB & Russell
Research, “Findings From the 2004 e-file Taxpayer Satisfaction Study,” Presentation at the 2004
Individual/Practitioner Integration Session Meeting, screen 20 (July 2004). In tax year, 2001, when taxpayers
stopped using TeleFile 55 percent went back to paper and 45 percent used an electronic product. See “TeleFile
SECTION Survey Report,” Research Project 1-03-08-2-107N, W&I Research Group 1, Screen 43 (Nov. 2003).

™ The state taxing agencies have found that 2-D bar coding reduces processing costs and error rates for paper
returns. See Federation of Tax Administrators (FTA), “Guidance on 2-D Bar Coding in Tax Forms Processing:
Frequently Asked Questions” (July 26, 2004), available at http://www.taxadmin.org/fta.
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IRS COMMENTS

The National Taxpayer Advocate recognized the benefits to taxpayers and the IRS of elec-
tronic filing, including quicker refunds, reduced error rates and lower processing costs.
The Taxpayer Advocate also recognized improvements to the Free File program. For
example, although comments from taxpayers during the 2003 and 2004 filing seasons did
not reveal significant concerns (if any) regarding pop-up advertising, in response to advo-
cacy groups, the IRS' requested the Free File Alliance to minimize such advertising. In
addition, taxpayers can now print their completed returns for free.
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Implement Security Measures to Protect Taxpayer Data

IRS e-file systems meet or exceed all government security standards. IRS continues to
work with industry to enable them to constantly improve their security profiles. IRS will
provide the ability for IRS e-file program participants, who transmit directly to the
Electronic Management System (EMS), to use approved encryption methods for the 2005
and later filing seasons, beginning with the Acceptance Testing System (ATS) in
November 2004. For the 2005 filing season, IRS intends to begin discontinuing support
of non-encrypted transmissions whether by dedicated or dial-up links on the Public
Switched Telephone Network (PSTN) with complete phase out by November 2005.

Mandate Preparers to e-file

Internal Revenue Code § 6011(e) precludes IRS from mandating the filing of income tax
and self-employment tax returns for individuals, estates and trusts. Chief Counsel opines
that the statute also precludes the IRS from placing return filing mandates on all preparers.
Congressional policy in RRA 98, § 2001(a), recognized that taxpayer conversion to e-file
should occur without mandates by citing IRC § 6011(e) but not changing that provision
(See Conference Committee Report, H.R. Conf. Rep. No. 105-599). Congressional policy
seems to be changing as evidenced by H.R. 1528, § 105, which includes provisions to man-
date electronic filing by both taxpayers and preparers that file five or more returns annually.

Free File—Overview

The current Free File Agreement requires the Free File Alliance to provide free online tax
preparation and electronic filing (Free File) services to at least 60 percent of the individual
taxpaying population. According to the existing Free File Agreement, the IRS will not com-
pete with industry to provide similar free services.

Taxpayers who qualify for an Alliance member's Free File service can use that online soft-
ware to prepare and e-file their federal tax returns for free. The software used will be the
same software available to paying customers. No later than January 2005, the IRS will
engage the Free File Alliance to negotiate a new Free Online Electronic Tax Filing
Agreement (Free File Agreement). The IRS and the Alliance expect to complete the
development of this Agreement before the end of April 2005.

" See H.R. Conf. Rep. No. 105-599 at 235 (1998).
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Free File opportunities (on irs.gov) can only be found within the Free File pages.
Taxpayers can also seek free services through Volunteer Income Tax Assistance (VITA), Tax
Counseling for the Elderly (TCE), Taxpayer Assistance Centers (TAC), Military, and
Employee e-file sites.

Free File — The IRS should require the Free File Alliance to work with the states as a
group and not on a case-by-case basis

At this time, the Free File Agreement (FFA) will continue to focus on the federal tax return
only. Given the varying interests of the Free File members and lack of unity among states
(many states have their own state-only Internet programs and have not agreed to give up
their right to offer such programs in exchange for an agreement that would provide free
commercial state services; other states without state-only programs are more agreeable to
such arrangements), the IRS has determined not to expend the significant resources that
would be required to pursue the development of a uniform approach at this time.
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Free File — Notification of Charges for Preparation of State Tax Returns

The National Taxpayer Advocate asserts that many programs available under Free File do
not inform the taxpayer of associated costs of filing a state tax return until the return is
complete. We note, however, that all FFA members are currently required to disclose any
costs associated with the preparation and filing of state returns on their Free File site on
their “landing page,” i.e., the first page to which a taxpayer is directed upon leaving the
“IRS.gov” site. We continue to work with our Free File partners to ensure that the program
is implemented according to agreements in place.

Free File — Develop a Method to Evaluate the Success of the Free File Program

The IRS favors the implementation and use of a Free File indicator (opposed by the
Alliance) to measure the success of the program. The IRS continues to work with the
Free File Alliance to implement a program measurement solution that is acceptable for
both the IRS and the Free File Alliance. Currently, the IRS and the Alliance are consider-
ing the implementation of a Free File survey that will be available to (and will provide
additional information about) Free File users only. Scope, development costs, schedule
for survey implementation, etc., are key factors being considered for implementation dur-
ing the 2005 filing season.

Free File — Taxpayer Privacy Concerns

The National Taxpayer Advocate believes that the IRS should not refer taxpayers to tax
preparation programs which sell products to taxpayers because she believes that taxpayers
will perceive the IRS as promoting cross-marketing and failing to ensure the privacy of their
taxpayer information. The IRS disagrees. Internal Revenue Code § 7216 and the imple-
menting regulations recognize the commercial nature of the tax return preparation industry

SECTION and allows preparers to sell products to taxpayers as long as they obtain prior informed con-
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sent. The IRS should not unilaterally impose more restrictive standards on tax preparers.
The IRS Restructuring and Reform Act of 1998 (RRA 98), 82001(a)(3) states that, “the
Internal Revenue Service should cooperate with and encourage the private sector by encour-
aging competition to increase electronic filing of such returns.” IRS should not adopt rules
that interfere with the competitive process, especially when the rules would prevent taxpay-
ers from making personal decisions about opportunities that may be of interest or benefit to
them. We believe that Congress and the IRS have set the correct standard for taxpayer pro-
tection by insisting on informed consent, but recognizing that taxpayers should have the
ability to make their own decisions and government should not interfere with their ability
to do so. Free File members are Authorized IRS e-file Providers and therefore must adhere
to all rules and regulations in place to safeguard taxpayer privacy and security.
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Create a Template Method of Filing and Allow Direct Filing by Taxpayers of
Commercially Prepared Returns

The IRS computers are not equipped to receive and process electronic transactions from
individual taxpayers. To ensure the best processing possible, IRS relies on third party
providers to batch electronic returns and send them in a format compatible with existing
IRS computers. At present, this is the most efficient way to receive and process large vol-
umes of electronic returns from individual taxpayers. The template method of filing would
be a vastly inferior product to Free File's state-of-the-art preparation software and customer
support. Creating a direct filing option for taxpayers that use commercial preparers would
require development of a new infrastructure that would consume valuable resources in
much the same way that supporting 2D bar code technology would. Developing multiple
alternative processing schemes that might or might not appeal to small minorities of taxpay-
ers is a less sound strategy than continuously improving our e-file offerings that are favored
by the ever growing majority of taxpayers. Late adopters of e-file will ultimately be influ-
enced by continued superior performance of e-file and the IRS' and the industry's dedicated
determination to make e-file, safe and secure. A strong, reliable, safe and secure system is
integral to supporting mandates.

Initiate Processing of 2D Bar Codes on Paper Returns as an Alternative to e-file
Two-dimensional (2D) bar coded returns are paper returns that require the same resources
and overhead as other paper returns, even though there are some processing savings.
RRA 98 in 8 2001(a) states that the policy of Congress is that “paperless filing” is the 80
percent goal for IRS to be achieved through private sector competition. Some states
allow both types of returns, but the IRS believes that offering taxpayers a paper alternative
to e-file is counterproductive to Congressional e-file goals and sends taxpayers a mixed
message as to what Service policy is with respect to e-file. While Congress may be chang-
ing its position on mandates, there is no indication that Congress has changed its policy
on e-file. The new policy Congress seems to be formulating in H.R. 1528 is to mandate
electronic filing, not revert to paper solutions.
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TeleFile

Since Congress passed RRA 98, the IRS has expanded the filing options available to
employers with the pilot of form 941 TeleFile. The IRS launched the program nationwide
in 1998. In 2000, the online filing of Forms 941 was implemented. In 2001, TeleFile was
expanded to include Form 4868. Despite these expanded options, TeleFile usage has dwin-
dled in the last 4 years.

As part of RRA 98, Congress required the IRS to establish the Electronic Tax
Administration Advisory Committee (ETAAC). ETAAC reported that TeleFile is the most
expensive mode of processing returns (on a cost per return basis). Costs for the 1040EZ per
transaction are as follows: TeleFile $2.63; Paper $1.51; and e-file $0.67. The TeleFile pro-
gram is operating at a cost of $18.1 million per year, including system operating costs of
8.6M, and printing and postage costs of 9.5M. The ETAAC's recommendation to Congress
is to eliminate TeleFile immediately and have the funds redirected to Modernized e-File
(MeF). The Free File Alliance filing option is available to every TeleFile eligible taxpayer on
the Internet at no cost thereby meeting Congressional expectations. Free File is superior to
simply translating TeleFile to the Internet because taxpayers have access to state-of-the-art tax
preparation software and customer support. Free File expands the base of taxpayers eligible
for free e-file assistance that TeleFile would never be able to accommodate because of key-
stroke fatigue on Touch Tone phones. Russell Research shows if TeleFile was eliminated 37
percent would go back to paper with the remaining 62 percent willing to try another elec-
tronic method (mainly Free File). TeleFilers can use Free File from the public library. There
are an estimated 116,618 public libraries in the US today. IRS walk-in sites will prepare
returns and file returns electronically for taxpayers with an AGI of $35K or less. Volunteer
Income Tax Assistance (VITA) and Tax Counseling for the Elderly (TCE) programs also
serve the entire TeleFile eligible population for individual returns.
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TAXPAYER ADVOCATE SERVICE COMMENTS

We commend the IRS for its efforts to ensure the security of electronically transmitted tax return data.
Specifically, the complete phase-out of support for non-encrypted transmissions should greatly improve the
security of data and, if properly communicated, will allay taxpayers’ concerns. Further, strict oversight
of the industry by the IRS is essential to ensure that data is secure during the entire electronic preparation
and filing process.

While it is clear that the IRS is currently prevented from imposing e-file mandates on preparers of
individual income tax returns pursuant to IRC § 6011(e), the IRS should research the experience of
the states with such mandates.” The electronic filing environment for individual income tax returns
has significantly changed since the mandate probibition was added to the Code in 1982. Although
the National Taxpayer Advocate does not presently have a position on this issue, the states’ experi-

SECTION
0 NE ™ The research should cover the advantages and disadvantages as well as the support provided by the states

which impose mandates on preparers (i.e., free e-filing, a template, etc.)
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ence may be instructive.”

We are pleased that the IRS favors a Free File indicator to measure the success of the program.

However, we are concerned that the proposed alternative to the indicator will be a voluntary survey, and
thus result in the collection of incomplete data that does not represent the experience of all Free File users.
Considering that Free File is a government sponsored program that receives indirect government endorse-
ment, the IRS should be able to evaluate the basic effectiveness of the program as a basic condition of
entering into the agreement in the first place.
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The National Taxpayer Advocate continues to believe and recommend that the IRS should not refer
taxpayers to a program that sells non-tax related products. Until the Treasury Regulations under IRC §
7216 are revised to address issues specific to electronic filing, we will continue to have taxpayer privacy

concerns, especially with respect to the Free File program. We believe that the IR S has misconstrued the
intent of the criminal penalty provision by interpreting the provision with reference to the language of the
IRS Restructuring and Reform Act of 1998 (RRA 98) which encourages the IRS to cooperate with
industry. Internal Revenue Code § 7216 was enacted to protect the confidentiality of tax return infor-
mation given the commercial nature of tax return preparation.”* The statute limits the venues in which
such information can be disclosed or used by tax return preparers and imposes criminal penalties on
those preparers who violate the rules. The provision should in no way be read to directly enconrage com-
petition in the tax return preparation indusiry.

As a matter of basic customer service, we think the government has an obligation to develop the infra-
structure to allow taxpayers to e-file their tax returns with the government without being subject to two
sets of fees. The IRS already receives more than 50 million individual returns electronically every year,
50 extending the capacity to allow direct transmission of returns should be feasible. If this infrastructure
requires a long term solution, the IRS should start planning for it now. Congress encouraged the IRS to
develop such a program in the RRA 98 conference report.® Further, the IRS will run into a wall at
some point among the category of taxpayers who do not want to pay to e-file due to cost, and the catego-
1y of taxpayers who are mistrustful of sending their returns to any party other than the IRS. The IRS
research suggested that these groups are significant in number — not just “small minorities.” Indeed, it is
the Free File Program itself that can be more accurately described as appealing to small minorities,
because only about three percent of taxpayers used the service in 2004. In fact, fewer individuals filed
through the Free File program in 2004 than through TeleFile, which the IRS has recommended to be dis-
continued due to low demand.”

™ Pub. L. No. 97-248, 96 Stat. 324 (1982).
® House Discussion on Conf. Rep., 92nd Cong., 117 Cong. Rec. 12118 (Dec. 9, 1971).

& Specifically, the conference report states “the conferees also intend that the IRS should continue to offer and
improve its Telefile program and make available a comparable program on the Internet,” H.R. Conf. Rep. No. 105-599,
at 235 (1998). Telefile is a program akin to a basic template that allows taxpayers to file certain returns by tele-
phone without charge. The IRS plans to eliminate Telefile in 2006.

& Of the approximate 128 million individual returns filed during the 2004 filing season, approximately 3.5 million
were filed through Free File. Internal Revenue Service, 2004 Filing Season Statistics (Aug. 27, 2004). Government
Accountability Office, Tax Administration: IRS Has Improved Performance in the 2004 Filing Season, But Better
Data on the Quality of Some Services Are Needed, GAO-05-67, 15 (Nov. 15, 2004). 3.7 million individual
income tax returns were received through TeleFile in Filing Season 2004 as of August 27, 2004. See Internal
Revenue Service “2004 Filing Season Statistics as of August 27, 2004,” available at http://www.irs.gov.
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The IRS has stated that it plans to discontinue TeleFile due to dwindling demand and the associated
cost of the program. However, the number of individuals that filed through the TeleFile program in
2004 outnumbered those that filed through Free File. In addition, it is unclear if the agency effectively
promoted the program to taxpayers. Further, the National Taxpayer Advocate is concerned that discon-
tinuing TeleFile is contrary to the direction given by Congress in the RRA 98 conference report.®
Nonetheless, if the IRS goes forward with the decision to discontinue the program, it must devise a plan
for those filers who revert to paper. Some current TeleFilers will not feel comfortable filing electronically
through the Free File program for a variety of different reasons, such as security or privacy concerns or
lack of internet access or computer literacy. Nor do all taxpayers qualify for free assistance from volun-
teer organizations or through the Taxpayer Assistance Centers, both of which are much less convenient to
the taxpayer than merely picking up the phone to file.*
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While 2-D bar coded returns may not produce as many benefits as e-filed returns, the IRS must
acknowledge that a certain population of taxpayers will always refuse to e-file for one reason or
another® Even when the IRS meets the 80 percent goal, it will still need to make paper returns avail-
able to the 20 percent of taxpayers who continue to file in such manner. We disagree with the IRS’s
point that offering this technology to individual taxpayers would send mixed signals.*® If taxpayers are
properly informed about the benefits exclusive to e-file, it is doubiful that 2-D bar coding technology will
attract current or prospective e-filers. However, such technology will still benefit those unpersuaded paper
Sfilers and the IRS by avoiding transcription errors and reducing processing costs.

RECOMMENDATIONS
In addition to the initiatives described by the IRS, the National Taxpayer Advocate recommends that
the IRS take the following actions:

& Ensure that proper security measures are implemented during the entire e-file process. Once the
IRS guarantees that electronically transmitted tax data is subject to stringent security measures,
the agency should conduct an aggressive media campaign to inform taxpayers and preparers of
these measures.

& Explore creating an electronic tax return template, which would enable all taxpayers to prepare

and, file their returns through the official IRS website. The template would represent the electron-
ic equivalent of a paper tax form. Taxpayers or practitioners would enter tax data into the

% See H.R. Conf. Rep. No. 105-599 at 235 (1998) (“[T]he conferees also intend that the IRS should continue to
offer and improve its Telefile program and make available a comparable program on the internet.”). At the
very least, when taking actions such as this, the IRS should notify the public, including Congress, via a public
notice and comment period.

# For a detailed discussion of issues related to these programs, see the Most Serious Problems on Taxpayer
Access-Face-to-Face Interactions, supra, and Problems in the Volunteer Return Preparation Program, infra.

% See IRS Strategic Plan 2005-2009, 14 (IRS acknowledges that it must serve that part of the population that is
computer-savvy).

SECTION % We note that the IRS trusts taxpayers to make decisions about non-tax related products marketed on the Free

File program, but is concerned that taxpayers will be confused about choosing between e-file and 2-D bar
coded paper returns.
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template, which could perform simple computations and link the user to relevant IRS publica-
tions. Once all data is entered, the template would transmit the completed return directly to the
IRS at no charge. Similarly, the IRS should explore creating a portal o recerve the electronic
transmission of tax returns prepared by commercial soffware without charge.

& Encourage taxpayers to ask their preparers to e-file their tax returns. Similarly, the IRS should
encourage preparers lo educate their clients about the benefits of e-filing.

& Review the experience of several stales that have imposed e-file requirements on certain preparers.
What type of support is provided by the states to preparers subject to mandates? How effective
are the mandates in increasing the rate of e-files How are the mandates enforced and what types
of exceptions are available?
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& Consider implementing 2-D bar coding technology for individual income tax returns. This
would afford some of the benefits of e-file to those taxpayers who refuse to e-file, and the IRS
would benefit from reduced processing costs.

& fthe IRS is determined to discontinue the TeleFile program, it must specifically advise Congress
of this decision and detail its strategy to accommodate TeleFilers who will refuse to e-file. If the
agency anticipales a certain percent will turn to services provided at VITA, TCE or TACs, it
must sufficiently fund those programs to manage the overflow. In addition, the agency should

Surther consider applying 2-D bar coding technology to individual income tax returns to accom-
modate those TeleFilers who return to paper filing.
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PROBLEM
TOPIC B-8

MOST SERIOUS PROBLEM:
PROBLEMS IN THE VOLUNTEER RETURN PREPARATION PROGRAM

RESPONSIBLE OFFICIAL
Henry O. Lamar, Jr., Commissioner, Wage & Investment Division

DEFINITION OF PROBLEM

Since its inception in 1969, the Volunteer Income Tax Assistance (VITA) program has grown
in the number of sites operated, volunteers serving, and returns prepared. Today, concerns
are mounting over the quality of assistance VITA provides to taxpayers. The complexity of
the tax law, specifically those provisions affecting lower income and elderly taxpayers, makes
it necessary for the IRS to provide adequate training and resources to VITA volunteers.
Further, because of the unique characteristics of the taxpayers VITA serves, an inaccurately
prepared tax return can result in problems the taxpayers are ill-equipped to handle.!

The Treasury Inspector General for Tax Administration (TIGTA) has questioned the accura-
cy and quality of returns prepared at VITA sites.”> This has raised larger questions about the
VITA program as a whole, with a focus on whether the IRS can maintain VITA’s growth
and meet the needs of its partners, which are attempting to offer quality service to taxpayers.

ANALYSIS OF PROBLEM

The Fundamental Problem of the VITA Program

Last year, the Treasury Inspector General for Tax Administration (TIGTA) issued a well pub-
licized report which concluded that the accuracy of tax returns prepared by the Volunteer
Income Tax Assistance (VITA) program needs to be improved. Before a workable plan can
be developed, however, the IRS must define more clearly its relationship to the organiza-
tions that operate VITA sites (often referred to as "partners™)." This is currently a source of
considerable confusion and frustration for the partners.

Although this discussion raises some difficult issues about the IRS and VITA, it is a discus-
sion that must be held in order for the VITA Program to survive. Currently, the
ambiguousness of VITA's relationship with the IRS is the underlying cause of many of
VITA's problems. The IRS is consistently changing the level of support it provides to VITA
sites and volunteers are constantly questioning how much will be required of them each
year. This has led to growing criticism of the program and has many partners questioning
their continued involvement in VITA. The IRS must first work with its partners to resolve
this confusion regarding VITA before it can move forward and solve more specific problems
related to resources, training, and the accuracy of the returns VITA prepares.

! The penalties and interest payments associated with an erroneous return can be costly, especially for low
income and elderly taxpayers who are generally unable to handle these additional financial burdens. Michael
A. O’'Connor, Quality Assurance and Best Practices for Community Tax Programs: A Report Prepares for the Annie E.
Casey Foundation, 1 (Dec. 2003).

% Treasury Inspector General for Tax Administration, lmprovements Are Needed to Ensure Tax Returns Are Prepared
Correctly at Internal Revenue Service Volunteer Income Tax Assistance Sites, Reference No. 2004-40-154 (Aug. 2004).
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Background

History of VITA

Originating in the Tax Reform Act of 1969, the Volunteer Income Tax Assistance Program
was the result of an increased emphasis on taxpayer education.* VITA was designed to offer
free tax preparation to individuals who are unable to afford professional assistance.® In
2000, responsibility for VITA shifted to the IRS’ Stakeholder Partnerships, Education and
Communication (SPEC)°® organization, where the program has continued to grow.” For the
2004 filing season, VITA encompassed almost 240 coalitions with nearly 14,000 sites nation-
wide, which utilized the efforts of more than 100,000 volunteers to prepare and file more
than 1.8 million tax returns.?
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Daversity in VITA Sites

VITA is a diverse program comprised of several segments, including community-based
VITA,? academic VITA,” military VITA,* Tax Counseling for the Elderly (TCE),** and co-
located VITA,® each serving a different taxpayer population. This diversity allows VITA to

w

Tax Reform Act of 1969, Pub. L. No. 91-172, 83 Stat. 730 (1969).

Stakeholder Partnerships, Education and Communication, VITA Celebrates Its Thirtieth Year of Service. \olunteer
Income Tax Return Preparation has two components: the Volunteer Income Tax Assistance (VITA) program
and the Tax Counseling for the Elderly (TCE) program. SPEC is responsible for the administration of both
programs. TCE is funded separately from the VITA program through a grant from Congress. Revenue Act of
1978, Pub. L. No. 95-600, 92 Stat. 2810, § 163 (Nov. 6, 1978). Throughout this discussion, any reference to
VITA is to the community-based, academic, and military VITA programs. Whenever TCE is implicated, it will
be specifically stated.

~

o

Stakeholder Partnerships, Education and Communication, VITA Celebrates Its Thirtieth Year of Service.

o

SPEC performs outreach and education for the Wage and Investment (W&aI) division of the IRS. Its work
focuses on three areas: tax awareness and education, tax preparation assistance, and financial literacy.
Stakeholder Partnerships, Education and Communication, SPEC Overview, 1.

~

VITA sites have seen continued growth due, in part, to the reduction of return preparation services at many
Taxpayer Assistance Centers (TACs). Taxpayers who would normally seek tax preparation assistance at these
sites are now being directed to VITA sites for assistance. Field Assistance, Talkpoints: Refocusing Our Resources;
Fiscal Year 2003 Field Assistance Operating Procedures, Appendix C; Fiscal Year 2003 Individual Income Tax Return
Preparation Procedures, C-1-2.

©

It is important to note that these numbers may differ according to the source referenced. The numbers from
the 2003 filing season had not been finalized and are subject to change. Stakeholder Partnerships, Education
and Communication, The SPEC Quality Initiative, slide 2 (July, 2004). Today, working through community and
military organizations, VITA volunteers prepare basic tax returns for low income taxpayers, English as a sec-
ond language (ESL) or limited English proficiency (LEP) taxpayers, the elderly, and others with special needs.

©

Community-based VITA sites are run or sponsored by community groups including legal services organiza-
tions, churches, libraries, or other organizations aimed at providing services to low income and non-English
speaking individuals.

10 Academic VITA sites are sponsored by an educational institution, generally colleges or universities, business or
law schools.

™ Military VITA sites provide assistance with basic tax return preparation to members of the Armed Forces, their
dependents, and in some locations to other employees at U.S. military establishments. IRM 22.30.1.2.15.1.1
Volunteer Tax Preparation programs (Oct. 1, 2003).

2 Tax Counseling for the Elderly (TCE) sites receive IRS grants to operate their tax assistance programs, which
provide assistance to individuals who are age 60 and over.

'3 Co-located VITA sites are those that are located in close proximity to Taxpayer Assistance Centers (TAC) and
assist with the overflow of taxpayers needing tax return preparation assistance.
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reach a greater number of taxpayers in need of free tax preparation. However, it can also
create problems because different types of sites have different needs and structures, and cre-
ating procedures that meet these varied needs is difficult.

SPEC Organization

The mission of the Stakeholder Partnerships, Education and Communication organization
is “to assist taxpayers in satisfying their tax responsibilities by building and maintaining part-
nerships with key stakeholders to inform, educate, and communicate with their shared
customers.”™ One of the major functions of SPEC is the operation of the VITA and TCE
programs. When VITA first transferred over to SPEC from Taxpayer Education, IRS
employees actively recruited and trained volunteers, and established and ran local VITA
sites.” Since the 2000 filing season, SPEC has changed its role in the program, embracing a
coalition-based model in which responsibility for direct operation of sites has shifted to
community partners. Under this new approach, SPEC still provides computers, software,
training materials, and limited training opportunities. However, the bulk of the responsibili-
ty now falls to the sites themselves.*
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Coalition-Based Model

The foundation of the current VITA program is the coalition-based model adopted by SPEC
and designed to leverage scarce resources.” The base of this model is the development of
“coalitions” — networks of local and national groups aimed at providing services to low
income taxpayers.”® These coalitions are then encouraged to set up numerous VITA sites
across the country, using resources provided by coalition members to create self-sufficient sites.”

Despite SPEC’s good intentions in allocating existing resources, there are concerns about the
coalition-based model. A main concern of the National Taxpayer Advocate and many VITA
partners is that responsibility for the program has shifted almost entirely away from the IRS
and onto the shoulders of the sites themselves.® SPEC has acknowledged that the coalition

* Stakeholder Partnerships, Education and Communication, SPEC Overview, 1.
' Stakeholder Partnerships, Education and Communication, SPEC Concept of Operations, 2.

' Stakeholder Partnerships, Education and Communication, Iuternal Revenue Service (IRS) Migrating the Legacy
Volunteer Income Tax Assistance (VITA) Program to the Stakeholder Partnerships, Education and Communication
(SPEC) Business Model: Redefining the Goals and Objectives of VITA Sites, 3-5.

' Stakeholder Partnerships, Education and Communication, Iuternal Revenue Service (IRS) Migrating the Legacy
Volunteer Income Tax Assistance (SPEC VITA) Program to the Stakeholder Partnerships, Education and Communication
(SPEC) Business Model: Redefining the Goals and Objectives of VITA Sites, 4.

8 |n 2001, SPEC had 6 coalitions; in 2004 the number had grown to 238. Stakeholder Partnerships, Education
and Communication, SPEC, slide 7.

19 Self-sufficient VITA sites are able to obtain the required resources from their coalition sponsors and require lit-
tle or no help from the IRS. Stakeholder Partnerships, Education and Communication, Internal Revenue Service
(IRS) Migrating the Legacy Volunteer Income Tax Assistance (VITA) Program to the Stakeholder Partnerships, Education

SECTION and Communication (SPEC) Business Model: Redefining the Goals and Objectives of VITA Sites, 4.
2 These observations, and those set forth in the remainder of this article, are based on extensive discussions the
National Taxpayer Advocate and staff have had with VITA partners and site organizers over the past two years.
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model has “moved responsibility for many administrative activities associated with the volun-
teer tax preparation program to community partners.”® This creates problems for many VITA
sites, especially those not supported by large partner organizations. This move to self-suffi-
ciency may help to economize scarce resources, but it may also shift too much responsibility
to partners and leave the IRS with little responsibility or accountability for the outcomes.

VITA Resources

With the IRS’s move toward self-sufficiency in VITA, the amount of resources dedicated to
the program is critical. The actual budget dedicated to the VITA Program is difficult to cal-
culate. However, the estimated costs for FY 2004 are more than $4 million; compared to
the FY 2001 budget of less than $3 million.”” While this increase is significant, when con-
sidering the numbers of sites operated and taxpayers assisted the current funding level is not
enough to ensure adequate assistance is provided to all sites.
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SPEC has developed a method of allocating its limited resources, dedicating them first to sites
characterized as totally self-sufficient.”® SPEC next allocates resources to combination partner

and VITA sites, run by outside partners with support from the IRS. To determine which sites

receive support, SPEC has developed a scoring system based on the following factors:*

1. Site Management 25 Points
2. Computers/Printers 20 Points
3. E-File Transmission Services 15 Points
4. Recruitment of Volunteers 10 Points
5. Training and Testing of Volunteers 10 Points
6. Supplies 10 Points
7. Recognition of Volunteers 5 Points
8. Space 5 Points
TOTAL 100 Points

' IRM 22.30.1.10.1.1(1) Community Based Partnerships - IRS Field Personnel (Oct. 1, 2003).

2 part of the difficulty in calculating the total amount of fund spent on the VITA Program comes from the fact
that when the SPEC organization first stood up, they did not track their spending in the same way they do
currently. This makes comparing prior years’ spending difficult. It is important to note that when the VITA
Program was under Taxpayer Education, the amount of support each VITA site received was at the sole discre-
tion of the District Director and this resulted in vast differences in how sites were treated. The creation of
SPEC has resulted in a more uniform method of allocating resources between sites. The total spending for FY
2004 is still an estimate; these numbers have not yet been finalized. These figures do not include labor and
overhead for the SPEC organization. These figures also do not include the costs incurred by Modernization
& Information Technology Services (MITS) for the purchase and maintenance of the software program used by
VITA. Information provided by SPEC in response to an information request. (Nov. 23, 2004).

% Stakeholder Partnerships, Education and Communication, futernal Revenue Service (IRS) Migrating the Legacy
Volunteer Income Tax Assistance (VITA) Program to the Stakeholder Partnerships, Education and Communication
(SPEC) Business Model: Redefining the Goals and Objectives of VITA Sites, 4. Besides receiving priority in
resources, these sites are also exempt from the VITA minimum operating requirements unless they receive tax
preparation software from the IRS.

# Jd. See also, IRM 22.30.1.4.3.4 (6) 1 Minimum Number of E-Filed Returns (Oct. 1, 2003).
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Sites are awarded points based on the number and amount of resources they provide as
opposed to being provided by the IRS. The higher the score, the more preference the site is
given in the allocation of resources.”

VITA unquestionably suffers from a lack of funds. Given this reality, SPEC needs a fair and
equitable method of determining how VITA resources are distributed among its sites. SPEC
has acknowledged that it cannot treat start-up sites in the same manner as others, as these
sites are greatly in need of SPEC resources and support. Currently, resources are directed
first to the most self-sufficient sites, which require the least from SPEC, while sites that are
more dependent on SPEC are given lower priority. This scoring system punishes smaller
sites that cannot provide all of their own resources and are most likely to need IRS support.
This approach creates a self-fulfilling cycle: small sites do not get the assistance and support
they need to become self-sufficient, which will in turn make them eligible for more support.
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Resource Issues

Computers

When the IRS began accepting electronically-filed returns in the mid-1980s, most VITA sites
lacked the necessary equipment to take advantage of this innovation. In 1997, the IRS
established the “Computers for Volunteers” program, and began offering surplus computer
equipment to VITA for use in electronically filing returns.?

In August, 2002, however, a TIGTA audit raised concerns about computers sent to VITA
sites.” The audit led to three main conclusions:
The IRS could not physically account for computers provided to volunteers;

The IRS did not ensure that taxpayer e-file data was removed from volunteer com-
puters at the end of the 2001 filing season; and

¢ The IRS did not ensure that only authorized software was loaded on volunteer com-
puters.”

% Resources are last applied to IRS “direct support” VITA sites, which are run by IRS employees who recruit and
train the volunteers involved. According to SPEC, these sites only operate in areas where other organizations
cannot be recruited, and their services are generally limited. Stakeholder Partnerships, Education and
Communication, Internal Revenue Service (IRS) Migrating the Legacy Volunteer Income Tax Assistance (VITA)
Program to the Stakeholder Partnerships, Education and Communication (SPEC) Business Model: Redefining the Goals
and Objectives of VITA Sites, 4. SPEC also prefers VITA sites that file federal returns electronically and gives
them priority over sites that prepare paper returns.

% Stakeholder Partnerships, Education and Communication, Iuternal Revenue Service (IRS) Migrating the Legacy
Volunteer Income Tax Assistance (VITA) Program to the Stakeholder Partnerships, Education and Communication
(SPEC) Business Model: Redefining the Goals and Objectives of VITA Sites, 1.

" Treasury Inspector General for Tax Administration, Computers Used to Provide Free Tax Help and That Contain

SECTION Taxpayer Information Cannot Be Accounted For, Reference No. 2002-40-144, 3 (Aug. 2002). At the time, the IRS
0 NE was providing over 6,600 desktop and laptop computers to VITA and TCE sites for e-filing.
28
Id. at 3.
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In August, 2003, partially in response to the audit, the IRS created a central computer depot
to manage all the laptop computers in the program.” This approach allowed for stricter
controls, including maintaining an inventory of the laptops, and providing customer service
support to VITA sites while the computers were in use.”

Despite the enormous progress SPEC has made by developing the depot, problems still
exist. In SPEC’s 2003 Customer Satisfaction Survey, partners stated they were least satis-
fied with “Supplies and Computer Resources from SPEC,” specifically the number of
computers available for VITA use.* SPEC's goal is to maintain an inventory of 10,000 or
fewer computers. While this number may seem significant, the VITA program had nearly
14,000 sites in 2004.

=
=)
-
=
—
=
=
=
==
)
=
)

Computer Software

The IRS currently provides VITA sites with a commercially available, off-the shelf, form-
based software program.* The IRS acquired this software in April 2000 under a Blanket
Purchase Agreement. Through this agreement, SPEC also purchased a customer support
help desk to assist VITA partners.

Despite these efforts, VITA sites are experiencing problems with the software. The 2003
Customer Satisfaction Survey reveals that partners feel the second biggest problem in VITA
is computer training and technical support.® The 2004 survey is even more specific, with
Training and Support for the SPEC-provided software being the second largest concern

% stakeholder Partnerships, Education and Communication, Why the Depot, 1; Lyn Huntley, La Dolce VITA;
EUES Provides VITA Laptops for Filing Season (May 24, 2004).

% Stakeholder Partnerships, Education and Communication, Why the Depot, 1-2, 8. The laptops will be inven-
toried, undergo the quality review process to have taxpayer information removed, and sorted before being
prepared to be redistributed for the 2005 filing season. Lyn Huntley, La Dolce VITA; EUES Provides VITA
Laptops for Filing Season (May 24, 2004).

* Internal Revenue Service Customer Satisfaction survey, Stakeholder Partnerships, Education and Communication
(SPEC) Partners National Report, slide 7 (May 2003). Out of a scale of 1-5, Supplies and Computer Resources
from SPEC received a satisfaction rating of 3.59. Internal Revenue Service Customer Satisfaction Survey,
Stakeholder Partnerships, Education and Communication (SPEC) Partners National Report, slide 11 (May 2003). In
the feedback on the 2003 Customer Satisfaction Survey, partners noted that they needed more computer
equipment to run their sites. The 2004 Customer Satisfaction does not appear to have asked this same ques-
tion, so it is difficult to make any comparisons on how SPEC has responded to this concern.

% Stakeholder Partnerships, Education and Communication, Electronic Filing, p. 1 (copy of file with author). The
IRS was required to use a commercially available software package due to an existing Memorandum of
Understanding (MOU) between the IRS and the Free File Alliance, LLC, a consortium of companies in the
electronic tax preparation and filing field. This MOU states “the IRS will not compete with the Consortium
in providing free, online tax preparation and filing services to taxpayers.” Free On-Line Electronic Tax Filing
Agreement, 1 (Oct. 30, 2002).

* |nternal Revenue Service Customer Satisfaction survey, Stakeholder Partnerships, Education and Communication
(SPEC) Partners National Report, slide 7 (May 2003). SPEC Computer Training and Technical Support received
a satisfaction rating of 3.86 out of a maximum of 5. This is the second lowest satisfaction rating, following
Supplies and Computer Resources from SPEC, which received a satisfaction rating of 3.59 out of a maximum
of 5.
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identified by partners.* Partners have commented that the software is burdensome, difficult
to use, and should be replaced by more efficient software. Many partners said they encoun-
tered so many software problems in the 2004 filing season that site supervisors spent most
of their time fixing problem returns instead of performing the quality reviews for which they
are generally responsible.

The coming 2005 filing season marks the final year of the existing software agreement, and
SPEC issued a request for proposals for new software in April 2003.* Recognizing the issues
surrounding the current software, the request contains certain “enhancements,” including
interview-based software, additional training, and improved help features. While these fea-
tures are crucial in responding to the needs of VITA, there is no guarantee that the request
will bring VITA a replacement that meets these requirements. The process is based in large
part on monetary costs, and the award will be made to the bidder whose proposal provides
the best value to the government, with both price and technical aspects being considered.®
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Training

The results of the 2004 Customer Satisfaction Survey indicate training is the most important
resource that SPEC can provide its partners in VITA.* According to these partners, the
biggest problems with training are that it is not offered frequently enough and does not
meet the needs of VITA sites and volunteers.® When asked how SPEC could improve
training, partners said it should be held further in advance of filing season, offered at more
locations, and made more extensive. In response to this problem, SPEC is introducing
online volunteer training for the 2005 filing season through a program entitled “Link and
Learn Taxes,” on the IRS website.* This will allow customized training for each volunteer
and will help address the problem of insufficient classes being offered. By posting the vari-
ous training modules online, SPEC will enable volunteers to complete the training at their
convenience and obtain certification immediately. A CD version of the training will be
available for sites with no Internet capabilities.”

% Internal Revenue Service Customer Satisfaction survey, Stakeholder Partnerships, Education and Communication
(SPEC) Partners National Report, slide 11 (June 2004), Training and Support for the current SPEC-provided soft-
ware received a satisfaction rating of 4.08. Within this category, Frequency of Training received a satisfaction
score of 3.81 out of 5and Training Support Provided to Your Organization received a score of 3.94 out of 5.

% Stakeholder Partnerships, Education and Communication, Electronic Filing, p. 2.

% Information provided by SPEC information request.

% Internal Revenue Service Customer Satisfaction survey, Stakeholder Partnerships, Education and Communication

(SPEC) Partners National Report, slide 11 (June 2004) Partners said that training was the resource that is most
important to them, giving it an importance rating on 4.6 out of 5.

* 4. Partners gave frequency of training a satisfaction rating of 3.89 out of 5 and gave training meeting your
organization’s needs a satisfaction rating of 3.98 out of 5.

* Treasury Inspector General for Tax Administration, Improvements Are Needed to Ensure Tax Returns Are Prepared

SECTION Correctly at Internal Revenue Service Volunteer Income Tax Assistance Sites, Reference No. 2004-40-154, 29-30 (Aug.
2004).
0 NE 40" Stakeholder Partnerships, Education and Communication, SPEC’s Volunteer Educational Products and Services, 5.
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While online training is likely to benefit the majority of VITA sites and volunteers, SPEC
should still consider alternate methods. SPEC should consider partnering with outside
groups that could assist with the training, especially those whose members run VITA sites
across the country. These organizations include the American Institute of Certified Public
Accountants (AICPA), the American Bar Association (ABA), and the Low Income Taxpayer
Clinics (LITCs). The members of these organizations have extensive practical experience,
which SPEC should make an effort to translate into valuable training for VITA volunteers.
These groups can be asked to develop training materials, including videos and DVDs, on
technical issues and interviewing techniques, which could be distributed to all VITA sites. It
is understandable that SPEC cannot train all volunteers, but the sites must be given alter-
nate methods of providing this instruction.
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TIGTA Audit

In September 2004, the Treasury Inspector General for Tax Administration (TIGTA) report-
ed the results of an audit of the VITA program conducted during the 2004 filing season.”
TIGTA auditors visited 44 VITA sites and had 35 tax returns prepared. All 35 returns were
completed incorrectly by volunteers. As a result, TIGTA raised concerns about how VITA
handles returns, including the failure to use intake sheets or interview techniques, and to
obtain sufficient information from the taxpayer to correctly apply the tax law.*

Audit Findings

The TIGTA audit results raise some serious questions about the quality of the work per-
formed by VITA sites across the country. However, the National Taxpayer Advocate has
reservations about the validity of the audit results, and questions whether they are represen-
tative of the quality of the actual work performed by VITA volunteers. TIGTA, in fact,
acknowledges that the sample was not statistically valid.® Sites were selected “judgmentally”
rather than randomly, and only 35 returns were included.” In addition, the auditors used
only two taxpayer scenarios, which are not representative of work routinely performed at the
VITA sites.

The audit report was quick to point out that the VITA sites prepared none of the 35 returns
correctly.® While this statement may be correct, it is a misleading and unfair characteriza-
tion of the audit results. A volunteer goes through many steps and makes a number of
decisions in the course of preparing a return. He or she may handle 19 of 20 issues proper-
ly on a particular return, yet TIGTA would still say this was not a correctly prepared return.

“! Treasury Inspector General for Tax Administration, Inprovements Are Needed to Ensure Tax Returns Are Prepared
Correctly at Internal Revenue Service Volunteer Income Tax Assistance Sites, Reference No. 2004-40-154 (Aug. 2004).
It is important to note that the TIGTA audit focused solely on community-based VITA sites and did not
involve a review of academic, military VITA or TCE sites.

2 4. at 5-12.
“Id at 16, n.2.

* Treasury Inspector General for Tax Administration, Improvements Are Needed to Ensure Tax Returns Are Prepared
Correctly at Internal Revenue Service Volunteer Income Tax Assistance Sites, Reference No. 2004-40-154, 5 (Aug. 2004).

451d.
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More fairly, it was not an entirely correct return. To say, in effect, that VITA volunteers were
“zero for 35” is too simplistic and unfairly criticizes the program.

Further, by saying no returns were prepared correctly; TIGTA ignores the fact that the audit
employed only two scenarios.® The first scenario dealt with a child who lived with the tax-
payer for five and one half months of the taxable year; the second was that of a grandniece
who lives with the taxpayer for eight months during the tax year. Neither represents the
typical return completed by VITA volunteers. The first scenario was aimed at testing a vol-
unteer’s knowledge of the Earned Income Tax Credit (EITC), when according to VITA
statistics from tax year 2004, only approximately 26 percent of returns completed by VITA
involved EITC.” For the most part, taxpayers whose returns involve EITC tend to utilize
paid preparers to obtain faster refunds.
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The second TIGTA scenario focused on a grandniece, who could be treated as a foster child
for purposes of the EITC and the dependency exemption.” This fact scenario is so rare and
unique that the IRS-prepared training materials for volunteers did not even mention “grand-
niece” among the possible familial relationships for purposes of the EITC and the
exemption.” Further, the software used by VITA provides numerous familial relationships
for volunteers to choose from for EITC and dependency exemption purposes and grand-
niece/nephew is not one of these options.®

Most VITA returns are relatively simple and straightforward, usually involving determina-
tions of eligibility for the dependency exemption under IRC § 151. Using the TIGTA
scenarios, VITA volunteers calculated this exemption accurately 77 percent of the time.*
The TIGTA report focused only on the overall accuracy of the returns, using scenarios that
were completely unrepresentative of the work VITA performs. The audit appears designed
to trip up volunteers on the minutiae of the law rather then test them on the common areas
they deal with on a regular basis. The audit also focused solely on community-based VITA
sites and offered no source for comparison.® A more comprehensive study would have test-
ed the same scenarios with various types of paid preparers and IRS Taxpayer Assistance
Centers (walk-in sites) to determine how VITA performed in comparison.

“ Treasury Inspector General for Tax Administration, lmprovements Are Needed to Ensure Tax Returns Are Prepared
Correctly at Internal Revenue Service Volunteer Income Tax Assistance Sites, Reference No. 2004-40-154, 2 (Aug. 2004).

“7 Statistics provided by SPEC in response to an information request (Oct. 29, 2004).

“ Treasury Inspector General for Tax Administration, lmprovements Are Needed to Ensure Tax Returns Are Prepared
Correctly at Internal Revenue Service Volunteer Income Tax Assistance Sites, Reference No. 2004-40-154, 27 (Aug.
2004).

“ Internal Revenue Service, Volunteer Assistor’s Guide, Student Text, Publication 678,1-4, 9-6 (2003).

% Treasury Inspector General for Tax Administration, lmprovements Are Needed to Ensure Tax Returns Are Prepared
Correctly at Internal Revenue Service Volunteer Income Tax Assistance Sites, Reference No. 2004-40-154, 27 (Aug.

2004).
SECTION *' Id. at 7, Table 2.
52 Id. at 16, n.1 (Aug. 2004). The audit did not compare VITA sites to other preparers such as enrolled and unen-
rolled preparers.
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SPEC Response to Audit Findings

In response to the TIGTA findings, SPEC immediately created the Volunteer Tax
Preparation Quality Improvement Team (Quality Team) charged with a mission of
“creat[ing] a three-year Business Plan that integrates new and existing quality principles into
the Volunteer Return Preparation program.”*

While SPEC’s effort to respond to TIGTA is commendable, there is concern that SPEC was
unaware of many issues raised by the audit. The TIGTA report should not have been the first
time SPEC heard about these major concerns.* The current coalition-based model used by
SPEC may help to maximize resources, but may have also prevented SPEC from conducting
a comprehensive quality review of the program. SPEC should consider using site assistance
visits, similar to those conducted by the Low Income Taxpayer Clinic (LITC) program, to
monitor VITA® These visits would involve a detailed review of the operating procedures of a
site, complete with a quality review of some returns. If any issues are identified, the site would
be on notice and SPEC could work with the site to correct the problem. This is just one
method SPEC can employ to ensure that VITA sites provide top quality service.
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According to the IRS response to the TIGTA audit, SPEC plans site monitoring visits dur-
ing which SPEC employees will observe volunteers preparing actual returns to determine if
they are accurate. SPEC also intends to conduct what it calls “shopping” trips to various
VITA sites in which employees will anonymously have volunteers prepare returns.®

The National Taxpayer Advocate has been advised that SPEC has asked both the American
Bar Association Tax Section (ABA) and the American Institute of Certified Public
Accountants (AICPA) to participate in these “undercover” visits. It is our understanding
that the ABA has declined to participate. The National Taxpayer Advocate believes that
such “sting operations” are a misuse of SPEC and its partners’ scarce resources. These visits
identify problems after-the-fact and in a punitive, confrontational manner. It is far more
productive to apply SPEC and its partners’ resources to up front training, program evalua-
tion, and improvement initiatives. The National Taxpayer Advocate encourages SPEC and
its partners to use their resources more positively and productively.

To ensure continued quality within the VITA Program, a method must be developed for

%3 Stakeholder Partnerships, Education and Communication, 7he SPEC Quality Initiative, slide 5 (July, 2004).

* In fact, the TIGTA audit was not the first time SPEC was made aware of accuracy problems within the VITA
program. In Wage & Investment’s Business Performance Reviews in June and July of 2002, SPEC noted low
accuracy rates in returns prepared by both VITA and TCE sites; however this was attributed to the Rate
Reduction Credit. Wage ¢ Investment Business Performance Review, 45 (July 26, 2002); Wage & Investment
Business Performance Review, 47 (June 21, 2002).

% The Low Income Taxpayer Clinic (LITC) Program is a grant program where qualified organizations receive
matching federal grants to represent taxpayers in controversies before the IRS or provide tax outreach and edu-
cation to English as a second language (ESL) taxpayers. Internal Revenue Service, Low Income Taxpayer Clinics
Grant Application Package Book, Publication 3319, 1 (Rev. 05-2004).

% Treasury Inspector General for Tax Administration, Improvements Are Needed to Ensure Tax Returns Are Prepared
Correctly at Internal Revenue Service Volunteer Income Tax Assistance Sites, Reference No. 2004-40-154, 31 (Aug. 2004).
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someone besides VITA site managers to independently review the quality and accuracy of
the returns being filed. SPEC should consider partnering with the AICPA, the ABA, the
National Association of Enrolled Agents (NAEA), the National Association of Tax
Professionals (NATP), etc. in an effort where CPAs and attorneys could “adopt” a VITA
site. The tax professional could act as the tax expert at the site and assist in ensuring the
accuracy of returns.

Besides noting the lack of a comprehensive quality review program, the TIGTA report also
pointed out flaws in the software used by VITA. Changing from the current software to
interview-based software will help to identify any issues the VITA volunteer might miss when
he or she interviews the taxpayer face to face. The change will also assist volunteers in areas
of the law with which they may be unfamiliar. By leading them through the questions that
need to be asked, the software can help ensure that the volunteers reach the correct answers.
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SPEC'’s efforts to improve the quality of VITA are well-intentioned. However, they raise the
concern that SPEC is simply responding to an unfavorable TIGTA audit instead of taking
the time to determine what would most help the program.

The Future of VITA

With all the concerns raised over VITA, from both within and outside the program, it is
important to consider the future of volunteer tax return preparation. The foundation of
this future is a discussion over who bears responsibility for VITA. Only when this deci-
sion is reached can the IRS and its partners move forward and establish a unified vision
for the VITA Program.

The SPEC fiscal year 2005 program letter is designed to lay out the national objectives and
goals for 2005 through 2007 for SPEC’s programs, including VITA. In the letter, SPEC
explains that it has “recalibrated [its] approach to defining partner self-sufficiency.”™ This
new approach focuses less on SPEC’s initial goal of minimal resource investment and more
on determining the appropriate level of resources SPEC can and should provide to individ-
ual partners. The new goal, according to SPEC, is to have partners reach a level at which
the partner “provides or contributes to the mutually desired business outcome at a cost that
is acceptable to all parties.”®

This approach appears to recognize that the current coalition-based model has a number of
flaws. As noted previously, this stems in part from a lack of consensus over who has the
ultimate responsibility for the VITA program. Despite this confusion over the basic princi-
ples of VITA, it is clear that the future of VITA and its viability as a national program is
heavily reliant on the efforts of SPEC’s partners.

SECTION 5 Memorandum from Marie A. Medeck, Director, Field Operations, to Area Directors, Stakeholder Partnerships,

Education and Communication (SPEC) Field Operations, 8 (July 30, 2004).
uNE * Id., at 8-9.
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Over the years, local and national partners have invested significant time, effort, and
resources to the VITA program and the taxpayers it serves. Many partners, however, are
experiencing a growing level of discontent, specifically with the support and guidance they
receive from the IRS.*® This is important because, as SPEC decides how best to divide its
limited resources amonyg sites, some may choose to end their affiliation with the program.
Given the limited support partners receive from the IRS, for many there is little benefit to
being part of VITA and many have considered ending their affiliation with VITA.
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VITA offers an invaluable service to countless taxpayers who would otherwise have to pay to
have their returns prepared. However, the time may have come to look at the program as a
whole and determine what steps are needed to ensure its survival and continued growth.
One of the most important considerations is the type of taxpayers VITA assists; lower
income, disabled, military, and elderly taxpayers. Each of these groups has different needs,
all of which VITA must remain prepared to serve. This involves crucial issues such as pro-
viding interpreters for non-English speaking taxpayers, extending hours for taxpayers who
cannot visit sites during the day, and offering special accommodations to taxpayers who
require them.

Besides the needs of taxpayers, the IRS must also remain aware of the needs of VITA sites.
The sites are run by a variety of organizations, including legal aid organizations, academic
institutions, community coalitions, and other independent groups. Each type of site has
different needs that must be addressed to create high quality service. Some sites may need
more actual resources from the IRS but less training and support; other sites may have the
opposite needs, while still others sites may require full assistance and support.

The program’s rate of growth is another issue of concern. Despite the great strides SPEC has
made in expanding VITA, some groups of taxpayers across the country are still underserved.”
While these taxpayers, particularly those in rural areas, are in need of VITA services, contin-
ued growth can also create a problem for the program. As noted earlier, as the number of
VITA sites has risen, the program’s funding has not experienced the same level of increase.
This imposes a burden not only on the SPEC organization charged with running VITA, but
on existing VITA sites that receive fewer resources and less support. In addition, the
Taxpayer Assistance Centers (TACs) run by IRS employees are serving fewer taxpayers and
directing the overflow to VITA sites, creating another responsibility for an already burdened
program.® It is important to consider whether VITA can sustain this continued level of
growth and how the IRS can support existing sites while helping to establish new ones.

% Internal Revenue Service Customer Satisfaction survey, Stakeholder Partnerships, Education and Communication
(SPEC) Partners National Report, slide 41, 44 (May 2003). Partners indicated they would be less willing to con-
tinue working with SPEC if SPEC provided less support.

% Memorandum from Marie A. Medeck, Director, Field Operations, to Area Directors, Stakeholder Partnerships,
Education and Communications (SPEC) Field Operartions, 8 (July 30, 2004).

5! Field Assistance, Talkpoints: Refocusing Our Resources; Fiscal Year 2003 Field Assistance Operating Procedures,
Appendix C; Fiscal Year 2003 Individual Income Tax Return Preparation Procedures, C-1-2.
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IRS COMMENTS

The IRS provides volunteer tax assistance programs to assist taxpayers in satisfying their tax
responsibilities by building and maintaining partnerships with key stakeholders, seeking to
create and share value by informing, educating and communicating with our shared cus-
tomers. The IRS is dedicated to providing quality volunteer return preparation assistance
and actively engages internal stakeholders and external partners in establishing roles, setting
expectations and participating in program improvement efforts on a continuous basis since
the FY 2001 IRS reorganization.
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The IRS works with partners and coalitions which provide volunteer return preparation serv-
ices® for Wage and Investment (W&aI) taxpayers. Particular emphasis is placed on the
underserved segments of the W&I low-income taxpayer population, which includes elderly,
Limited English Proficient (LEP) and disabled taxpayers. The IRS has established partner-
ships with more than 60 national organizations representing financial institutions,
educational institutions, tribal governments, community and volunteer organizations and
many others. At the local level, the IRS has formed over 265 coalitions, up from 6 coali-
tions in FY 2001, representing thousands of partners. Many of these coalitions are also
underpinned by local affiliates of national partners. These partners choose to participate
and invest in SPEC’s business model® because it meets their specific organizational objec-
tives of building assets for underserved populations.

The IRS provides partners with tax law and software training, marketing materials, educa-
tional products, research data for optimal site placement and effectiveness, supplies,
technology support (software, computers and printers) and the necessary products, proce-
dures and technical expertise for effective site operations. Partners provide direct funding
and in-kind contributions such as leadership, volunteers, marketing support, volunteer train-
ing and equipment to the business model equation.

W believe the IRS business results and empirical data indicates that the business model and
resource support commitment is effective in meeting growing partner and customer needs.

The criteria stated in the TAS report for the IRS to determine resource allocation to partners
is inaccurate. The IRS uses a finite set of resources in concert with a leveraged business
model to execute the VRPP. The foundation of our business model rests on two guiding
assumptions. The first is that taxpayer needs will always exceed IRS resource capacity. The
second is that sustaining quality taxpayer services is enhanced when communities take
shared ownership in the delivery of services. The business model is geared towards involv-
ing partners who have a shared interest in service to taxpayers and can assist in reaching the

%2 The Volunteer Return Preparation Program (VRPP) currently supports some 70,000 volunteers and nearly
14,000 volunteer tax preparation sites. The VRPP is comprised of VITA, including military VITA, and Tax
Counseling for the Elderly (TCE).

SEGTION 5 SPEC’s business model includes three components — volunteer return preparation, outreach/education and
asset building. The use of partners or intermediaries is the cornerstone of SPEC’s business model, a term
which is sometimes interchanged with “leveraged business model.”
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maximum number of taxpayers for the resources invested. Guidance and flexibility are pro-
vided to front-line employees to consider taxpayer coverage, return and e-file productivity
and partner contribution. Since introducing the business model in FY 2001, the IRS and
partners have worked together to address roles, expectations and program improvements.
These issues have evolved and continue to change with experience, partner involvement and
partner feedback.

The TAS Report states further that the business model predominately supports large sites
and, therefore, places small sites at a disadvantage. The 2004 Partner Satisfaction Survey
conducted by an independent organization, the Pacific Consulting Group (PCG), profiled a
statistically random sample of partners. The results profile a program that is dominated by
a large number of small volunteer sites. Of more than 1320 respondents:
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TABLE 1.8.1, VITA PROGRAM PROFILE

# of Taxpayers Served # of Volunteers/Staff # of Sites Operated

32% serve 1-100 taxpayers 53% have 1-10 volunteers or staff 58% operate one site
45% serve 101-1,000 34% have 11-15 volunteers of staff 23% operate 2-5 sites
23% serve over 1,000 13% have 16 or more volunteers or staff 19% operate over 5 sites

Primary measures of success are currently gauged by volume of returns, percent of returns e-
filed, math accuracy percentage, partner survey satisfaction and customer (taxpayer) survey
satisfaction results. Additionally, the IRS measures taxpayer access to volunteer return
preparation sites using demographics (i.e., EITC and income) to ensure appropriate coverage
of the underserved population segments.

Employing the business model enabled the IRS to increase volunteer return preparation and
the e-file rate from 1.1 million returns and 61 percent e-file in FY 2001 to 1.9 million
returns and 71 percent e-file in FY 2004. The VITA/TCE math accuracy rate for 2003
returns was 97 percent in comparison to a 95 percent math accuracy rate for all W&I
returns. By increasing the percent of volunteer returns prepared by partners versus IRS
employees from 65 percent in FY 2002 to 98 percent in FY 2004 and engaging partners in
providing e-file services, IRS provided service to more taxpayers and provided fast, secure
return preparation that exceeds the six percent increase in IRS staff investment during the
same period.

Feedback from our Partner Satisfaction Survey conducted by PCG shows scores that bear
out the high level of overall satisfaction with IRS support. The statistically valid national
score for overall satisfaction at the national level reflects 4.25 on a five-point scale. Feedback
from FY 2003 Customer Satisfaction Survey for non-AARP customers (conducted every
other year) reflects a 96 percent overall national customer satisfaction rate. AARP conducts
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a separate Customer Satisfaction Survey and for FY 2004 95 percent were very satisfied with
the AARP Tax-Aide program and 93 percent were very likely to recommend AARP Tax-Aide
program to others.

Additionally, the IRS provides research including demographic data and expertise to assist
partners in effectively accessing and serving their customer base. A 2004 analysis of sites
and census data showed that 98 percent of low-income taxpayers are within 45 minutes of a
volunteer return preparation site and 84 percent of the sites were within 5 miles of low-
income taxpayers. For FY 2004 the average income of electronically filed volunteer returns
was approximately $22,000 with 24 percent claiming EITC and 19 percent claiming Child
Tax Credit (CTC). Accomplishments of this magnitude with IRS’ finite set of resources is
due to the business model IRS employs while providing partners with quality tools and
services to reach vast numbers of taxpayers.
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The TAS report indicates that the IRS has withdrawn support from partners while shifting
responsibility to partners. In absolute terms, the IRS has devoted more staff hours, techni-
cal resources, training and support products to volunteer tax programs each year since FY
2001. The percent of staff hours to direct hours devoted to return preparation (including
training hours) increased from 18.7 percent during 2001-2002 to 21.6 percent in 2003-2004.
The IRS does agree with the TAS report that with partner and customer growth, the relative
support given to any one partner has declined. The IRS has focused on the business model
and annual improvements to services and products, while working with partners to identify
and employ efficiencies of operation.

In technology support, the IRS increased its budget from $2.9 million in 2001 to $3.3 mil-
lion in 2004. This does not include nearly $3.5 million in VITA funds that have been used
over this period to purchase computers, printers and printer/computer peripherals. During
this same period, the IRS increased its purchase of software packages from 5,862 packages in
2001 to 7,294 packages in 2004. During FY2004, IRS provided 10,000 computers and
5,800 printers.

The TAS report indicates technology is deficient — too few computers and software that is
difficult to use. The IRS recognized this and has steadily addressed both these issues by:

¢ Establishing Computer Depot to provide higher quality computers and consistent
software;

¢ Providing additional help lines to support partners’ technology needs around com-
puter operation;

¢ Continuing help line for volunteers using IRS provided tax preparation software; and

¢ Adding a technology help line for select partners to resolve hardware compatibility
issues.

SECTION

124 MOST SERIOUS PROBLEMS EnCOUNTERED BY TAXPAYERS




MOST SERIOUS PROBLEM: PROBLEMS IN THE VOLUNTEER RETURN PREPARATION PROGRAM TOPIC B-8

In addition, a number of partners bring equipment to their operations and utilize resources
in their community. Data from an informal sample of partners showed they provided two
computers to each computer provided by the IRS. This provides greater flexibility for part-
ners and also ensures the necessary computer support for their program.

Training materials have also increased and evolved over the years. Partners have joined the
IRS in developing training and reference materials that are tailored to partner/volunteer
needs. Examples include:
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Understanding Taxes Online - for students or beginning volunteers
Link and Learn Taxes Online - for new and returning volunteers

Integrated (tax law and e-file instruction) VITA called Condensed-VITA or C-VITA -
for volunteers with experience in tax law and computer skills

¢ Traditional VITA/TCE - modularized in three sections-- Basic, \Wage Earner and
Pension Earner

¢ Foreign Student and Scholar VITA/TCE - for volunteers assisting foreign students at
universities

¢ Military VITA

Available IRS resource and reference guides to be used at volunteer sites to reinforce train-
ing include:

Publication 4012, Volunteer Resource Guide
Publication 3189, Volunteer e-file Administrator Guide

*
*
¢ Publication 1084, Volunteer Coordinators Handbook
*

Publication 4011, Volunteer Resource Guide for Foreign Students and Scholars

The TAS report states that communications between the IRS and partners are broken and
that partners do not understand what is expected of them. The IRS relationship managers
throughout the country work with each of their national and local partners to proactively
communicate, listen, support and provide guidance when needed. The Partner Satisfaction
Survey findings show clearly that the highest score for IRS is in relationship management as
we received an average score of 4.43 on a 5-point scale from local partners and a 4.65 from
national partners. Relationship management includes such components as Communicating

Timely, Sharing and Updating Information and Listening and Responding to Partner
Concerns/Questions, all of which scored 4.39 or higher.

To facilitate open communication throughout the year and provide forums for exchange,
the IRS participates in numerous meetings and conferences with national and local partners.
The IRS establishes Memoranda of Understanding with many national partners to clearly
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outline the roles and expectations of both the partner and the IRS. In further support of
partner communications, the IRS developed a partner and volunteer web page which pro-
vides direct access to IRS outreach materials and products to assist partners in their outreach
and education campaigns. The site also features quality alerts and other key procedural
information for partners and volunteers. The IRS devotes a significant number of staff
hours at the local and national levels to creating and sustaining partner relationships and
effectively communicating with all partners and would welcome other opportunities or
forums for exchange.

(-]
—J
em
bl
s
i |
-
A
e =
aﬂ-
=

ADDITIONAL INITIATIVES TO IMPROVE PRODUCTS AND SERVICES

Quality Initiative

The TAS report cites TIGTA findings on the accuracy of volunteer returns prepared during
2004. The IRS agrees that the scenarios were not reflective of the customer base at the vol-
unteer sites and the sample size used by TIGTA when they performed their review was not
statistically valid. The IRS recognized the need to expand the definition of accuracy
beyond math error during FY 2003 discussions with partners. As a result of those discus-
sions, as well as the TIGTA findings, the IRS and its partners are implementing a multi-year
quality assurance program that will support and measure the tax law accuracy of return
preparation. Plans include:

¢ Updating training products and strengthening volunteer certification procedures to
ensure volunteers are qualified to prepare tax returns.

¢ Implementing a 3-tiered quality assurance program. The IRS will perform site obser-
vation reviews at a statistically valid sample of sites. During the reviews, IRS
employees will observe volunteers preparing actual returns to determine if returns are
prepared accurately. To supplement the site observation reviews, the IRS is pursuing
partner involvement to perform a limited number of shopping visits using taxpayer
scenarios indicative of volunteer return filing characteristics. The Advocate character-
izes these shopping visits as “undercover activities” and “sting operations.” To the
contrary, we have discussed this with our partners and they agree to and support
these visits as one initiative in our overall strategy to improve quality. Last, the IRS
will perform a statistically valid number of site reviews to assess adherence to the IRS
guidelines such as volunteer certification and site operation requirements. Results of
all reviews will be shared with IRS employees and partners throughout the filing sea-
son for corrective action.

¢ Enhancing the IRS database for site information and strengthening validation proce-
dures to increase the accuracy of site information for customer inquiries.

SECTION
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Rural Strategy Pilot

The IRS and Partners have worked to serve rural taxpayers since 2001. Of note are initial
efforts to work with Tribal Governments and targeted rural areas in concert with external
partners. In an effort to broaden and more fully measure rural efforts, a more formal rural
strategy was developed in FY2004. Demonstration projects have been implemented in col-
laboration with IRS Partners to support EITC/CTC outreach and return preparation to a
number of rural areas nationwide for FY2005. The results of the demonstration projects will
be used to expand rural services in future years.
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TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate continues to strongly support the VITA Program, and champion the
tireless efforts of its volunteers in assisting an underserved segment of taxpayers. No one is questioning
the invaluable work VITA performs. The National Taxpayer Advocate is concerned, however, that the
ambiguity surrounding the current program design is a strategic problem that must be solved. Otherwise
1t causes problems such as in the site observation reviews where the IRS observes actual taxpayer return
preparation and thereby compromises taxpayer privacy (see discussion below). Also, and equally impor-
tant, it leads to one set of standards for VITA volunteers and a lesser set of standards for paid preparers.

The IRS is to be commended on its rural strategy pilot. The National Taxpayer Advocate is well aware
that taxpayers in rural areas are ofien underserved by return preparation services. The National
Taxpayer Advocate continues to support the IRS” efforts to expand the VITA Program to Native
American and rural communities that are currently underserved.

The National Taxpayer Advocate is very pleased by the IRS” efforts in providing demographic data to
its partners to allow them to effectively reach and serve their customer base. The IRS must engage in
research specific to its target population to make sure that the IRS is successful in meeting taxpayer
needs. This data should also prove useful as the IRS looks to increase the number of VITA sites in rural
commaunities.

The IRS is to be commended on the results from the FY 2003 Customer Satisfaction Survey. The
National Taxpayer Advocate does not dispute the satisfaction that taxpayers have with the services they
recerve at VITA sites; however, there are some concerns with other aspects of the program. The IRS is
also to be commended for the development of the new online training program for VITA volunteers. The
training provided to volunteers is essential, and the new online option is an important part of the IRS’s
effort to increase training materials and resources for the VITA Program. As the IRS continues to
tmprove the types of training provided, the National Taxpayer Advocate recommends that the IRS part-
ner with outside groups that can assist the IRS in providing this training.*

% These groups could include the American Bar Association (ABA), the American Institute of Certified Public
Accountants (AICPA), the National Association of Enrolled Agents (NAEA), the National Association for Tax
Professional (NATP), Low Income Taxpayer Clinics (LITCs), local business and accounting schools, and com-
munity college accounting programs.
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While the training provided to VITA sites is critical, many sites rely on the IRS for computer support as
well. The National Taxpayer Advocate is pleased with the efforts the IRS has made in developing the
computer depot and working to ensure that the laptops provided to VITA sites are functional and up-to-
date.” We are pleased by the addition of help lines for VITA sites to assist in resolving computer and

software issues.

The software used by the VITA Program is one of the most important resources provided by the IRS.
The National Taxpayer Advocate is concerned that the current sofiware is not meeting the needs of the
program. The VITA Program needs interview-based software that will help volunteers ask the right
questions and arrive at the right answers. During the current open bid process, the National Taxpayer
Advocate recommends that the IRS contract for an interview-based software program that will meet the
needs of the VITA Program.
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The National Taxpayer Advocate acknowledges that the IRS’ efforts within the VITA Program are
hampered by severely limited resources. Despite limitations, the IRS should reevaluate its current busi-
ness model. The National Taxpayer Advocate disagrees with the IRS on the effectiveness of the current
model and its ability to meet growing partner and customer needs. In its response, the IRS has not
denied that it allocates resources according to the method we cited; in fact this method is set forth in the
Internal Revenue Manual. Moreover, the IRS fails to explain how its two assumptions guide resource

allocation.

While the IRS data shows that the majority of VITA sites are small to medium-sized, one of the current
primary measures of success is the volume of returns prepared by a site and the percentage of returns e-
Sfiled. This indicates that resource allocation is being guided, at least in part, by certain “success”
measures. The National Taxpayer Advocate is concerned that this will result in more resources being
dedicated to larger sites that are already more self-sufficient and have a greater ability to e-file returns.

This could leave smaller sites, which serve important groups of taxpayers, without adequate resources
from the IRS. The National Taxpayer Advocate recommends that the IRS develop a fair and equitable

method of distributing resources to VITA sites. The issue of limited resources also raises the need for

additional Congressional funding for return preparation services for low-income taxpayers.”

The IRS and the National Taxpayer Advocate are in agreement that the scenarios used during the
recent TIGTA audit were not reflective of the work the VITA Program performs. We are pleased that
the IRS is engaging in a quality assurance review of the VITA Program; however, the IRS should reex-
amine the methods it is planning to use. We appland site reviews, site assistance visits, and the
development of standard operating procedures in an effort to maintain quality at VITA sites.

SECTION * It is important to remember that these computers sometimes cause technological problems for the VITA sites
as well.
0 NE % See S. 882, Tax Administration Good Government Act, 108th Cong. § 7526A (2004).
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Nevertheless, the National Taxpayer Advocate is extremely concerned by the proposed use of site obser-
vation and “shopping” visits at VITA sites. These site observation visils are a violation of taxpayer
privacy and unfairly target low income taxpayers. Currently, the IRS does not send employees into the
offices of paid preparers to observe them preparing tax returns, nor should they do this for the VITA
Program. These IRS employees will be able to view sensitive laxpayer information and listen in on con-
versations taxpayers are having with their return preparers. The IRS should not be turning a
volunteer-run program into the IRS by having volunteers’ every action monitored by IRS employees.
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Additionally, the IRS should not be reducing taxpayer privacy as a price for taxpayers to obtain free
return preparation services. Any attempt to do so will be met with strong resistance from the National
Taxpayer Advocate.

The undercover shopping visits are also not a method the IRS should use to ensure accuracy in the
VITA Program, and are not a productive use of SPEC’s already limited resources. The National
Taxpayer Advocate strongly encourages the IRS to eliminate any plans to use these undercover audits
and instead use resources more effectively. While the IRS states that it has discussed this with partners
and they support these visits, the National Taxpayer Advocate has spoken with a number of partners
who are strongly against them. If the IRS is concerned about the quality of service in the VITA
Program, it should partner with outside groups and encourage CPAs and attorneys to adopt VITA sites
and provide tax expertise to the volunteers at those sites.

The fundamental issue for the future of VITA is the ambiguity surrounding the management of the pro-
gram. While the IRS is constantly engaging with it partners on all aspects of the VITA Program,
questions still remain. Despite claims by the IRS, nowhere in this report does the National Taxpayer
Aduvocate claim that communication between the IRS and its partners is “broken.” We cite the ambigu-
ity and confusion surrounding the VITA Program as the source for many of its problems. We also note
that there is a growing level of discontent among pariners; we believe that this, too, is due in part to the
current ambiguity surrounding VITA. The IRS is to be commended for its efforts to facilitate open com-
munication with its partners, including the development of a partner and volunteer webpage. This,
however, does not solve all of VITA’s problems.

The IR S must engage in an open discussion with all parties involved and determine the role it wishes to
play in the VITA Program, including the level of oversight it is willing to provide. If it is agreed that
partners and individual VITA sites are ultimately responsible for themselves, the IRS must acknowledge
this and step back. If VITA is essentially independent from the IRS, then the IRS should not be entitled
to set standards for VITA, nor should the Federal government be auditing the program and the accuracy
of the services it provides. Additionally, it is important to note that the IRS does not perform these same
types of audits for paid preparers.
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1f, however, the IRS wants to retain responsibility for VITA and set the standards that sites must meet,
1t must be willing to grve the sites more than it currently provides. The IRS must be willing to change its
relationship with VITA from one that is merely supplementary, where the VITA sites are providing a
service the IR is unwilling to provide, to a relationship that is complementary, where the IRS and
VITA sites work together to provide a service and achieve a specific goal. Additionally, the IRS must be
willing to take responsibility for the program, taking not only the positive benefits that come from assist-
ing taxpayers, but also the negative publicity when problems arise.
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The IRS must also provide adequate funding for the program. From 1999 to 2004, the number of
VITA sites grew from 6,000 to nearly 14,000, an increase of 8,000 sites. From 2001 to 2004, the
amount of technology support provided to the VITA Program increased from $2.9 to $3.3 million,” an
increase of $400,000. Thus, technology support decreased from $483.00 per site to $236.00 per site on
average, a decrease of more than 50 percent. The funding and support provided by the IR S have not

been increasing at a rate sufficient to keep up with the growth of the program.® The IRS needs to engage
in strategic thinking regarding the future of the VITA programs and the support it is providing. It needs
to determine the growth limit of the program and how to respond when that limit is reached. The IRS
must also determine what additional types of support older VITA sites are going to need and who will
be providing that support.

As the IRS considers the future of VITA, it must take a hard look at the needs and concerns of local and
national partners, without whose continued support the program will cease to exist. SPEC must engage
in open and honest communication with partners to better understand their needs. Even if these needs

cannot be met, the IRS must understand what is missing in order to best advocate for and protect the
program.

RECOMMENDATIONS
The National Taxpayer Advocate recommends that the IRS:
& Engage in an open discussion over who bears the ultimate responsibility for the VITA Program
and clarify its relationship with the volunteer organizations that operate VITA sites.
& Engage in strategic thinking regarding the future of the VITA Program and the support it is pro-
viding.
& Reevaluate its current business model and develop a fair and equitable method of determining
how resources are distributed among VITA sites.

% Stakeholder Partnerships, Education and Communication, VITA Celebrates Its Thirtieth Year of Service; additional
information provided by IRS response.

% Information provided by IRS response. It is important to note that budget information is not available prior
to 2001 when the VITA Program was under Taxpayer Education.

SECTION % Similarly, while the IRS stated that the percent of staff hours devoted to return preparation, including training,
have increased, there is no indication as to whether this increase has been in proportion to the growth within
0 NE the VITA Program.
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Contract for an interview-based soffware program that meets the needs of the VITA Program.

& Partner with outside groups that can assist the IRS in providing training to VITA volunteers.

& Eliminate any plans to use IRS employees or outside groups to conduct undercover “shopping

visits” to VITA sites.

Partner with outside groups and encourage CPAs and attorneys to adopt VITA sites and pro-
vide tax expertise to the volunteers at that site.

Develop a program where experienced VITA sites will mentor new VITA sites.
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PROBLEM
TOPIC C-9 MOST SERIOUS PROBLEM: INCONSISTENT CAMPUS PROCEDURES

RESPONSIBLE OFFICIALS

Mark E. Matthews, Deputy Commissioner, Services and Enforcement
Henry O. Lamar, Jr., Commissioner, Wage and Investment Division
Kevin M. Brown, Commissioner, Small Business/Self-Employed Division

DEFINITION OF PROBLEM

The Internal Revenue Service Restructuring and Reform Act of 1998 (RRA 98) reconfig-
ured the IRS from an organization with a National Office, Regional Offices, and District
Offices into a structure of business units and campuses.” The rationale for this reorganiza-
tion was, in part, that the previous configuration did not promote continuity and
accountability.? As an additional effort to provide consistency to taxpayers, the IRS has
instituted nationwide procedures for campuses (formerly known as service centers). This
uniformity is designed to enhance the transparency of the IRS’ dealings with the taxpayer
so that a taxpayer’s account in one locale is treated the same way and achieves the same
result as that of a similarly situated taxpayer in a different location.
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Notwithstanding the attempt to create transparency and uniformity, inconsistent policies
and procedures related to the handling of taxpayer accounts still pervade the campuses.
These different and inconsistent procedures include addressing the tax consequences of
stolen identities, Automated Collection System (ACS) levy release procedures, audit recon-
siderations, and correction of collection statute expiration dates.* Inconsistent campus
procedures inevitably result in disparate treatment for similarly situated taxpayers, and in
many instances result in IRS actions that are contrary to the law and sound public policy.

ANALYSIS OF PROBLEM
Background
As required by RRA 98, the IRS began reorganizing in 1999. Its previous geographic struc-
ture with four regional offices, 33 district offices and 10 service centers, was eliminated. The
new IRS consisted of a National Headquarters and eleven IRS business units, comprised of:
Four operating divisions:
¢ Large and Mid-Size Business (LMSB);
¢ Small Business/Self-Employed (SB/SE);

! Internal Revenue Service Restructuring and Reform Act of 1998, Pub. L. 105-206, Title 1, Subtitle A, §
1001(a)(2) and (3), 112 Stat 685.

2 Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1998, Part Two, Title LA.1., IRS

SECTION Mission and Restructuring (88 1001 and 1002 of the Act), at 17.
¥ See Collection Statute Expiration Date, infr for discussion of inconsistent procedures related to collection
statute expiration dates.
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¢ Tax Exempt and Government Entities (TE/GE); and

¢ Wage and Investment (W&I).
Two support divisions:

¢ Agency-Wide Shared Services (AWSS); and

¢ Modernization, Information Technology and Security (MITS) Services.
Five functional business units:

¢ Appeals (AP);

¢ Chief Counsel (CC);

¢ Criminal Investigation (CI);
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¢ Communications and Liaison (C&L); and
¢ Taxpayer Advocate Service (TAS).

The 10 service centers, which the IRS renamed “campuses,” retain responsibility for
Submission Processing, Accounts Management, and Compliance, although an individual
campus may not serve all three functions. Instead of one director overseeing each cam-
pus, there is now a director for each function that exists at a given site.

Problem

Each operating division is required to review and update procedures and issue employee
alerts to guarantee consistency of administration across the nation. In practice, however,
the campuses often develop their own local procedures. Depending on which campus the
taxpayer or tax practitioner is working with, a different result may occur. The result, on
occasion, may be contrary to law or public policy. A sample of the areas where inconsis-
tent procedures persist is set forth below.*

(1) Stolen Identities

Identity theft occurs when someone uses the personal information of another, such as a
Social Security number (SSN) or credit card number, for unlawful purposes.® Identity
theft is increasingly common throughout the United States,® with 500,000 to 700,000 peo-
ple becoming victims of identity theft every year.” The victims of identity theft must
often go through a seemingly endless bureaucratic maze to restore their identities on the
databases of creditors, credit reporting agencies, and Federal, state, and local governments.

~

For a discussion on inconsistent campus procedures related to collection statute expiration dates, see this
report, Most Serious Problem, Collection Statute Expiration Dates, infra.

@

Identity Theft: The Nation's Fastest Growing Crime Wave Hits Seniors, Hearing Before the Senate Special Committee on
Aging, 107th Cong. (2002) (opening statement of Chairman John Breaux), at
http://aging.senate.gov/events/hr87jb.htm (hearing publication unavailable as of Oct. 2002).

A
Id. (Statement of Alice S. Fisher).

~
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Theft of property is not the only motive for this crime. For example, the only way per-
sons without SSNs can obtain work from a law abiding employer is to use a false SSN.?
Thousands of SSNs are stolen for this purpose annually. While employment is perhaps a
more innocuous motivation than property theft, the bureaucratic morass facing victims is
often no less severe.

Dealing with the IRS is part of this morass. When an individual uses another’s SSN to
obtain work, the employer will (or should) file a Form W-2 for that individual with the
Social Security Administration (SSA) at the end of the year.® When the IRS accumulates
all the wage information earned under the SSN for the year, it will reflect the wages
earned by the rightful owner of that number as well as those of the individual who wrong-
fully procured the SSN.* The rightful owner will, of course, only report the wages he or
she earned, and is likely to become locked in a dispute with the IRS over the contested
wages until the rightful owner of the SSN can persuade the IRS that he or she is in fact
the rightful owner.
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The Internal Revenue Manual (IRM) contains procedures for situations where different
taxpayers utilize the same SSN." These procedures involve: (1) researching IRS databases
for information which might establish the correct SSN owner, (2) sending a letter to each
taxpayer using the SSN (Letter 239C) along with a questionnaire seeking documentary
evidence supporting the use of the SSN, and (3) suspending activity on the account for 40
days.”* Surprisingly, the IRM does not require IRS personnel to attempt to contact the
taxpayer by phone. The application of these procedures will produce one of two results,
which in IRS parlance are known as “mixed entity,”* and “scrambled SSN.”*

In a mixed entity case, the IRS determines which taxpayer is entitled to use the SSN and
will abate any tax, interest, and penalties which were assessed to the rightful owner of the
SSN but were attributable to wrongful use of the number. The correct owner will be per-
mitted to continue using the SSN, while the other taxpayer will be issued a temporary tax
identification number (TIN).

The problem occurs when the IRS cannot or does not determine the correct owner of the
SSN. In such a case, the IRS uses its scrambled SSN procedures to assign a temporary
number to each taxpayer and prohibits either taxpayer from using the disputed one.
These procedures compound problems for the rightful owner of the SSN, whose identity

® IRC § 6109(a)(2).
® Treas. Reg. § 31.6071(a)-1(a)(3).

' The IRS runs an Automated Underreporter program that compares the Forms W-2 and other information
returns under a particular SSN with the income reflected on an individual’s income tax return.

" |RM 21.6.2.4.2, Scrambled SSN Procedures, and IRM 21.6.2.4.3, Mixed Entity Procedures.

12
SECTION IRM 21.6.2.4.2.2.
¥ RM 21.6.2.4.3.1(1).
uNE ¥ IRM 21.6.2.4.2(1).
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with other creditors and credit agencies has been compromised. The decision to scramble
the numbers of all taxpayers using the SSN also creates hardship, because once scrambled,
a case can take years to resolve while the SSA investigates and determines which taxpayer
may rightfully use the number.”

Taxpayers often come to TAS when they discover that others are wrongfully using their
SSNs. TAS case advocates have encountered difficulty working these cases because of dif-
fering procedures at different campuses. Some examples of inconsistent procedures follow.
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¢ Some campuses assign a temporary number to the taxpayer who has not provided
proof of the right to use the SSN and allow the “correct” taxpayer to continue
using the SSN. However, other campuses make a practice of assigning temporary
numbers to both taxpayers, even though one of them has been determined to be
entitled to the number.

¢ Some campuses require taxpayers claiming stolen identity to provide a police
report to prove the theft has been reported to law enforcement officials, while
other campuses have no such rule. The need for a taxpayer to produce a police
report is neither required by the IRM nor is it practical. For example, a TAS ana-
lyst whose identity was stolen in December 2003 waited several months for the
police to take his report, despite numerous calls; obviously, he would have been
unable to fulfill this requirement.

¢ One campus requires the taxpayer to prove that he or she contacted the SSA
regarding the stolen identity, and also provide a statement indicating how long he
or she has resided at his or her present address. No other campus requires this
information. In fact, the IRM instructs IRS employees zot to refer taxpayers to the
SSA but rather to the Federal Trade Commission Identity Theft Hotline.™

When applied incorrectly, these procedures harm the rightful owner of the SSN in several
ways. The use of a temporary number may cause financial hardship by precluding a tax-
payer from claiming the earned income tax credit, child tax credit, or additional child tax
credit. The temporary number cannot be used for work purposes, such as providing it to
an employer for issuance of Form W-2, Wage and Tax Statement, or any other purpose for
which taxpayers normally use their SSNs. Further, unnecessarily subjecting the rightful
owner to the scrambled procedures simply compounds the injustice being done that tax-
payer.

It is essential that all of the campuses consistently strive to determine the rightful owner
of the SSN and use all available means to establish the correct SSN owner, including
attempts to contact the lawful owner of the SSN by telephone. Personnel at all campuses

5 Once the IRS declines to determine which party is entitled to use the number, the IRS keeps the scrambled
case file open for 2 years. IRM 21.6.2.4.2.10.

S 1RM 21.1.3.24(2).
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need to understand that scramble procedures produce harsh results for law abiding tax-
payers and should be considered an absolute last resort.

(2) Automatic Collection System Levy Release

If a taxpayer is liable to pay any tax but neglects or refuses to pay within ten days after
notice and demand, the IRS can levy or seize upon most property and rights to property
belonging to the taxpayer. In order to do this, however, the IRS must show that it has sat-
isfied all legal and administrative requirements related to the levy and that the taxpayer
has been provided his or her right to appeal the action.”” Financial accounts, such as
checking and savings accounts, wages, or other income of a taxpayer are frequent levy
sources. A levy can either be continuous, as in the case of levies on wages,* or non-con-
tinuous, as in the case of a levy on an account.”
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The IRS imposes some levies through the Automated Collection System (ACS). When a
case is issued to ACS, the ACS system prints a Final Notice of Intent to Levy and Notice
of Your Right to a Hearing (Letter LT 11) for mailing by the campus.”® There must be one
attempt to contact the taxpayer before issuing the Final Notice of Intent to Levy, though
such contacts are most often via written correspondence.” When a delinquent account is
not satisfied, the collection process moves forward automatically with the issuance of
liens and the levy of assets.

Taxpayers come to TAS for help in getting ACS levies released. The IRS must release tax-
payer levies under four different circumstances: the liability is satisfied, the release will
facilitate collection, the taxpayer has entered into an installment agreement, or the taxpay-
er is suffering an economic hardship.? The IRS must release property levied upon under
any of the following circumstances: if the IRS determines the levy was premature or not
in accordance with IRS administrative procedures; if the taxpayer subsequently enters into
an installment agreement; or if the return of the property is in the best interest of both
the taxpayer (as determined by the National Taxpayer Advocate) and the United States
Government (as determined by the Commissioner of the IRS).*

Y IRC § 6331(a); see IRC § 6330 for provisions allowing taxpayers the opportunity to appeal the first levy action
in a Collection Due Process hearing.

'8 A levy on wages is continuous until released. IRC § 6331(e).

¥ A levy on an account only reaches the amount in the account on the effective date of the levy. Treas. Reg. §
301.6331-1(a).

% |RM 5.19.5.3(2).

' |IRM 5.19.4.3.4(4). The taxpayer is most likely to receive a letter from the ACS sites rather than a phone call.
The ACS sites were originally intended to serve as aggressive outbound call centers targeted towards making
early attempts to contact taxpayers with delinquent accounts, however, the program has evolved into primarily
taking incoming calls. Treasury Inspector General for Tax Administration (TIGTA), Management Advisory
Report: Progress Has Been Made to Consolidate the ACS Workload, but Achieving Employee Skill Specialization
SECTION Remains an Uncertainty, Reference No. 2002-30-166, 2 (Sept. 2002).

2 |RC § 6343(a); Treas. Reg. § 301.6343-1(b).
0 N E % Treas. Reg. § 301.6343-3(c).
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Taxpayers come to TAS seeking a levy release most frequently for economic hardship rea-
sons.* TAS case advocates must therefore work with the taxpayer to build a case that the
economic hardship exists, so that the levy can be released.” TAS has encountered differ-
ent types of campus inconsistencies in the return of levy proceeds.

An example of inconsistent campus procedures involves the return of levy proceeds taken
from a taxpayer after the levy release has been approved but before the release has been
processed. TAS case advocates indicate that processing a levy release can take up to 10
days, and the IRS may impose additional levies in the interim, particularly in the case of a
continuing wage levy. When this occurs, some campuses compound the taxpayer’s prob-
lem by requiring the taxpayer to then petition for the return of property, thereby requiring
the taxpayer to prove it is in both his or her interest and in the government’s interest for
the property to be returned. Other campuses return the levied funds recognizing that the
levy was caused by the delay in processing. An example of a TAS case is set forth below.
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Example: A taxpayer was subject to a wage levy and came to TAS indicating
that she was unable to pay for her family’s necessities and was informed by
the utility company that her electricity was going to be turned off. TAS inter-
vened and asserted that the taxpayer was suffering an economic hardship
under IRC 8 6343. TAS was able to get the levy released based on the tax-
payer’s economic hardship, but, before the levy release could be processed,
the IRS levied upon additional funds. TAS and the taxpayer were told that
these funds would not be returned unless the taxpayer could show it was in
the best interests of the taxpayer and the government. Ultimately, the funds
were returned to the taxpayer after several weeks of delay.

Taxpayers should not suffer additional hardships caused by IRS processing delays. Once
the release of levy is approved, the IRS must expedite the release. If funds are levied in
the interim before the levy release is processed, the IRS must recognize that the taxpayer
has already proved economic hardship under IRC 8§ 6343 and that levies after the deter-
mination have been made are erroneous. The IRS should develop a procedure for
inclusion in the Internal Revenue Manual to address this problem.

(3) Audit Reconsiderations
The campus inconsistency related to audit reconsiderations involves both the concept of
“substitutes for returns”® and the IRS’ math error authority.” When a taxpayer owes taxes

% The Taxpayer Advocate Management Information System (TAMIS) reflects that TAS case advocates have sub-
mitted 5,601 Operational Assistance Requests (OARs) to the IRS for levy releases in Fiscal Year 2004.

% Treas. Reg. § 301.6343-1(b)(4) provides that an economic hardship exists if satisfaction of the levy in whole or
in part will cause an individual taxpayer to be unable to pay his or her reasonable basic living expenses. The
determination as to what constitutes reasonable living expenses is a heavily fact intensive inquiry which ana-
lyzes the taxpayer’s age, employment status, amount necessary for necessities, child care etc.

% IRC § 6020(b).
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but does not file a return, IRC § 6020(b) authorizes the IRS to prepare a substitute for
the return (SFR) and assess the liability. The Automated Substitute for Return (ASFR)
program prepares these returns for the collection function, although the examination
function also prepares SFRs separately, using the Report Generating System (RGS). ASFR
determines and assesses the tax liability by securing a valid income tax return from the
taxpayer or by assessing a substitute for return in accordance with IRC § 6020(b). When
a taxpayer does not respond to an IRS contact by filing an original tax return, the IRS
computes the tax, penalties, and interest, based upon Information Reporting Program
(IRP) information submitted by payers, combined with other internally available informa-
tion.® The IRS then issues a statutory notice of deficiency based upon default filing
status, personal exemption, and IRP information.” If the taxpayer fails to timely file a
petition in the United States Tax Court, the IRS assesses the tax determined by the ASFR
system. The collection function will then contact the taxpayer to arrange payment.
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Once contacted by the collection function, a taxpayer will often decide to file an original,
delinquent tax return seeking a full or partial abatement of the tax assessment. If the IRS
denies the request for abatement in full or in part, the IRS is required to send the taxpay-
er Letter 3340C (Audit Reconsideration Denial).®* This letter informs the taxpayer that he
or she may request a conference with the Office of Appeals.*® This procedure is followed
by Substitute for Return (SFR) units in the examination function at all 10 campuses when
there are income disparities between IRP information items and filed tax returns.
However, only two campuses currently work ASFR audit reconsiderations, and it is clear
that at least one of these campuses is not affording taxpayers due process as required by
Letter 3340C. That is, for at least half of the ASFR audit reconsiderations, a denial of
abatement requests does not include a notification of the 30-day period within which to
request an appeal with the Office of Appeals. Instead, the campus in question treats the
omission of income on the original return as a “math error” and issues Letter 474C (Math
Error Explained) to the taxpayer. Under certain circumstances, the IRS may summarily
assess a math or clerical error without providing deficiency procedures; however, the IRS’
math error authority does not extend to this situation.** As a result, the taxpayer is not

7 IRC § 6213(b).
% For example, the IRS will use a taxpayer’s Form W-2 to compute the tax liability. IRM 5.18.1.2(1).
#IRC § 6212.

* |RM 4.13.3.5.2(1) (Partial/Full Disallowance), providing that (1) If the request for abatement is denied in full
or part: a. Send a Letter 3340C to the taxpayer specifying the reason for disallowance; b. for partial disal-
lowance, prepare examination report (Form 4549) and enclose with Letter 3340C. Letter 3340C provides:

If you disagree with our decision, you may request an Appeals conference by filing a small case request or a for-
mal written protest (depending upon the amount we show you owe), within 30 days from the date of this letter.

%! Enclosed with the letter is IRS Publication 5, Your Appeal Rights and How to Prepare a Protest If You Don’t Agree.

%2 The correction to a math error is assessed immediately and the taxpayer has 60 days within which to request
abatement. If the taxpayer requests abatement, the IRS must follow deficiency procedures, which provide the

SECTION taxpayer with the opportunity to litigate the matter in the Tax Court. IRC § 6213(b). The definition of a
“math error” has been expanded by Congress. For a detailed discussion of this issue, see the National Taxpayer
Advocate FY 2002 Annual Report to Congress, Most Serious Problem, Math Error Authority, 25-31, and Key
Legislative Recommendations, Math Error Authority, 185-197.
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afforded the opportunity to go directly to the Office of Appeals as provided for in the
Internal Revenue Manual.®

TAS has raised this issue with the campus, and TAS is aware that the campus was advised that
it should issue Letter 3340C (Audit Reconsideration Denial). Notwithstanding these contacts,
the function continues to issue correspondence letters other than Letter 3340C to taxpayers
who should be receiving Letter 3340C and the appeal rights to which they are entitled.
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CONCLUSION

In this report, TAS has described three inconsistent practices among the IRS campuses
that negatively impact the substantive rights of taxpayers: stolen identities, levy releases,
and appeal rights under certain audit reconsideration determinations.** On other occa-
sions, the National Taxpayer Advocate has identified additional inconsistent procedures at
the campuses, such as refund issues (refund trace procedures,® refund delete procedures,®
and manual refund procedures™) and tax return processing.*® In the past, the IRS has
been responsive to addressing these inconsistent practices, and the National Taxpayer
Advocate has every reason to believe that the IRS will be responsive to the three issues
identified in this report. Nonetheless, the scope of the problems identified and the extent
to which taxpayer rights are affected by inconsistent procedures suggest that the IRS
should pay greater attention to and actively monitor for deviations in procedure between
campuses and should place a greater emphasis on national procedures so that similarly sit-
uated taxpayers are treated equally.

IRS COMMENTS

As recognized by the Taxpayer Advocate Service, the IRS has instituted nationwide proce-
dures to ensure uniformity in treatment of taxpayer accounts by the campus operations.
With ten campuses handling millions of transactions each year, we recognize that
instances of inconsistent application of procedures can occur. We have in place extensive
mechanisms to identify and address inconsistencies through individual case reviews, cam-
pus operational reviews, and functional program reviews. IRS agrees that procedures in
working stolen identity cases, ACS hardship levy releases, and Automated Substitute for
Return (ASFR) reconsideration issues can be improved or clarified to ensure consistent
and timely actions on taxpayer accounts.

% 1RM 4.13.3.5.2(1).

3 See this report, Most Serious Problem, Collection Statute Expiration Dates, infra, for discussion of inconsistent
procedures related to collection statute expiration dates.

% IRM 215.7.
% Taxpayer Advocate Service Alert, Refund Delete (Oct. 29, 2003).
¥ IRM 21.4.4, Manual Refund.

* Taxpayer Advocate Service Alert, Document Processing (Nov. 17, 2003); Taxpayer Advocate Service Alert,
Procedures and Requesting a Return Using the Code CC ESTAB (Nov. 17, 2003).
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Campuses are not authorized to develop local procedures and should be submitting
change requests (a standardized process) when procedures are unclear or missing from the
Internal Revenue Manual (IRM). This process provides valuable feedback, identifies spe-
cific items needing clarification and allows for procedural modifications to be addressed
consistently in the IRM for all campuses. To address the concerns raised by the Taxpayer
Advocate Service and to ensure uniform treatment of taxpayers, the IRS will continue to
emphasize the importance of procedural consistency, and will continue to monitor adher-
ence in annual Operational and Program Reviews of campus functions.
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Stolen Identities

IRS agrees that identity theft is a rapidly growing crime that impacts several IRS tax admin-
istration processes, placing significant burden on some taxpayers. To deliver an enterprise
approach toward solving identity theft related issues, IRS has designated a Senior Executive
to develop an Enterprise Strategy consisting of the following components:

Enterprise Policy Statement;

Uniform Processes Resulting in Consistent Taxpayer Treatment;

Clear and Consistent Communication;

® & o o

Documentation Standards to Authenticate Theft; and

¢ Enabling Legislation to Mitigate Taxpayer Burden.

We have also initiated contacts with the Social Security Administration (SSA) and Federal
Trade Commission to collaborate on process improvements and develop consistency in
communication and outreach efforts. One of the first steps we have taken toward process
improvement was chartering the Scrambled Social Security number (SSN) team. This
team has been charged with developing a consistent and streamlined process for managing
and resolving Scrambled SSN cases. The new process will focus on reducing lapse time
for case resolution, achieving consistency among campus processing and centralizing
inventory reporting. This team will also consider local practices/procedures for inclusion
in IRM procedures.

Internal Revenue Manual (IRM) 21.6.2.4.2.2 contains procedures for situations where dif-
ferent taxpayers utilize the same SSN. These “Scrambled SSN” procedures were developed
to address cases where SSA inadvertently assigned the same SSN to more than one indi-
vidual. The procedures were not developed or intended for identity theft cases. It is
important to note that not all Scrambled SSN cases are identity theft cases, or vice versa.
Furthermore, SSA has the responsibility for determining who is the rightful owner of the
SSN. Once the determination is made, all accounts are appropriately adjusted.

The IRS has already taken several actions to correct the identify theft issues identified.

This includes conducting train-the-trainer sessions by Accounts Management
SECTION
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Headquarters in September 2002 for representatives from all sites/functions working
Scrambled SSN cases. Accounts Management Headquarters staff also completed review
of Scrambled SSN cases in several campuses. Four reviews were conducted in Fiscal Year
(FY) 2003, and three follow-up reviews occurred in FY 2004. The reviews included verifi-
cation that procedures were followed, thorough review of open and closed cases, focus
group interviews with employees, and interviews with managers regarding the process.
The reviews revealed only a few instances of IRM deviation and inconsistencies, all of
which were reported to the respective campus director for his/her action. IRM
21.6.2.4.2.2 was also revised to send a second Letter 239C when a response is not received
from either taxpayer.
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Automated Collection System Levy Release

IRS agrees that procedures can be clarified to address inconsistencies in refunds of levy
proceeds. If subsequent levy payments are received because of a delay in a hardship levy
release (after hardship has already been determined by the IRS), the IRS should refund
those levy proceeds. We will work to clarify the procedures to include examples of when
to refund levy proceeds received after determination and issuance of a hardship levy
release.

Audit Reconsiderations

IRS agrees that inconsistencies previously existed in Automated Substitute for Return
(ASFR) reconsideration processing when there was unreported income on delinquent
returns filed after an ASFR assessment. Those problems were corrected during FY 2004 as
part of an overall initiative to improve ASFR current processes. To monitor adherence to
IRM procedures, IRS plans to specifically review ASFR reconsideration processing during
FY 2005.

We will take the steps described above to address these examples of inconsistencies and
will continue to closely monitor adherence to procedures.

TAXPAYER ADVOCATE SERVICE COMMENTS

The IR S’ response to the issues raised in this section of the report is encouraging. The IRS has been
responsive to the problem of campus inconsistency, devoting executive level attention and responsibili-
ty to the issue. The bigh volume of IRS work makes the goal of campus consistency challenging, and
we look forward to working with the IRS on campus procedure issues. In order to effectively address
current and future inconsistent campus procedures, the National Taxpayer Advocate makes the fol-

lowing recommendations.
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RECOMMENDATIONS

With respect to the three inconsistent practices identified in this analysis, the following recommenda-
tions are made.

In the case of stolen identities, the IRS should:

& Revise the IRM to require multiple attempts at person-to-person contact via telephone with
each taxpayer using the SSN;
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& Revise the IRM further to provide that scrambled procedures should be utilized only afier
phone contact is attempted with the SSN users, and only in those cases where available infor-
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mation clearly supports use of the SSN by both taxpayers; and

& Standardize procedures as to what information is required from taxpayers complaining of
stolen identities.

In the case of audit reconsiderations:

& At least one campus is not following the IRM and is not affording taxpayers the opportunity
to have their cases heard before the Office of Appeals, and the IRS needs to take immediate

corrective action.

With respect to addressing future inconsistencies, consistency among the campuses could be improved
if the following steps are taken:

& [dentifying a responsible official for investigating inconsistent campus procedures IR S-wide
for each of the three campus functions (submissions processing, account management and
compliance). When an inconsistent procedure has been identified, be or she could issue an
alert to all IRS offices reminding them of the correct procedures.

& Establishing a portal on the IRS Intranet for use by employees who become aware of inconsis-
tencies so that they have a means of bringing the issue to the attention of the responsible
official; and

& Performing follow-up audits on incorrect campus procedures to ensure that corrections have
occurred.

In effect, these recommendations would establish a “pipeline” from the lowest to the highest levels for
raising and resolving issues of inconsistency in procedures or tax law interpretation between all IRS
offices. These recommendations would also result in a decrease of taxpayer burden by ensuring equi-
table treatment of all taxpayers and a corresponding increase in customer satisfaction, employee

satisfaction, and business results.

SECTION

142 MOST SERIOUS PROBLEMS EncounTERED BY TAXPAYERS




PROBLEM MOST SERIOUS PROBLEM: PROCESSING ITIN APPLICATIONS
TOPIC C-10  AND AMENDED RELATED FEDERAL INCOME TAX RETURNS

RESPONSIBLE OFFICIALS:

Henry O. Lamar, Jr., Commissioner, Wage and Investment Division
Kevin M. Brown, Commissioner, Small Business/Self-Employed Division

DEFINITION OF PROBLEMS

Taxpayers often encounter problems related to IRS processing problems. This year the
National Taxpayer Advocate is focusing on two areas where IRS processing problems are hav-
ing a significant negative impact on taxpayers: the processing of applications for Individual
Taxpayer Identification Numbers (ITINs) and the processing of amended tax returns.
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¢ ITIN Application Problems - The IRS issues Individual Taxpayer Identification
Numbers (ITINs) to individuals who are not eligible to receive Social Security
Numbers (SSNs), yet need an identification number for tax administration purposes.
The taxpayers that need ITINs are primarily foreign taxpayers who are the least able to
navigate the IRS. Concerns regarding timely processing of ITIN applications were
previously raised in the National Taxpayer Advocate’s 2003 Annual Report to
Congress.” ITIN processing remains a Most Serious Problem because previously iden-
tified problems persist and many additional problems have been identified, including:
1. delays in processing tax returns filed with ITIN applications;
2. failure to process extension requests submitted by ITIN applicants;
3. inconsistent assistance provided to taxpayers with ITIN applications by
Taxpayer Assistance Centers (TACs); and
4. issuance of ITIN notices in the wrong language.
¢ Amended Return Problems -Taxpayers are also experiencing problems related to the
IRS processing of amended returns. When taxpayers file amended returns, they are
often seeking to lower their tax liability, which may result in a tax refund. The
problems that taxpayers have experienced have primarily related to delays in receiv-

ing their refunds. In fiscal year 2003, TAS received over 18,500 cases in which the
primary issue involved delay in the processing of amended tax returns.?

ANALYSIS OF ITIN PROCESSING PROBLEMS

On December 17, 2003, the IRS announced significant changes to the ITIN application
process.” Applicants can now apply for an ITIN only when they have a valid filing

! Treas. Reg. § 301.6109-1(d)(3).

? National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Revision 12-2003) 77-83.

® The TAS receipts were extracted from the Taxpayer Advocate Management Information System (TAMIS) for

FY 2003 with a Primary Core Issue Code (PCIC) of 330, Processing Amended Returns. A total of 18,518 cases
for individuals and business taxpayers were identified.
IRS News Release, “IRS Announces Revisions to ITIN Applications,” I1R-2003-140, (December 17, 2003).

4
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requirement and file an original valid federal tax return with their Form W-7/W-7SP
(Application for IRS Individual Taxpayer Identification Number), unless they meet one of
the exceptions to the requirement to attach a U.S. tax return.® Previously, a taxpayer
could apply for an ITIN in advance to ensure that he or she received a number from the
IRS before filing a return.® Before reporting on the problems affecting taxpayers in this
area, it is necessary to set forth the current procedures for processing ITIN applications.

Current ITIN Processing Procedures

The IRS has recently created a two-step process for filing an ITIN application, under
which tax returns are not processed until all ITIN applications associated with the filed
returns have been processed. In the first step, the IRS reviews ITIN applications to
ensure that they are complete, with all necessary supporting documents attached.
Supporting documentation must verify the applicant’s identity, include a photograph, and
be either an original or a copy certified by the issuing agency. With each tax return, a
family can file multiple ITIN applications, which in IRS parlance are referred to as “fami-
ly packs.” The family packs must be kept together during ITIN application processing, for
if one is separated or lost it will affect the processing of the tax return.
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ITIN applications are also reviewed to determine if valid tax returns are attached, unless
the applicant meets one of the exceptions.” Processing the return is considered the second
step in the process. If the ITIN application is incomplete or the return is missing or
invalid, the application is returned to the applicant with a notice explaining why the
application cannot be accepted as filed. In the calendar year 2004, the IRS received 1.29
million applications, 900,165 with tax returns attached and 399,097 without.® Under the
revised procedures, if the applicant does not submit a return with the application or if the
return is incomplete, the ITIN unit will reject the application and return it to the appli-
cant unless he or she meets one of the exceptions for requesting an ITIN without filing a
tax return.® In the calendar year 2004, the IRS returned 274,778 Forms W-7 to applicants
for not filing returns with their applications and rejected 37,513 applications because the
returns were incomplete.”

® IRS Publication 1915, Understanding Your IRS Individual Taxpayer Identification Number (Rev. 2004).

Applicants who are not required to pay income tax but need an ITIN for a purpose other than filing an
income tax return, such as to take advantage of a tax treaty or for other specified purposes, may still apply for
an ITIN at any time throughout the tax year. IRS Publication 1915, Understanding Your IRS Individual Taxpayer
Identification Number (Rev. 2004).

The exceptions for filing a tax return are listed in the instructions on the Form W-7. The exceptions include:
(1) foreign taxpayers who own an asset that generates income tax withholding or an information return
requirement, such as owning a bank account or partnership interest, (2) foreign students or scholars receiving
pay for personal services, (3) foreign borrowers receiving mortgage interest reports, and (4) foreign taxpayer
who sells property and is subject to withholding requirements. See Form W-7 Instructions, p.3.

3

~

SECTION ® Calendar Year 2004 ITIN Processing Data Report through Sept. 24, 2004.
® See Form W-7 Instructions, supra.
0 NE 19 Calendar Year 2004 ITIN Processing Data Report through Sept. 24, 2004.
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If a valid tax return is received with an incomplete application, the IRS suspends the
application and sends the applicant a notice requesting the required information, then
sends a second notice if the applicant does not respond.*

An application that remains in suspense for more than 75 days with no response will be
rejected. The IRS will then process the return for the primary taxpayer with a temporary
number and hold any potential refund.”” If the ITIN applicant is a spouse or dependent,
the exemption(s) claimed on the return will be disallowed and a math error notice issued.”
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(1) Delays and Other Problems in Processing Tax Return Associated with ITIN
Application

The new two-step ITIN application procedures provide what amounts to a built-in delay
in handling tax returns, which cannot be processed until the ITIN application is
processed. The IRS advises applicants that it takes four to six weeks to process a Form W-
7 and at least six weeks for a return.** If a taxpayer applying for an ITIN is also entitled to
a refund, it will take at least 10 to 12 weeks to process both the ITIN application and the
tax return, assuming there are no other delays.

In its response to the National Taxpayer Advocate’s 2003 Annual Report to Congress, the
IRS committed to processing ITINs within two weeks’ time.”* While the IRS was not able
to provide TAS with its own indication of the average processing time of ITINs, a review
of TAS ITIN cases reflects an average of 39 days.*® The IRS does not appear to have

" IRM 3.21.260.5.19 (December 15, 2003).

2 To constitute a sufficient claim for refund, the income tax return must set forth the amount determined as an
overpayment and should advise the IRS whether such amount shall be refunded to the taxpayer or shall be
applied as a credit against the taxpayer’s estimated income tax for the succeeding year. Treas. Reg. § 301.6402-
3. However, the IRS takes the position that even though a tax return may be sufficient for processing it is not
required to pay out the refund if it cannot establish the correct ITIN or SSN. IRS SCA 20023003, dated June
13, 2002. In such a case, an IRS temporary number is assigned to avoid further delays in the internal process-
ing of a tax return or payment. The refund will not be released until the taxpayer submits sufficient
information/documentation to secure an ITIN.

'3 Taxpayers that make “math errors,” as that term is defined in IRC § 6213(b), are treated differently than other
taxpayers with deficiencies in that they are subject to summary assessment without the immediate right to go
to the U.S. Tax Court. IRC § 6213(b). Instead, taxpayers that have made math errors have 60 days to request
abatement of the tax. If the taxpayer requests abatement, the IRS must abate the tax but can reassess the tax
using the deficiency procedures. The National Taxpayer Advocate has criticized the expansion of math error
authority because the procedure and notices are confusing to taxpayers, particularly low income taxpayers, and
too often taxpayers fail to adequately assert their appeal rights. National Taxpayer Advocate, Annual Report to
Congress, Publication 2104 (Rev. 12-2002).

YIRS Form W-7, Application for the IRS Taxpayer Identification Number (Rev. 12-2003) and IRS 2003 1040
Instructions, 11.
'S National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 79.

' This is not to suggest that the average processing time for all ITINs during the 2003 filing season was 39 days.
TAS only sampled ITIN cases of taxpayers who came to TAS with a problem. TAS provides this figure, howev-
er, as the only available information.
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achieved its two week goal, but it has improved processing time for Forms W-7." At the
same time, the two-step process has caused numerous delays to tax return processing and
has created other problems. To identify the processing time for an ITIN application and
the related tax return, TAS analysts reviewed a sample of TAS cases involving Forms W-7
issues.”® On average it took 39 days to process the tax return on the TAS cases sampled.
Overall, it takes a minimum of 11 to12 weeks for the entire two-step process. In contrast,
the average processing time for an original paper filed return is four to six weeks; electron-
ically filed returns take three weeks to process; and e-filed returns where a direct deposit is
requested can take as few as 10 days.”® Therefore, taxpayers who are required to file a
Form W-7 with a tax return must wait an additional four to six weeks for their refunds
because of the two-step process.
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Other processing problems related to the two-step process were detected as well. During
the 2004 processing year, taxpayer representatives complained that tax returns were
detached from ITIN applications before they reached the ITIN unit and that multiple
ITIN applications from families were separated from the package.® When an ITIN appli-
cation is erroneously detached from the accompanying tax return and the primary
taxpayer has no ITIN or SSN, the Form W-7 is sent back to the applicant with a notice
asking for the required valid return.”* If the primary taxpayer has an ITIN or SSN, the
IRS will process the tax return but will disallow any exemptions claimed for a dependent
or spouse without an identifying number under IRC section 6213(b) math error proce-
dures.” In other words, when an ITIN application is separated from a tax return, an
incorrect tax liability may result, requiring taxpayers who are often the least able to navi-
gate the IRS due to language and other barriers to resolve this IRS-created problem.

" \nformation identified from the sample of TAS cases indicates that prior to December 17, 2003, it took on
average 90 days to process the Form W-7. Under the revised procedures, it takes 39 days to process the ITIN
application. This equates to a difference of 51 days or a 57% percent improvement over the pre-December
2003 process. It does take longer for processing ITIN applications when they are suspended during the
process. On average it took 57 days to assign the ITIN on suspended applications compared to 34 days when
there was no suspension.

'8 The TAS receipts were extracted from the Taxpayer Advocate Management Information System (TAMIS) for
cases received January 1, 2004 through April 30, 2004 with a Primary Core Issue Code 450, Form W-
7/ITIN/ATIN. A sample of 244 TAS cases was reviewed based on a population size of 588 cases.
Applications filed for ATINs or PTINs were not included in the review. The sample was based on a 95 per-
cent confidence rate plus or minus 5 percent.

¥ 1RS 2003 Form 1040 Instructions, 56.

% One Low Income Taxpayer Clinic informed TAS that 75 percent of its ITIN applications are being erroneous-
ly returned to them with a letter stating that the application was received without a tax return attached when
in fact tax returns had been attached.

2! Notice 1051, Form W-7, Application for IRS Individual Taxpayer Identification Number (ITIN), is generally used to
(1) send back original documentation to the applicant after the application is processed, (2) request additional
information or documentation, when applicable, or (3) send the entire package back to applicant when he or
SECTION she has not submitted the required tax return or substantiating documents proving his or her need for the
ITIN or when an invalid tax return is submitted with the Form W-7/W-7SP.

0 NE Z IRC § 6213(b).
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During 2004, TAS also received complaints from taxpayers who did not receive their
refunds after filing ITIN applications with tax returns.”® When TAS intervened on behalf
of these taxpayers, it turned out that the IRS often had conflicting indications as to
whether a return was received. The return processing unit had no record of the return
while the ITIN database reflected a return was received with the application. Several of
these returns were later found attached to the processed ITIN applications in files, and
had not been detached and forwarded for processing. In other cases researched by the
ITIN unit, although the primary taxpayer was notified that an ITIN was assigned, the
return could not be processed until all ITIN applications submitted with it were either
assigned a number or rejected. In still other instances, the separation of ITIN applica-
tions from “family pack” applications delayed return processing if one or more Forms W-7
was suspended. An example of a typical TAS case is provided below:
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Example: A taxpayer who had an SSN filed a family pack of ITIN applica-
tions (Forms W-7) with his return (Form 1040). The forms were separated
during processing because the Forms W-7 did not have the proper docu-
mentation, and the IRS processed the tax return but returned the
unprocessed Forms W-7 to the taxpayer. The taxpayer sent back the correct-
ed Forms W-7 but the IRS rejected them again because a Form 1040 was
not included, even though the IRS had already processed the taxpayer’s
Form 1040. Eventually, TAS intervened for the taxpayer, but his refund was
substantially delayed.

In sum, it appears that with the two-step process the IRS has cured one delay (the process-
ing of ITIN applications) at the expense of another (the processing of tax returns).
Unfortunately, the tradeoff is not tax neutral to the taxpayer who must now wait longer
for his or her refund. Problems also occur when tax returns and ITIN applications were
incorrectly separated. An additional problem caused by the two-step process, the destruc-
tion of tax return extension requests, is described below.

(2) Failure to Process Tax Return Extension Requests When ITIN is Needed.

The two-step process for ITIN applications also created problems for taxpayers requesting
extensions of time to file returns. Taxpayers are entitled to one automatic extension,
which they request on Form 4868 (Application for Automatic Extension of Time to File
U.S. Individual Tax Return), and may be granted a second extension (filed on Form 2688,
Application for Additional Extension of Time to File U.S. Individual Tax Return) at the
discretion of the IRS. When a taxpayer needs an extension but does not yet have an

% The TAS case receipts were extracted from the Taxpayer Advocate Management Information System (TAMIS)
for cases received in FY 2004 with a Primary Core Issue Code 310 (Processing Original Return) and a Secondary
Core Issue Code 450 (Form W-7/ITIN/ATIN). A total of 285 cases were identified, however, this number may
be understated because these codes were not required to be entered into TAMIS until September 1, 2004.
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ITIN, Publication 1915, Understanding Your IRS Individual Taxpayer Identification
Number, tells him or her:

If you are filing for an Extension of Time to File United States Income Tax
Return (Form 4868 or Form 2688) or making an estimated payment with
these forms or Form 1040-ES (Estimated Tax for Individuals) or Form 1040-
ES (NR) (Estimated Tax for Nonresident Aliens), do not file the Form
W-7/W-7SP with these forms. Write “ITIN TO BE REQUESTED” wher-
ever the ITIN or SSN is requested. An ITIN will be issued only after you
have filed a valid income tax return and met all other requirements.
[emphasis added]*
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Despite these instructions, the unit responsible for processing extension requests was
directed not to process this type of extension request because they did not have a taxpay-
er identification number.” This is obviously in conflict with the directions given to
taxpayers in IRS Publication 1915. The IRS tracks all taxpayer information by reference to
either an SSN or an ITIN, and therefore must assign a number to a taxpayer to register
that taxpayer’s extension request. Rather than assigning temporary identification numbers
or mailing the extension requests back to the taxpayers (or notifying them in some other
way), the processing unit destroyed many taxpayer extension requests during the 2004 fil-
ing season. The unit acknowledged numerous cases where taxpayers without ITINs filed
the Form 4868 and followed instructions by writing “ITIN to be requested” in the SSN
and ITIN box, only to have the request destroyed by the IRS without the taxpayer’s
knowledge. The destruction also means that TAS cannot follow up with these taxpayers
to determine whether or not they were assessed penalties for failure to file.

When TAS learned that taxpayers in need of ITINs and extensions were being told to file
extension requests without the ITIN application, only to have the IRS destroy the
requests as “non-processable,” TAS engaged the processing unit in a dialogue in an
attempt to ensure that no future taxpayer filings were treated this way. In the case of
Form 2688 (the discretionary extension) submissions, the processing unit has committed
to mailing back a response to the taxpayer, but the unit has no plans to treat Form 4868
extension requests any differently than in 2004. The unit will presumably continue to
destroy these forms, and taxpayers will not be notified that their requests were not
processed. The only difference in treatment between Form 2688 and Form 4868 is that
the former requires some response from the IRS because that extension request is discre-

** RS Publication 1915, Understanding Your IRS Individual Taxpayer Identification Number, 4 (Rev. 2004).
% The IRM provides:

SECTION Form 4868 only — if the taxpayer has made a notation that an ITIN will be applied for, treat the extension
request as unprocessable. Give it to your manager for preparation for destruction. IRM 3.11.212.2.2(3)
(8-9-04). (emphasis added).
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tionary while the latter is supposed to be automatic. Of course, Form 4868 does not pro-
duce an automatic extension for ITIN applicants because the requests are destroyed
before they can be processed.

These taxpayers, then, will be subjected to penalties for failure to timely file returns,
despite the fact that they followed IRS procedures. It is difficult to conceive of a more
frustrating scenario for a taxpayer than to follow IRS instructions and then be penalized
for doing so. The IRS must instruct the taxpayer as to what it wants him or her to do
and then have processes in place to handle the taxpayers’ submissions. As of this date,
the IRS has no plans to revise Publication 1915, and the processing unit has no plans to
revise its procedures when automatic extension requests come in without an identifying
number. However, solutions to the problem are readily available. The preferred option is
to assign temporary identification numbers to taxpayers so that their extension requests
will be processed, which would at least be consistent with the instructions in Publication
1915. Alternatively, the IRS could accept Form W-7 applications with the original exten-
sion requests, and require that documentation showing a valid tax purpose, e.g. a copy of
a Form W-2 or Form 1099, be attached to the ITIN application.
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3. Inconsistent Taxpayer Assistance From Taxpayer Assistance Centers.

Taxpayer Assistance Centers (TACs) are IRS-staffed centers, located in all 50 states, where
taxpayers can pick up forms and publications, seek guidance about tax laws, request tran-
scripts in emergency situations, request account information and adjustments.”® TAC
employees are required to help taxpayers with ITIN applications and supporting docu-
mentation in the following ways:

¢ Assist with preparation of Form W-7/W-7SP;

¢ \erify supporting documents, if appropriate;

Photocopy identification documents and attach them to the Form W-7/W-7SP
when forwarding them to the IRS’ Philadelphia campus for processing with the
completed tax return;

¢ Review the return to ensure it is signed, the addresses on the Form W-7/\W-7SP and
the return match, and the return demonstrates income; and

¢ Mail the completed Form W-7/W-7SP packet to the ITIN unit in Philadelphia.”

Unfortunately, not all TACs review or validate Forms W-7 as required. TAS has identified
instances where a TAC sends along incomplete ITIN packages, which the ITIN processing
unit will either reject or suspend while awaiting additional information. It is particularly

*|RS, Field Assistance Concept of Operations, 2 (Aug, 3, 2001).
7 |RM 21.3.4.20.1 (Rev. June 27, 2003) (serpedit March 17, 2004).
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frustrating for taxpayers to submit their ITIN applications to a TAC believing that all
requirements have been satisfied, only to receive a rejection letter from the ITIN process-
ing unit. There also appears to be a problem in shipping Forms W-7 from TACs to the
ITIN unit. Over a four month review period, TAS received 14 cases where ITIN applica-
tions filed with a TAC were never processed. In nine of those cases, the Philadelphia
ITIN processing unit never received the packages. In five other cases, the TACs did not
properly review and validate the documents, resulting in rejected ITIN applications.”®
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4. Miscellaneous Problems with ITIN Processing

TAS has detected numerous other problems associated with ITIN application processing,
including:

Acceptance Agents

In 1996, the IRS created “Acceptance Agents” to facilitate the ITIN application process by
reviewing and forwarding the taxpayer’s completed Form W-7 (together with the required
documentary support) to the IRS.? There are currently 1,909 acceptance agents in the
program.® All acceptance agents sign an agreement with the IRS that allows them to fax
applications directly to the ITIN unit if the numbers are needed immediately. Under cur-
rent procedures, however, since the applicant is required to submit an original tax return
(if no exception is met), applications with returns cannot be faxed for expedited process-
ing.* The IRS had also agreed to send the acceptance agent a copy of the notice issued to
the applicant with his or her assigned ITIN. At present, the database used to process
ITINs and generate notices cannot provide copies to agents. The IRS is changing the
administration of the Acceptance Agent Program and has stopped accepting new applica-
tions for the program pending issuance of new procedures.”

Original Documents

The IRS instructs taxpayers to submit with the ITIN application “original documents, or

certified or notarized copies of documents that substantiate the information provided on

Form W-7."* These documents include drivers’ licenses, visas and birth certificates, certi-
fied or notarized copies of which are often difficult or impossible for foreigners to obtain
in this country. For example, most notaries can only certify that an individual’s signature

% See TAMIS case review, supra, note 18.

 Certified Acceptance Agents can certify to the IRS that the documents are authentic, complete and accurate
and forward only the certification and W-7 form to the IRS. The certifying agent is required to maintain a
record of the documentation for a definite period of time. The certifying agent must agree to submit support-
ing documents to IRS upon written request. Rev. Proc. 96-52, 1996 C.B. 372.

**IRS ITIN 2540 Report, dated Oct. 1, 2004.
SRS, Alert for Acceptance Agents, IRS e-News for Tax Professionals — Pennsylvania, July 13, 2004, Issue 2004-07.

SECTION *2 RS, “International Taxpayer — How to become an Acceptance Agent for the IRS ITIN Numbers,” at
http://www.irs.gov/businesses/small/international/article/0,,id=96671,00.html.

0 NE * IRS Form W-7, Instructions, 2. (Rev. Dec. 17, 2003).
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is authentic, not that documents are authentic copies. As a result, ITIN applicants fre-
quently send original identification materials with their ITIN applications, and too often
these valuable documents are separated from the applications and lost. The IRS should
discourage the submission of original identification documents and work to find an
acceptable and workable substitute for ITIN applicants.

ITIN Notices in Incorrect Language

The ITIN processing unit continues to issue Spanish notices to English-speaking appli-
cants and English notices to applicants who filed a Form W-7SP (the Spanish version).
The ITIN database identifies a Spanish form by the way it is numbered.* If the form is
erroneously numbered as Spanish, the unit issues the applicant a notice in Spanish.
Taxpayers have complained to TAS about receiving ITIN notices in the wrong language.
This processing problem appears to occur because IRS personnel assign an incorrect num-
ber to the Form W-7/W-7SP which is then input to the database. This confusion leads to
unnecessary contacts between the taxpayer and IRS as the taxpayer attempts to clarify the
situation. The IRS needs to better train and educate its workforce about the consequences
of erroneously assigning an incorrect document locator number to ITIN applications.
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ANALYSIS OF AMENDED RETURN PROCESSING PROBLEMS

In addition to the difficulties affecting ITIN applications, there appear to be systemic prob-
lems within the IRS in processing amended tax returns. In calendar year 2002, taxpayers
filed approximately 3.5 million Forms 1040X, Amended U.S. Individual Income Tax
Return.® Taxpayers are told it can take two to three months to process Form 1040X,* and
they often contact TAS for assistance when returns are not processed timely. In fiscal year
2003, TAS received over 18,500 cases in which the primary issue involved amended return
processing.”” Processing of amended returns is ranked as the number two major issue
involving TAS cases for fiscal years 2003 and 2004.* As Table 1.10.1 shows, TAS reviewed
a sampling of its amended return cases and found that 82 percent involved Form 1040X.%

*|RM 3.21.260.5.3 (April 12, 2004).

¥ |RS, Projections of Returns That Will be Filed in Calendar Years 2004-2010, Statistics of Income Bulletin, Winter
2003-2004, April 2004, Table 1.

% |nstructions for Form 1040X, Amended U.S. Individual Income Tax Return.
¥ See TAMIS results, supra.

% See TAMIS results for FY 2003, supra. TAMIS results for FY 2004 reflect 11,180 cases where Primary Core
Issue Code was 330, Processing Amended Returns.

% The TAS receipts were extracted from the Taxpayer Advocate Management Information System (TAMIS) for
FY 2003 with a Primary Core Issue Code of 330, Processing Amended Returns. A sample of 384 TAS cases
was reviewed based on a population size of 18,239 cases for individual and business taxpayers (excluding Large
and Mid-size businesses). The sample was based on a 95 percent confidence rate plus or minus 5 percent.
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TABLE 1.10.1, TAS AMENDED RETURN PROCESSING CASES

Individual Tax Return Related Forms Filed (91%)

Form Number Percent
Reviewed of Total

P 1040X, Amended U.S. Individual Income Tax Return 316 82%
; ; 8379, Injured Spouse Claim and Allocation 33 9%
= w Business Tax Return Related Forms Filed (9%)
= Various business tax forms | 35 | 9%
=
& &=
<
=

Additionally, Table 1.10.2 shows the top 10 reasons taxpayers are amending their returns.
Family status related issues, e.g. earned income tax credit, dependency exemptions, filing
status and child tax credits, constitute approximately 32 percent of the top ten individual
amended tax return cases. Many of these amended returns involve the earned income
credit and other benefits that assist low income taxpayers who use the refunds for basic
living expenses. Delays and mistakes in processing can seriously impact these taxpayers.

TABLE 1.10.2, TOP TEN ISSUES ON INDIVIDUAL AMENDED RETURNS

Issues Volume Percentage
Earned Income Credit - Dependents - Head of Household -

Child Tax Credits 76 32%
Injured Spouse 33 14%
Schedule A &/or Form 2106 29 12%
Wages/Other Income/Adjusted Gross Income 29 12%
Schedule E (11208 & 1065) 18 7%
Married Filing Jointly 16 7%
Loss Carrybacks 13 5%
Schedule C 11 5%
Pensions & Annuities 8 3%
Tax Credits (Education Credit) 8 3%
Totals: 241 100%

When the IRS’ Submission Processing function receives a Form 1040X, it is screened to
determine if additional review is needed before allowing the requested change to the original
return. All non-technical amended returns (those where determination of the taxpayer’s
entitlement to the refund or other relief is evident from material available to the reviewer)
are coded for processing without further review. In calendar year 2003, over one million
non-technical Forms 1040X were adjusted directly through the 1040X function in
Submission Processing.” Although this allows the IRS to process amended returns and
issue refunds more quickly, it can cause problems for taxpayers if the IRS misplaces or loses

SECTION

0 NE “* W&l Submission Processing 1040X Receipts and Production Report, 01/01/2003 — 12/26/2003.
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the amended return, because it sends no acknowledgement of receipt when an amended
return is filed. Sixty-nine percent of TAS cases involving amended return processing were
due to either the taxpayer experiencing a delay of 30-plus days over normal processing time
or not receiving a response or resolution by the date promised by the IRS.*

If a Form 1040X needs additional review, special coding must be placed on the taxpayer’s
account indicating an amended return was received, the date it was received, and where it
was forwarded for processing.” An unprocessable amended return will be rejected and
returned to the taxpayer with a letter requesting the missing information.” In this
instance, special coding is input to show that the amended return was rejected, enabling
the IRS to track the return until it is processed. Unfortunately, this coding is not always
added or updated when required. Of the 392 tax periods reviewed in the analysis of TAS
cases, 92 or 23 percent had no indication in the account that an amended return was
received.” When the IRS has no record of receiving an amended return, the taxpayer has
the burden of submitting proof by reconstructing or resubmitting the amended return.
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When Submission Processing determines that an amended return requires additional
review, the claim is forwarded to the appropriate IRS function for processing. In calendar
year 2003, over 2.1 million individual amended returns were sent to various functions.”
When these returns are routed, delays in processing can occur. For example, if an amend-
ed return is selected for audit, the IRS sends the taxpayer a letter explaining that the
refund may be delayed while the claim is examined.* The analysis of TAS cases showed
that 36 percent of the amended returns reviewed by the functions were referred to
Examination.” While amended returns not requiring Examination scrutiny took an aver-
age of 153 days to process, those with Examination involvement averaged 264 days, or 73
percent longer.”

“IRM 13.1.7.2. TAS case criteria codes five and six — 69 percent plus or minus 5 percent with a 95 percent con-
fidence rate.

“2|RM 3.11.6.3.7.

“® A processable return is a return filed on a permitted form (including required attachments, supporting docu-
ments, and schedules), contains sufficient required information to permit the mathematical verification of the
amount shown on the claim, and contains the name, address, and the taxpayer’s identification number and is
signed by the taxpayer(s) or authorized representative under penalties of perjury. An unprocessable return will
not be returned to the taxpayer if it has been assigned a Document Locator Number, involves a tax increase,
or involves a tax decrease where the Statute of Limitations will expire within the next 120 days. The return is
held in suspense awaiting a response from the taxpayer. IRM 21.5.3.4(3).

“ Several of the 384 accounts reviewed involved multiple tax periods. Those tax periods that did not have an
indication of an amended return being received equates to 23 percent plus or minus 5 percent with a 95 per-
cent confidence rate. TAMIS review of PCIC 330 FY 2003.

“* W&I Submission Processing 1040X Receipts and Production Report dated 01/01/2003 — 12/26/2003.
“IRM 21.5.3.4.7.2(4).

“ There were 138 individual taxpayer accounts identified as having Examination involvement or 36 percent, plus
or minus 5 percent with a 95 percent confidence rate. TAMIS review of PCIC 330 FY 2003.

“ The average days were computed based on those accounts where the timeframes could be established for cases
with Examination involvement and those without. TAMIS review of PCIC 330 FY 2003.
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Because of the volume of returns and insufficient examination staff, amended returns are
often “shelved” until resources are available to work them. TAS case advocates utilize
Operational Assistance Requests (OARS) to request an expedited review of returns when
refunds are delayed for an unreasonable time.” The operating divisions are required to
respond to OARs by Internal Revenue Manual provisions and written agreements with
TAS. Still, TAS case advocates have reported instances where no Examination group
managers were available to even accept an OAR on a delayed refund case. An example is
set forth below.
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Example: A taxpayer who was homeless and in need of cancer treatment
came to TAS in June 2003 seeking help in obtaining a substantial refund
from an amended return filed in April 2002. When TAS intervened, the
case advocate discovered Exam had selected the return for audit but subse-
quently lost the file. Despite multiple calls from the advocate and promises
from the manager, no progress was made. Eventually, the case was assigned
to a revenue agent who agreed to expedite the refund. The taxpayer received
it two and one-half years after filing the amended return.

Part of the problem within the units responsible for processing amended returns is the
same one existing throughout the Internal Revenue Service: competition for scarce
resources. However, delays in processing not only adversely impact the taxpayer but the
IRS as well, in the form of increased interest payouts on overpayments and wasted
resources applied to unnecessary calls and correspondence resulting from taxpayer attempts
to resolve the problem. Overpayments resulting from a processable claim for refund or
amended return are not entitled to interest if the refund is issued within 45 days after the
claim is filed.* If the return is filed after the last allowable date for filing the return, no
interest is paid on the refund if the amount is paid within 45 days from the date that the
return is received by the IRS.* However, since amended returns often take two to three
months to process, most overpayments accrue interest. For example, taxpayers whose over-
payments were identified by IRS examinations or amended returns received $3.2 billion of
the total $3.5 billion of interest paid by the IRS in fiscal year 1999.” In contrast, taxpayers
claiming overpayments on original tax returns received only $0.1 billion in interest in FY
1999.* During the review of a sample of TAS cases involving amended return processing,
interest of $191,322 was issued on overpayments totaling approximately $1.6 million on

“IRM 13.1.3.1.
* IRC § 6611(e).
51 Id
SECTION %2 Treasury Inspector General for Tax Administration (TIGTA), Tax Law Changes Are Needed to Improve Fairness in
0 NE ) Paying Interest on Tax Refunds, Reference No. 2001-30-148, 7 (Sept. 2001).
Id.
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individual accounts.* Thus, the IRS should consider utilizing interest paid on amended
return refunds as a diagnostic measure for the return processing units.

Another cause of delays in amended return processing appears to be an institutional atti-
tude within the IRS about its own delays and processing errors. There may be no better
example of the prevailing IRS attitude towards its own internal delays and mistakes in the
amended return area than the case of Palibnich v. Commissioner.® In Palibnich, the IRS lost
the taxpayer’s amended returns for 11 years. After numerous letters from the taxpayer
over this period, the IRS finally located and processed the amended returns and actually
sought to collect interest attributable to the 11 years when the returns were missing. The
taxpayer asserted that the interest should be abated under IRC section 6404 in light of
IRS errors in handling the amended returns. The IRS took the position that the taxpayer
was at fault. The U.S. Tax Court ruled that the IRS had abused its discretion in failing to
abate the interest, noting:
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Petitioners had no role in losing their 1981 — 1982 returns for 11 years and
deserve credit for bringing respondent’s attention to the fact that the
respondent had lost those returns.®

When the IRS loses a return for 11 years, yet continues to fight the taxpayer in court over
related interest, it sends the wrong message about its responsibility to effectively process
and administer amended returns. In light of the positions taken by the IRS in Palibnich, a
rational taxpayer could wonder: what chance do I have of getting my processing delay corrected
when the IRS blames taxpayers for its own mistakes?

CONCLUSION

There appear to be systemic processing problems within the ITIN and amended return
processing units. These units receive high volumes of taxpayer submissions, but in deal-
ing with these volumes, they have also adopted processes that impact negatively on
taxpayers. In the case of ITINs, the new two-step process for ITIN filings has caused a
number of problems, including built-in delays and the destruction of certain taxpayer sub-
missions. While reducing processing time is important, it is disturbing that these units
have elevated cycle-time concerns over safeguarding submissions. A more effective means
of eliminating cycle time could be the elimination of the two-step process. In the case of
amended returns, TAS received over 18,500 cases relating to amended return processing,
usually involving substantial delays in tax refunds. In addition to these delays, a number
of cases demonstrate that taxpayers with hardship cases had difficulty penetrating the IRS

% TAMIS review of PCIC 330 (amended return code), FY 2003. There were 188 refunds issued on individual
accounts out of a sample of 384 TAS cases reviewed for individual and business taxpayers (excluding Large
and Mid-size businesses). The sample was based on a 95 percent confidence rate plus or minus 5 percent.

%5 Palibnich v. Commissioner, T.C. Memo. 2003-297.
56
Id.
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bureaucracy without help from TAS. When developing new procedures and establishing
performance criteria for existing criteria, the IRS must give more thought and apprecia-
tion to the impact on taxpayers and allocate the appropriate level of resources necessary
to solve taxpayer problems.

IRS COMMENTS — PROCESSING ITIN APPLICATIONS

In 2003, the IRS completed an extended assessment of the ITIN program, including the
possible dangers that can arise from the misuse of ITINs for the purpose of creating an
identity and the associated possible threat to national security. \We decided to make funda-
mental improvements to the program, including the two-step process, and believe these
enhancements represent an appropriate balance to resolve ITIN program deficiencies with-
out unduly burdening either taxpayers or the tax system. The two-step process ensures that
ITINSs are assigned only to taxpayers that have a legitimate need for tax purposes.
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In FY 2004, the Service successfully processed approximately 1.3 million Form W-7 appli-
cations and over 900,000 related individual tax returns. Although a percentage of the
applications and/or returns were not processed within our target goals, the process did
meet the timeframes provided to the taxpayer. The 588 TAS cases represent .0005 percent
of the 1.3 million applications. As acknowledged in the report, the average Form W-7
processing time for cases referred to TAS has improved from 90 days to 39 days, which
includes corresponding for additional information and documentation on many cases.
This demonstrates the effectiveness of the overall commitment of the IRS and the result-
ing improvements in efficiently processing the applications.

We acknowledge that, unfortunately, inconsistent information may sometimes be provid-
ed to taxpayers. However, we have made every effort to ensure the most current
procedures are available to our Taxpayer Assistance Centers (TACs). ITIN procedures for
TAC employees are outlined in IRM 21.3.4.20. When specific instances of non-confor-
mance are observed, Field Assistance Headquarters contacts the appropriate Field
Assistance Area Director for corrective action. When general non-conformance issues are
identified, an alert is issued to remind TAC employees of correct ITIN procedures.

The IRS continually strives to achieve the highest quality standards that can be reasonably
obtained. We acknowledge that, on rare occasions, such as when “family packs” of Forms
W-7 and their respective tax returns are received, or when correspondence for missing
information through the rejection process is necessary, a refund may be delayed.

The report also makes a comparison between the “two-step” process of a Form W-7 being
processed prior to processing the tax return and the one-step process of just tax return
processing. This comparison is not valid as the two-step process is necessary to verify a

SECTION
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legitimate tax need for an ITIN and ensure more accurate and efficient processing of the
tax return, which in turn, reduces burden to the taxpayer.

With respect to processing of Form 4868, Application for Automatic Extension of Time
to File, the report states that there are no plans to change the current procedures. On the
contrary, the business unit has been in constant contact with the TAS organization and
has specifically stated that we are continuing to look at this process. In fact, new process-
ing guidelines are currently being formulated for January 2005 implementation.

=
(—]
-
=M
—
= en
:I‘H
=
= -
o O
=
-]

While we acknowledge situations may exist such as those detailed in the “Miscellaneous
Problems with ITIN Processing,” the circumstances that created those situations are, for the
most part, cases of taxpayer or IRS employee error. No statistical information was provid-
ed to support that there are flaws in the processing instructions. The reference to ITIN
notices issued in the wrong language is such an example. The form filed by the taxpayer,
Form W-7 (English) or Form W-7(SP) (Spanish) determines the language used in a notice.

As mentioned earlier, there were a number of necessary changes made this year to ITIN
processing. In an effort to capture improvement opportunities and refine the process, the
Philadelphia Service Center hosted a critique session during the summer which included
representatives from their ITIN Operations, TAS, Chief Counsel and Headquarters.
Many of the issues outlined in the TAS report were identified as a result of that session
and are being aggressively addressed.

IRS COMMENTS — AMENDED RETURN PROCESSING

Amended return processing problems noted in the TAS report reflect the necessary balance
of timely processing and revenue protection. The population of cases focused on in this
report constituted only one half of one percent of the amended returns processed. (Note:
The statistics used in the problem statement provided by TAS are from different time peri-
ods; total amended returns processed for calendar year 2002, compared to TAS cases
received in fiscal year 2003.) While delays are experienced in some areas, many times they
are necessary in order to protect the revenue collected and ensure taxpayer compliance.

For several years, the IRS has diligently worked to improve the timeliness of amended
return processing. We have made significant progress in improving the processing times
and continue to implement innovative concepts to achieve additional improvements. For
example, in the past year, a new method, the Correspondence Imaging System (CIS)
began roll out to the Campuses. The system provides capabilities to route amended
returns systemically between campuses. CIS also has the capability of retrieving a copy of
the amended return from archive, thereby eliminating the possibility of returns being lost.
The routing capability also improves the time it takes to review and process each case.
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The IRS appreciates TAS’ acknowledgment of Submission Processing’s success in provid-
ing expeditious processing of non-technical amended returns. We do not agree, however,
that the process increases the probability of a lost or misplaced amended return. This
statement is supported only by the fact that no acknowledgement letter of receipt is sent
to the taxpayer. These non-technical amended returns are processed in a short time peri-
od. To send an acknowledgement letter would only delay processing and would possibly
be received at the same time or after the return is processed.
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The IRS acknowledges that there are isolated instances when cases are delayed due to
being lost or misplaced, or during peak periods, regardless of the processing area. We do
not dispute that 69 percent of the amended return cases referred to TAS involve taxpayers
experiencing a delay of 30 days or more in the processing of the return.

We recognize there are certain inherent delays in processing amended returns referred to
Examination. However, reviewing these claims is a necessary step in maintaining the
integrity of the tax system and encouraging voluntary compliance. In addition,
Examination has guidelines and procedures to follow on TAS cases to expedite the review
when refunds are delayed for an unreasonable time.

Improvements have been and continue to be made in the examination cycle time on
EITC amended returns. Cycle times in this area have been reduced by 36 days, from 185
in FY 2003, to 149 in FY 2004. Much of the examination cycle time is attributable to the
time taxpayers need to respond and submit all necessary documentation for resolution.
The IRS also has a program goal of decreasing erroneous payments by identifying the
potentially false EITC claims through risk-based scoring of Forms 1040X prior to posting
of the adjustment.

In FY 2005, the IRS will launch a new command code for EITC that will capture amend-
ed return data and enable systemic filtering and Dependent Database scoring of amended
returns to identify the returns with the highest potential for false EITC claims. The
refunds for taxpayers not selected for examination by the new command will be immedi-
ately processed in Accounts Management without being forwarded to Examination for
review. This will speed up refunds to many taxpayers, and help reduce cycle time on
those returns examined. Once this command code is fully functioning in FY 2006, the
volume of EITC amended returns sent to Examination should be reduced, thereby
decreasing the age of the total amended return inventory. Since refunds will be paid
faster, this should also reduce the amount of interest paid out by the IRS.

The IRS is also committed to reducing the impact on non-EITC amended returns that are
sent to Examination based on specified criteria. To achieve this, the IRS has established a
cross-functional and cross-divisional team to identify the patterns and characteristics of

SECTION
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the amended returns being filed. The ultimate goal is to develop a risk-based scoring
model for non-EITC examination-criteria amended returns. Currently, the IRS is updat-
ing amended returns training for Examination classifiers to assist with the classification of
amended returns.

We do not agree that the payment of interest on refunds received as a result of claims
allowed is a major problem. When an overpayment results from an amended return and
the refund is issued within 45 days of the received date of the processible amended return,
no interest is allowed from the received date of the amended return to the refund schedule
date. Credit interest is, however, allowed from the credit availability date to the received
date of the processible amended return. Based on examination data, the refunds requested
on the majority of amended returns examined are not allowed. For FY 2003 and FY 2004,
we closed approximately 59,000 and 54,000 individual amended returns resulting in rev-
enue being protected in the amount of $355,000,000 and $423,000,000, respectively.
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While we agree with the referenced Treasury Inspector General for Tax Administration’s
(TIGTA'S) report that the IRS paid $3.5 billion in interest during FY 1999, the TAS report
omits some critical elements. It should be noted that $2.2 billion of the interest can be
directly related to the examination of 38 corporate taxpayers and did not involve amended
return processing. The TIGTA report is also clear in stating “the amount of interest, if any,
paid to a taxpayer is determined by a number of factors that have little to do with when
the IRS became aware of an overpayment or how quickly it acted to return the money to
the taxpayer.” The TIGTA report recommended legislative changes to the laws governing
interest and did not cite amended return processing procedures as a significant issue.

The IRS is committed to providing first class service to all taxpayers regardless of the cir-
cumstances. We do not believe that the one court case cited is representative of the IRS
attitude towards internal delays and mistakes in amended return processing.

Accounts Management, Submission Processing and Compliance are working together to
develop better process flows. Through the EITC re-engineering effort, the efforts of
Accounts Management process improvement teams, such as Adjustment Customer
Experience Improvement Team (ACE IT), additional pre-screening recommendations and
alterations to the routing path for amended returns, improvements are being implemented.

IRS will continue to explore new methods and techniques, investing the appropriate time
and resources, to improve processing times for tax returns, documents, and correspon-
dence. We are committed to continual improvement of all our internal processes which
will enable us to provide the best possible service to the taxpaying public.
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TAXPAYER ADVOCATE SERVICE COMMENTS

The ITIN application two-step process was a serious problem for taxpayers over the past year.” The
IRS indicates in its response that comparing processing results under the two-step ITIN application
process against processing results under prior procedures is invalid because the two-step process is
needed to ensure that taxpayers have a legitimate tax need for an ITIN. The IRS’ goal of having
procedures designed to assign ITINs to taxpayers that have a valid tax need is reasonable and justifi-
able. This goal, however, does not preclude the IRS from measuring the impact these changes have
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to levels under previous procedures.™ Moreover, procedural change, even when justified by a com-
pelling reason, can be better achieved when coupled with research and planning for the downstream

consequences of that change to tax administration procedures.

We outlined a number of negative consequences that resulted from the two-step process, and these con-
sequences do not appear to have been contemplated prior to implementation of the new process. The
IRS is now reacting to those negative consequences. Because these consequences were not anticipated,
the IRS does not have useful information to fully measure the consequences of the two-step process,
and therefore, it cannot measure the true utility of the two-step process. For example,

& We know that 22 percent of ITIN applications were rejected at least in part due to the fact
that taxpayers were not informed of or did not understand the requirement that tax returns
must accompany ITIN applications, but the IRS does not know and did not measure how
many of those rejected applicants reapplied for ITINs;* and

& We know that ITIN applicants submitting tax return extension requests on Form 4868 and
following IRS instructions on Publication 1915 had their submissions destroyed, but the IRS
does not know how many of those ITIN applications were destroyed, how many ITIN appli-
cants reapplied for ITINs, or how many ITIN applicants recerved late filing penalties
because of the destruction of the extension request.

When the IRS makes a greater effort to measure the downstream consequences of its actions, it will
implement better procedures and taxpayers will have fewer negative interactions with the IRS.

The IRS took exception to our representation that it had no plans to change the process which resulted
in the destruction of taxpayer Form 4868 submissions. In fact, the IRS is now planning to change
this process. On November 17, 2004, the National Taxpayer Advocate issued a Memorandum
Precedent to a Taxpayer Advocate Directive (TAD) to correct the destruction of these submissions.”

" In its response, the IRS confused the sample size of TAS ITIN cases which were reviewed by TAS analysts
with the actual population of TAS ITIN cases. The sample size was 588 but the actual number of TAS ITIN
cases was over 4 times that many, 2,658 cases. The number of TAS cases is only one factor TAS considers in
deciding that a particular issue is a most serious problem for taxpayers.

%8 The balanced measures system was adopted as part of the IRS reorganization effort and utilizes 3 criteria to assist
it in determining procedure: customer satisfaction, business results and employee satisfaction. IRM 1.5.1.5.
% Calendar Year 2004 ITIN Processing Data Report through Sept. 24, 2004.

SECTION % The National Taxpayer Advocate has the non-delegable authority to issue a Taxpayer Advocate Directive to

mandate administrative or procedural changes to improve the operation of a functional process or to grant
relief to groups of taxpayers (or all taxpayers). Taxpayer Advocate Directives are used when implementation
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AND AMENDED FEDERAL INCOME TAX RETURNS

The purpose of the proposal memorandum is to ensure that a dialogue takes places between TAS and
the IRS prior to the issuance of a TAD.** The IRS promptly responded to proposal memorandum by
agreeing lo revise these procedures so that automatic extension requests on Form 4868 will now be
treated in the same manner as discretionary extension requests on Form 2688. We appland the IRS
Sfor taking this step.

The IRS has been inclusive of TAS in its analysis of ITIN processing issues. The National Taxpayer
Advocate appreciates the dialogue that has taken place between the IRS’ ITIN processing unit and
TAS and believes that the exchange of information has been beneficial to taxpayers and to the IRS.
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Amended Return Processing

As described above, both the number and nature of TAS cases relating to amended return processing
suggest that there may be a systemic problem in the processing of those returns. The IRS suggests that
processing problems may be alleviated or eliminated by enhanced technology such as the
Correspondence Imaging System. This technology is an important development, and the IR S should
be praised for adopting it. While technology is important to reducing some errors or delays, it is vital
that the IR S works towards a system which at a minimum codes all amended returns at the point of
receipt and codes those returns as they travel through each process so that a taxpayer can find out
where his or ber return has been or is in the processing system. TAS does not suggest that all non-tech-
nical amended returns need to be acknowledged. However, at a minimum, the IRS should notify all
taxpayers whose amended returns are to be subject to further review.

The IRS should be praised on its efforts to speed up EITC refunds to taxpayers. The establishment of
a code that will allow the IRS to capture and subject to further review only those cases falling within
the highest risk categories for false claims is a very positive development.

In light of the high numbers of TAS cases related to amended return processing, we have attempted to
identify other measurements of amended return processing that the IRS can use to gauge the perform-
ance of the amended return processing unit. We indicated that one such measurement can be the
amount of interest paid on refunds from amended returns. In preparation of this report, TAS sought
to obtain information on the interest paid on amended return refunds but was told by the IRS that
this information is not tracked. Because the IRS did not know how much interest it was paying on
amended return refunds, we used information from the Treasury Inspector General for Tax
Administration Report (TIGTA) which concluded that $3.5 billion in interest from amended returns
and examinations had been paid for fiscal year 1999.% In its response, the IRS objected to the cita-
tion of this report indicating that $2.2 billion of this $3.5 billion was related to the examination of
38 corporate taxpayers. It is important to point out, however, that $1.3 billion paid on amended

will protect the rights of taxpayers, prevent undue burden, ensure equitable treatment, or provide an essential
service to taxpayers. Only the National Taxpayer Advocate or the IRS Commissioner or Deputy
Commissioner can modify, rescind or revoke a TAD. IRM 13.1.4.2.2.5.

' |RM 13.2.1.5.1.2.

%2 Treasury Inspector General for Tax Administration (TIGTA), Tax Law Changes Are Needed to Improve Fairness in
Paying Interest on Tax Refunds, Reference No. 2001-30-148, 7 (Sept. 2001).
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return refunds and exams to over 4.8 million individual and business taxpayers is not insubstan-
tial.® We repeat our recommendation that the IRS track interest paid on amended return refunds as
way of gauging the success of that processing unit.

Like the IRS, the National Taxpayer Advocate hopes that the case Palibnich v. Commissioner is not
representative of attitudes within the IRS about the IRS’ own processing errors. However, positions
reflected in court pleadings are not taken casually and ofien reflect the input of the client. The fact that
this case was actually litigated is indicative of a failure of customer service in more than one function
of the IRS. The IRS would enhance its credibility with taxpayers and their representatives by settling
or even conceding issues where its own errors play a substantial role in the dispute.
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RECOMMENDATIONS

The National Taxpayer Advocate makes the following recommendations to improve the processing

issues raised in this report:

With respect to the ITIN application process, the IRS should:

o  Allow and encourage applicants to file an ITIN application without a return prior to the fil-
ing season if documentation can be submitted with the application that a return will be
required to be filed, e.g., proof of income (wages), withholding, or prior filing of return and
ITIN needed for spouse or dependent;

& Ensure that Publication 1915 (Understanding Your IRS Individual Taxpayer ldentification
Number) provides accurate instructions to conform with the actual handling of ITIN applications;

& Revise the ITIN application rejection notice to enclose IRS Publication 4134 (Low Income
Taxpayer Clinic List), so that ITIN applicants are aware of a readily available resource to
assist them;

& Ensure all TAC employees are trained in the procedures for reviewing and validating applica-
tions prior to forwarding to the ITIN processing unit.

& Establish procedures, including quality review, to ensure that “family packs” are not separated
when recerved by the IRS or during the processing of the ITIN applications;

& Revise the ITIN Database to generate a copy of the notice issued to an applicant to the
Acceptance Agent or Power of Attorneys who submitted the application.

With respect to amended return processing, the IRS should:

Conduct Customer Satisfaction Surveys on amended returns;
Code and track the receipt of all amended returns;

& Acknowledge receipt of all amended returns that are forwarded from Submission Processing to
another function for further review;

& Collect data on the amount of interest paid on amended return refunds as a diagnostic measure.

SECTION
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PROBLEM
TOPIC C-11

MOST SERIOUS PROBLEM: LACK OF NOTICE CLARITY

RESPONSIBLE OFFICIALS

Henry O. Lamar, Jr., Commissioner, Wage & Investment Division

Kevin M. Brown, Commissioner, Small Business/Self-Employed Division
Deborah M. Nolan, Commissioner, Large and Mid-Size Business Division,
Steven T. Miller, Commissioner, Tax Exempt and Government Entities Division

DEFINITION OF PROBLEM

The IRS sends out more than 100 million notices to taxpayers each year." Because these
notices relate to the substantial amount of taxes paid to the Department of Treasury, taxpay-
ers have a right to expect them to be concise, clear and correct. In an era when technology
facilitates direct marketing of specific account information to customers, taxpayers expect
some degree of sophistication from the Internal Revenue Service (IRS). However, these
expectations have not been met. Unclear notices are still one of the main reasons why tax-
payers write the IRS.? As a recent notice study commissioned by IRS concluded:

Communicating with taxpayers costs money. Unfortunately, it too often
costs double because either the taxpayer doesn’t understand the meaning of
the notice well enough to comply accurately with the IRS’ request or the
taxpayer is so confused that he calls the IRS for clarification of the notice
information.?

The continued failure to communicate effectively through notices, which impact more
taxpayers than any other IRS methodology, causes undue taxpayer burden, IRS re-work,
and frustration with the tax system.

For decades, the IRS has agreed with internal and external findings that the quality of its
notices to taxpayers needs to be improved for tone, clarity of message, accuracy, and
effectiveness of communicating the right message at the right time to result in the desired
action by the recipient. The IRS has allocated significant resources towards notice
redesign, and more recent examinations of redesign efforts have drawn praise.*

However, the complex environment facing taxpayers today, coupled with changes in the
tax laws, has outpaced the efforts of the IRS to redesign its more than 400 different

-

Treasury Inspector General for Tax Administration (TIGTA), lncreased Attention is Needed to Ensure the Success of
Future Notice Redesign Efforts, Reference No. 2002-30-040, 1 (Dec. 2001).

IRS, IRS Budget in Brief, Fiscal Year 2003, Document 9940, 4 (Rev. 1-2002).
Kleimann Communication Group, Voice of the American Taxpayer, 19 (June 28, 2002).

~

w

IS

Tax Inspector General for Tax Administration, The Clarity and Accuracy of Taxpayer Notices Are Actively Being
Improved, Reference No. 2004-40-099 (concluding that in general the IRS has established a framework for
implementing an effective notice process that assesses all taxpayer communications for clarity, completeness
and accuracy) (May 2004).
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notices. Specific examples of poorly structured notices provided below raise questions
about the IRS notice redesign efforts, including: Is the IRS properly identifying poorly drafied
notices? Is the IRS providing the taxpayer the necessary information to make its notices clear? Does
the IR S redesign process move quickly enough? Has the IR S been given the proper incentives to cor-
rect broadly worded and ambignous notices?

ANALYSIS OF PROBLEM
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While the quality of IRS notices has been the source of public frustration for many
decades, the focus of modern criticism can be traced to 1988 when Congress enacted
Internal Revenue Code § 7522, which mandated clarity in certain IRS notices.” Although
IRC § 7522 applies only to limited categories of notices, Congress expressed its desire that
the IRS improve all notices:

Although the provision is limited to the specified notices, the conferees
expect the IRS to make every effort to improve the clarity of all notices and
explanations that are sent to taxpayers. The conferees believe that all correspon-
dence should be sufficiently clear to enable a taxpayer to understand an IRS question
about a tax return as well as any adjustments or penalties applied to a tax return.®
[emphasis added]

The IRS began to focus on the problem of notice clarity amidst the growing internal and
external criticism leveled at the quality of its notices.” In response to these criticisms, over
the past decade the IRS has devoted substantial personnel and resources to its notice
problem, including:

¢ Establishing a Notice Modernization Team in November 2000 to assess the end-to-
end notice process and identify major improvement opportunities;®

® IRC § 7522 (entitled “Content of tax due, deficiency, and other notices”) provides as follows:

(a) General rule—Any notice to which this section applies shall describe the basis for, and identify the
amounts (if any) of, the tax due, interest, additional amounts, additions to the tax, and assessable penalties
included in such notice. An inadequate description under the preceding sentence shall not invalidate such
notice.

(b) Notices to which section applies.—This section shall apply to—

(1) any tax due notice or deficiency notice described in section 6155, 6212 or 6303,

(2) any notice generated out of any information return matching program, and

(3) the 1st letter of proposed deficiency which allows the taxpayer an opportunity for administrative
review in the Internal Revenue Service Office of Appeals.

® H. Conf. Rept. 100-1104, at 219 (1988).

" In 1988, the IRS Commissioner’s Advisory Group reported that approximately one-half of the correspondence
received by taxpayers and practitioners was wrong or incomplete. 1RS Displeased With Tax Adjustment Notice

SECTION System, 41 Tax'n for Acct. 350 (Nov. 1988).
® Tax Inspector General for Tax Administration, Iucreased Management Attention Is Needed to Ensure the Success of
Future Redesign Efforts, Reference No. 2002-30-040, 2 (Dec. 14, 2001).
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¢ Establishing a Single Point Of Contact (SPOC) for notice issues within each IRS
operating division and function;’

¢ Establishing a Notice Communication Advisory Group comprised of the SPOCs
and Chief, Notice Support that assists in identifying and establishing notice initia-
tives, and reviewing and addressing notices that pertain to more than one operating
division;

¢ Establishing a Notice Support Group to provide service-wide support to the operat-
ing divisions and SPOC:s;

=
=)
-
=
—
=
=
=
==
)
=
)

¢ Establishing various Notice Process Improvement Initiative Teams (NPI1ITs), includ-
ing the Notice Elimination NPIIT,* the Taxpayer Notice Code NPIIT,* and the
Notice Standardization NPIIT* to provide support and input to the notice mod-
ernization effort;

¢ Establishing Dynamic Project Teams (DPTs), which take on notice redesign initia-
tives passed along by the Notice Communication Advisory Group (NCAG) and/or
OD SPOC;

¢ Establishing an Office of the Notice Gatekeeper, which researches, analyzes and
evaluates all taxpayer correspondence for potential impact on enterprise resources
and confirms the accuracy and appropriateness of the toll-free numbers listed on
communications;* and

¢ Spending in excess of three million dollars on notice initiatives, notice consultants,
studies, and surveys in the last two years alone.

In the light of this formidable notice bureaucracy that has now taken hold within the
IRS, the question remains whether the IRS has met the straightforward standard put forth
by Congress in 1988. In other words: Are IRS notices sufficiently clear to enable a taxpayer to
understand an IRS question about a tax return as well as any adjustments or penalties applied to a
tax returns \While select notices have improved, for too many IRS notices the answer to
this question is still “no.”

©

In 1998, the IRS was reorganized into four operating divisions (Wage and Investment (W&sI), Small
Business/Self-Employed (SB/SE), Large and Mid-Size Business (LMSB), and Tax Exempt and Governmental
Entities (TE/GE)), two support divisions (Agency-Wide Shared Services (AWSS) and Modernization,
Information Technology and Security (MITS)) and five functional business units (Appeals (AP), Chief Counsel
(CC), Criminal Investigation (Cl), Communications and Liaison (C&L), and Taxpayer Advocate Service
(TAS)). Each function has designated a Single Point of Contact (SPOC) to address notice issues related to that
function and each function is responsible for the notices it sends to its taxpayers.

' The purpose of the Notice Elimination NPIIT is to identify “obsolete or redundant” notices messages, merge
notices with similar messages, and identify alternate delivery channels to deliver notice messages.

™ The objective of the Taxpayer Notice Code NPIIT was to refine and revise the codes used to determine the
message inserted into notice templates and to advise taxpayers more specifically of errors made on returns.

2 The Notice Standardization NPIIT was established to develop standards for all IRS notices so that they have a
similar look and feel and use consistent language in communicating with customers.

¥ |RS, Office of Notice Gatekeeper.
*IRS Notice Support Group, Notice Improvement Contracts for 2003 and 2004.
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IRS Notice Systems and the Redesign Process

The IRS generally issues notices by using one of several systems of pre-established tem-
plates and inserting taxpayer-specific information. This information is determined by a
manual or computer analysis of tax return and payment data. The IRS sends most of its
notices from a “computer paragraph” (CP) system, which identifies the appropriate notice
from over 300 possibilities based on the analysis performed. Another system known as
Correspondex contains over 300 pre-established subject matter templates. This system
offers employees a selection of notices per topic, and within each notice a selection of
paragraphs from which the employee selects the relevant ones. These systems do not pro-
vide the flexibility to tailor notices to particular taxpayers, nor is there any established
process to adapt notices to specific taxpayers beyond what the templates have to offer.
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The redesign process established by the IRS is a collaborative effort among the four oper-
ating divisions and various notice groups and committees. However, the four operating
division commissioners are ultimately responsible for the quality of their respective
notices.” A Single Point of Contact (SPOC) within their respective organizations and a
Notice Support Group (NSG), which provides Servicewide key services for notice
improvement efforts, support the commissioners and functions. The SPOCs and the
Chief of NSG also serve on a Notice Communication Advisory (NCAG) that provides for
cross-functional decision-making and information sharing.

The SPOCs coordinate and drive notice activities within each operating division, such as
creating and modifying notices and putting measures in place to assess notice effective-
ness. When notices are identified for revision, one or more SPOCs may charter a
Dynamic Project Team (DPT) to modify the content of one or more notice(s). The DPT
assumes responsibility for the notice redesign process, which includes determining what
substantive changes are needed, soliciting input from key internal and external stakehold-
ers, and taking the necessary bureaucratic steps to request a change to IRS computer
systems and the support of the information technology organization. The process is
designed to take 17 months from beginning to end but can last substantially longer
depending on the variables of each particular notice. The IRS acknowledges that this
delay dissuades some employees from championing notice changes.

Problematic notices fall into many categories. However, this year the National Taxpayer
Advocate is focusing on two categories: (1) notices that on their face are so confusing they
would leave any rational taxpayer uncertain of why the notice was sent or how to
respond, and (2) notices which omit vital information that may impact a taxpayer’s deci-
sion to take necessary actions, such as appealing the IRS’ proposed action.

SEGTION
0 N E ' Treasury Inspector General for Tax Administration, The Clarity and Accuracy of Taxpayer Notices Are Actively

Being Improved, Reference No. 2004-40-099, 1 (May 18, 2004).
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Confusing Notices

Some notices that inform taxpayers of problems with a return do not explain the specific
problem that led to the notice. Instead, they give a variety of possibilities that leave the
taxpayer to wonder what change or action is required. For example, the IRS uses notice
CP 207 to notify businesses of its intent to impose a penalty for a taxpayer’s alleged fail-
ure to deposit payroll related taxes.® The opening paragraph provides, in part, as follows:

WE CAN'T DETERMINE IF YOU MADE YOUR FEDERAL TAX
DEPOSITS ON TIME AND IN SUFFICIENT AMOUNTS ON YOUR
FORM 94x FOR TAX PERIOD ENDING DECMEBER 31, . THE
RECORD OF FEDERAL TAX LIABILITY (ROFT) SECTION ON YOUR
FORM WAS EITHER MISSING, INCOMPLETE, UNREADABLE, OR
THE TOTAL LIABILITY ON THE RECORD OF FEDERAL TAX LIABIL-
ITY (ROFT) DIDN'T EQUAL THE TAXES SHOWN ON THE FORM.

=
(—]
-
=%
—
= en
:I‘H
=
= -
o O
=
-]

The notice later continues:

IF WE DON'T HEAR FROM YOU BY , WE'LL FIGURE
A PENALTY AND SEND YOU A BILL USING THE INFORMATION
AVAILABLE TO US.

A rational taxpayer could come to the conclusion that the IRS is sending this notice because
it does not know whether the taxpayer complied with the deposit requirements, but is
nonetheless intent on assessing a failure to deposit penalty unless the taxpayer can prove
otherwise. This notice is a very confusing communication because it gives a number of con-
flicting reasons as to why the letter is being sent, does not inform the taxpayer of what to do
or how to cure the defect, and threatens the taxpayer with a penalty for failure to act even
though the taxpayer does not know what he or she is required to do. This clearly fails the
standard set down by Congress in 1988 because the notice does not say exactly why the tax-
payer is receiving the notice and what specific action or lack of action by the taxpayer is being
addressed. Unfortunately, multiple examples of this type of notice are in use.”” This creates
an additional burden to tax compliance. At a minimum, each notice should be specific as to

% IRC § 6656 provides for the assessment of a penalty for the failure to deposit certain taxes, including income
taxes withheld from wages and taxes under the Federal Insurance Contributions Act (FICA).

* Another example of this style notice is the one used to notify taxpayers of a mismatch of income reflected on a
taxpayer’s return with certain information returns (IRS Notice CP 240). This notice also provides a variety of
possibilities giving rise to the notice, as follows:
WE MADE THIS ADJUSTMENT BECAUSE THE AMOUNTS SHOWN ON YOUR INFORMATION RETURNS
(FORM W-2, WAGE AND TAX STATEMENT; FORMS 1099-R DISTRIBUTIONS FROM PENSIONS, ANNU-
ITIES, RETIREMENT OR PROFIT SHARING PLANS, IRA, INSURANCE CONTRACTS; OR FORM W-2G,
STATEMENT FOR CERTAIN GAMBLING WINNINGS) DIDN'T MATCH THE FIGURES SHOWN ON YOUR
EMPLOYMENT TAX RETURN(S) FOR THE TAX PERIOD SHOWN ABOVE. THIS WAS EXPLAINED IN A LET-
TER WE SENT YOU EARLIER.

Again, this notice places the burden on the taxpayer to ferret out the specific alleged error to which the IRS is

alluding and to which the taxpayer must respond.
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what information is needed so taxpayers can review their records to determine whether they
agree or disagree with IRS’ findings, without further contact with the IRS.

It is worth noting here that the National Taxpayer Advocate has identified problems with
Federal Tax Deposit (FTD) penalties, including erroneous assessments, as a serious prob-
lem affecting business taxpayers.® FTD penalties are often abated because of erroneous
assessments.” A system that suffers a high error rate in the assessment of penalties, cou-
pled with a notice system which places the burden on the taxpayer to figure out why a
penalty has been assessed, results in ineffective and inefficient tax administration. The
notice should state exactly why the IRS is proposing to assess the penalty and not shift
the burden onto the taxpayer of ferreting out the reason.
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As indicated above, the modern IRS notice redesign process utilizes SPOCs, NPI1ITs, the
NCAG and DPTs to redesign confusing notices. This redesign process relies in part on
training material provided by outside vendors which provides ways to think about notices
and their structure. Much of the redesign training material emphasizes visual techniques
that will make the notice easier to read, such as the use of bold fonts, subheadings and
simple non-technical terms.

While notices that have been subject to redesign are often more readable than their prede-
cessors, they still can be confusing. The redesigned notice that informs taxpayers of either
a balance due or an overpayment (CP21C) now reads as follows:

We Changed Your Account

We will explain why you received this notice, how we changed your account,
how this change affects you, and actions you may wish to lake.

Why You Received This Notice
We changed your 2002 account to correct your account information.

How We Changed Your Account
We changed your account as follows:

Account balance before this change $
Increase in tax because of this change $
Interest charged $
Amount you now owe None
SECTION '8 National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003) 200.
'® Approximately 23 percent of the failure to deposit penalties assessed under this system are later abated, includ-
0 NE ing abatements for reasonable cause. IRS Data Book 2002, Table 26, 33.
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The redesigned CP21C may be easier to read in its use of bold fonts, subheadings and
non-technical language, but again it fails to accomplish the most important task of all:
telling the taxpayer why the account was changed. It is important to reiterate that
Congress’ primary concern in 1988 was that taxpayers should understand the why of IRS
notices.®® An IRS sponsored study confirms that the most important questions a taxpayer
has about a notice are: (i) why am I receiving this notice and (ii) what am I supposed to dos™*
When taxpayers understand the w/y of a notice, they have a better chance of verifying
what the IRS has done and will be more likely to comply with the notice.”* A taxpayer
receiving a CP21C will only be confused because it does not explain why the IRS took
the action. Such confusion will inevitably lead to otherwise avoidable additional contacts
between the taxpayer and the IRS.
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Confusion from IRS communications can also result in taxpayers not taking advantage of
their rights under the law. This was evident in a research study on taxpayers who were
denied the earned income tax credit (EITC) and who sought audit reconsideration from
the IRS Exam function.® This study sought to compare audit outcomes of those taxpay-
ers who had TAS assistance and those who did not in hopes of identifying ways of
improving the accuracy and effectiveness of the audit reconsideration process.” One part
of the study concluded that two hundred sixty two taxpayers (42 percent of the sample)
were denied the EITC because of late responses or no responses to IRS EITC notices.”
However, approximately 43 percent of this group (113 out of 262 taxpayers) had favorable
outcomes from the audit reconsideration process, which is about the same as the favor-
able outcome rate for all taxpayers in the sample.® The study demonstrates that when the
IRS does not communicate clearly taxpayers may not understand their rights and, there-
fore, may inadvertently give up those rights.

Notices that Omit Vital Information

The notices described in this section are those which (while they also may be confusing)
omit so much vital information as to be misleading.” Two examples of this problem are
the letter sent to taxpayers when the IRS determines that different taxpayers filed returns
using the same Social Security Number (Letter 239SC) and the letter to individuals whom

%" H. Conf. Rept. 100-1104, at 219 (1988).
*! Kleimann Communication Group, Voice of the American Taxpayer (June 28, 2002), 21.
22

1d.

* Taxpayer Advocate Service Office of Systemic Advocacy, Earned Income Tax Credit Audit Reconsideration Study, 4
(December 2004). This study was conducted in conjunction with the IRS Office of Reporting Compliance
Examination.

ZAId
Zsld.
Zs]d.

% The CP21C, described earlier, also omitted the why portion of the notice, and therefore, it could also be con-
sidered a notice that omitted vital information. However, the notices in this section omit so much information
as to be misleading, possibly causing a taxpayer not to exercise a meaningful right under the law.
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the IRS believes are “responsible persons” under IRC § 6672 for failing to remit certain
payroll taxes and withheld income taxes (Letter 1153).

Letter 239SC

Elsewhere in this report, the National Taxpayer Advocate identifies inconsistent IRS cam-
pus procedures for resolving stolen identities as a significant problem for taxpayers.”® Five
hundred thousand to seven hundred thousand people in the United States are victims of
identity theft every year.® They must often endure the hardship of trying to restore their
identities on the databases of creditors, credit reporting agencies, and federal, state and
local governments. Employment is one motive for stealing Social Security numbers
(SSNs), since the absence of a SSN is a barrier to working in this country.* When the
IRS finds that more than one tax return has been filed utilizing the same social security
number but cannot determine to whom that number rightfully belongs, it sends Letter
239SC, together with a form requesting five pieces of information, to all taxpayers utiliz-
ing the number.®** The consequences of the taxpayer’s response to this notice are dramatic
because if the IRS cannot determine to whom the SSN belongs, it will utilize its “scram-
bled SSN” procedures whereby it denies use of the SSN on tax returns to all taxpayers
and assigns them temporary numbers. The rightful owner can lose the tax use of his or
her SSN for years as the IRS and Social Security Administration try to resolve the prob-
lem. If the taxpayer does not aggressively respond to Letter 239SC and provide as much
back-up information as possible, the taxpayer could be denied tax use of his or her SSN.
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Unfortunately, Letter 239SC provides none of this information and does not alert the tax-
payer to the seriousness of the dilemma. Letter 239SC states:

A return or document you filed with us shows the above social security num-
ber. The social security number is on our records for another taxpayer. We
would appreciate your help in determining the correct name for this number.

Please complete the enclosed Form SS-5 and section below, and return them
to us. An envelope is provided for your convenience. The copy of this letter
is for your records.

Please let us hear from you as soon as possible. We will forward your Form
SS-5 to the Social Security Administration. They will tell us your correct
number and let you know what number to use in the future. You should

% See this report, Most Serious Problem, Inconsistent Campus Procedures, supra.

% Hearing Before the Senate Special Committee on Aging, Identity Thefi: The Nation's Fastest Growing Crime Wawve
Hits Seniors, 107th Cong. 2nd Sess, (2002) (opening statement of Chairman John Breaux), at http://aging.sen-
ate.gov/events (hearing publication unavailable as of Oct. 2002).

% IRC § 6109(d).

SECTION
*! The information form asks for the taxpayer’s name, any other names used by the taxpayer, Social Security
Number (if different from the SSN provided to the IRS), whether the taxpayer filed an amended return and if
so when the return was filed. IRS Letter 239SC.
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continue to use the number shown on your card unless you are notified to
use a different one.

TAS case advocates work many stolen identity cases where tax examiners on the campuses
scramble the SSN of the rightful owner, although information to validate the use of the
SSN may be readily available from IRS sources such as Integrated Data Retrieval System
(IDRS).* Taxpayers need to be told what will happen if the IRS cannot determine the
correct SSN owner. With this information, taxpayers will be more vigilant in helping the
IRS to substantiate their valid use of SSNs. The IRS creates problems for itself and the
taxpayer by not providing complete information in notices.
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Letter 1153

TAS has also received many cases involving officers of businesses who have been assessed
personal liability under IRC 8 6672 for the trust fund portion of payroll taxes and income
tax withholding that was never remitted to the IRS.* Often, these individuals do not
understand the basis of the action, because this area of the law is confusing to both tax-
payers and practitioners. In general, IRC § 6672 imposes personal liability on employees
and officers of a business who fail to collect, truthfully account for, and pay over with-
holding taxes to the IRS.*

In a typical situation, a struggling business that has fallen behind in its bills pays other
creditors before the IRS to assure a continued supply of needed goods and services. The
responsible individuals may hope that by the time the IRS inquires about the tax, the
business will have turned around and be able to satisfy the liability.® The analysis into
personal responsibility is heavily fact intensive, and unlike other areas of tax law is
dependent on how the enterprise was run on a day-to-day basis. No one factor is defini-
tive, but the primary factors in determining responsibility are the control of funds;
authority to sign or co-sign checks; actual instances of signing checks; authority to deter-
mine which creditors to pay; status as officer, director or shareholder; management of the
day-to-day business; authority to hire and fire; and authority to borrow money.* In other
words, there are many defenses to the IRC § 6672 penalty.”

*2 In June of 2004, TAS began tracking stolen identify cases on the Taxpayer Advocate Management and
Information System (TAMIS) with a Primary Core Issue Code of 425 and reflects 346 stolen identity cases for
FY 2003 from June of 2004 to October 1, 2004.

* FY 2004 Taxpayer Advocate Management Information System (TAMIS) receipts reflect 730 Trust Fund Penalty
Recovery Cases (Primary Core Issue Code 550).

% IRC § 6672.
% CCH Standard and Federal Tax Reporter, 1139780, p. 64,430 (2004).

% Harris v. U.S., 175 F.3d 1318, 1321 (11th Cir. 1999) (holding that jury could find corporate officer with check
signing authority and the power to decide on corporate disbursements as being a responsible person); see also
CCH Standard and Federal Tax Reporter, 139780, p. 64,431 (2004).

¥ Harry Charles, Winning the Trust Fund Recovery Penalty Case in IRS Appeals, 14 No. 2 Prac. Tax Law 19 (2000);
Jerome Borison and Steven R. Anderson, When the IRS Wants Your Client to Pay Trust Fund Taxes, 26 Colo. Law.
105 (1997).
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Despite the fact that trust fund cases are heavily fact intensive depending on the authority
of the employee, Letter 1153, which the IRS sends to the employees and officers to assess
personal responsibility, provides no detail about the actual powers and control which the
IRS alleges the individual possessed, nor any of the findings of the revenue officer con-
ducting the investigation. Taxpayers assessed this penalty often tell TAS case advocates
they did not understand the implications of Letter 1153 and therefore did not make use
of appeal procedures.® Again, Letter 1153 does not explain the w#y of the situation. The
letter is doubly deficient because it does not tell why the IRS is proposing the penalty nor
does it tell why it is important for the taxpayer to respond and request an appeal that may
be their only opportunity for a pre-payment review.

(-]
—J
ew
bl
s
i |
-
A
e =
eﬂ-
=

The IRS Should Explain “Why” and “What Next”

In spite of its substantial notice redesign efforts, the IRS has not revised some of its most
confusing notices, which often fail to explain the basis for the IRS’ action or advise the
taxpayer of his or her required “next steps.” However, the IRS has demonstrated that it
can effectively provide taxpayers this type of information when it involves taxpayers and
other external stakeholders in the notice redesign process. The most recent EITC certifica-
tion notices are examples of notices that effectively explain what the next steps are for
taxpayer.* These notices have been carefully designed with subheadings such as “Why
We're Sending You This Letter,” “What You Need to Do,” and “Follow these Steps,” followed by
simple and concise explanations of what is expected of the taxpayer.”

Too often, when the IRS does redesign a notice, it is more readable but provides little
additional information. One possible cause for this failure is that the notice redesign
effort has simply not focused sufficiently on providing the why to the taxpayer or what
steps the taxpayer should take in responding to the notice. Explaining why and “next
steps” to taxpayers involves more than just redesigning the way notices look. It involves a
commitment to improve IRS notice systems so that notices provide taxpayers detailed
information about their accounts.

One possible solution to the notice dilemma may lie in the example of the Notice of
Deficiency, Letter 531. As described above, IRC § 7522 was enacted because of the poor
quality of these notices and requires that they maintain a certain level of clarity. While

% Failing to respond to Letter 1153 waives all appeal rights on the personal responsibility determination, includ-
ing the right to argue this issue in a subsequent collection due process hearing. Pelliccio v. U.S., 253 F.Supp.2d
258 (D. Conn. 2003).

* A cross-functional team comprised of various interests inside and outside the IRS worked to design and
redesign EITC certification notices. Within the IRS, these participants included W&I Field Compliance,
Computer Assisted Review of Error Resolution System (CARE), IRS Forms and Publications personnel,
SPOC:s, EITC specialists and TAS. Externally, the certification forms were vetted extensively with external
stakeholder groups at various stages to ensure external partners had ongoing involvement in modifying the
SECTION process. Additionally, the IRS sought public comment during the design process. See IRS First Early
Certification Notices (CP84A) and IRS Final Reminder (CP84D).

0 NE “0 See IRS Early Certification Notices (CP84A) and IRS Final Reminder (CP84D).
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the statute specifically provides that the notice will not become void simply because of a
lack of clarity, courts have held that a lack of clarity can shift the burden of proof away
from the taxpayer.”" Many cases have been litigated over the quality of IRS notices.”” The
net result of IRC 8 7522 and the subsequent redesign efforts has been that the modern
Notice of Deficiency is a clearer document, which provides a detailed revenue agent’s
report with an explanation of specific items the IRS proposes to change. The Notice of
Deficiency serves as one model for redesign efforts.® Unfortunately, it took an act of
Congress to bring about these changes. Unless the IRS makes answering why a priority in
all IRS notices, IRC § 7522 may need to be expanded to cover additional notices.
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IRS COMMENTS

The Taxpayer Advocate Service recognized some of the progress made to date by the IRS
to improve notices and letters sent to taxpayers. The Treasury Inspector General for Tax
Administration recognized some of the same progress in its May 2004 report 7he Clarity
and Accuracy of Notices. In July 2001, the IRS Commissioner’s Tax Administration
Council approved the new notice governance structure. Simplifying and improving the
clarity of notices and other communications to taxpayers is one of the top priorities in
the IRS. In addition to notice simplification efforts, the IRS has developed notice strate-
gies that include:

Training employees to write to taxpayers in plain language;

Testing simplified notices to determine whether they will meet customers’ needs
before placing them in production,

Measuring the effectiveness of simplified notices,
Incorporating tax practitioner and taxpayer input into the notice change process,

Standardizing notice language and layout, and

* & o o

Developing tools that support and facilitate the Dynamic Project teams.

In General

Since October 2000, the IRS has redesigned and placed into production approximately 45
notices that have a combined annual volume of more than 38 million. We have devel-

! Shea v. Comm’r, 112 T.C. 183 (1999) (holding that failure to specifically allege matters in notice of deficiency
shifts burden to IRS).

“2 For example, see Scar v. Comm’r, 814 F.2d 1363 (9th Cir. 1987) (holding that IRS failed to prove that the IRS
had determined a deficiency where notice of deficiency contained incorrect amounts of tax owed and refer-
enced partnership to which taxpayers did not belong); Shea v. Comm’r, 112 T.C. 183 (1999) (holding that
failure to specifically allege matters in notice of deficiency shifts burden to IRS); Pietanza v. Comm’r, 92 T.C.
729 (1989) (holding confusing and inconsistent statements by IRS to taxpayers overcame any presumption
which might ordinarily operate in favor of the IRS); and Rochelle v. Comm’r, 116 T.C. 356 (2001) (holding
notice of deficiency was valid even though it omitted due date for taxpayer’s petition).

4 As described above, another model could be the Notice 84 series used for the Earned Income Tax Credit
(EITC) Recertification program.
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oped a process for prioritizing the simplification of notices that are sent to individual tax-
payers. This process applies weighted criteria linked to the IRS’ three balanced measures
to determine the order of priority. Two external stakeholder groups provided input to the
IRS during the prioritization process. The IRS plans to continue this effort for notices
sent to businesses.

The IRS also developed and issued the first customer satisfaction surveys to taxpayers who
received one of 13 different notices. The IRS designed the survey to assist in determining
the effectiveness of the redesigned taxpayer notices. More than 7,500 taxpayers responded
to the survey — a 33 percent response rate. Results from the survey demonstrated that, for
the most part, taxpayers could understand the notices and could take the appropriate
action requested but also identified areas that need further improvement.
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Examples of recent positive changes in notices include substantial revisions to the 13
math error and adjustment notices — combined annual volume 13 million - that inform
taxpayers about changes the IRS made to their account. Another early effort included a
redesign of the LT-11, Collection Due Process Notice — annual volume 1.2 million. In
July 2004, the IRS started issuing the re-engineered CP 71 series notices — Reminder of
Balance Due — annual volume 6 million. The TAS SPOC representative had identified
these notices as problematic for taxpayers. A major design effort is also underway to sig-
nificantly improve the CP 2000 notice - We’re Proposing Changes to Your Tax Return —
annual volume 2.3 million - issued to taxpayers who have under-reported income on their
tax return. The revised notice is scheduled for production in December 2004. The revised
CP 2000 represents a significant effort to improve dramatically the notice to enhance tax-
payer understanding of why they received the notice. We conducted numerous tests,
focus groups, and discussions with many tax professionals during the development
process, and included many of the comments received in the final product.

The IRS has five more notices scheduled for February 2005 production, which will
increase the annual volume of simplified notices to 44M — approximately 40 percent of
the total volume issued in a calendar year. Two of these notices relate to eligibility for the
Earned Income Tax Credit, a continuing problem area for taxpayers, and another focuses
on educating taxpayers about potential eligibility for the Additional Child Tax Credit.

The TAS report describes the new process put into place to re-engineer notices. Under the
new structure, teams of IRS employees with subject matter expertise form a Dynamic
Project Team (DPT) to analyze the current notice, determine the requirements for the
notice with all internal and external stakeholders, and then re-engineer the notice. Part of
the training we give these teams stresses the importance of customizing the notice to an
individual taxpayer’s situation and providing a clear reason for the notice. Although our
computer systems have certain limitations, we have been very successful in implementing

SECTION most recommended changes.
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A recent DPT effort is in the final stages of delivering five re-engineered collection
notices, including the CP 504 — Intent to Levy Notice — annual volume 6.4 million. The
IRS has also established two teams that have just started work on the collection install-
ment agreement notices, and the Automated Substitute for Return program’s statutory
notice of deficiency — combined annual volume 22 million. The Taxpayer Advocacy
Panel (TAP) area groups validated that the CP 521 Installment Agreement Reminder
notice is one notice needing improvement and provided recommendations for improving
the notice.
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Other teams will review notices issued when the taxpayer makes estimated tax payments and
the IRS finds a discrepancy in the amount paid by the taxpayer — annual volume 1.9 million.

The IRS welcomes any additional specific data-driven analysis and information the TAS
organization can provide on problematic notices. As we plan our future simplification
efforts we will consider the notices identified in the report and the information you pro-
vided about them. The TAS organization has a SPOC who has been part of the Notice
Communication Advisory Group and can, in the future, assist the IRS in identifying
notices that cause taxpayers problems.

Abating Federal Tax Deposit Penalties

The IRS does not agree with the information reported on page 167 of the TAS report that
attributes the abatement of Federal Tax Deposit (FTD) penalties to IRS errors and unclear
notices. We believe it is important to note that the IRS often abates penalties for reason-
able cause, even when the taxpayer has not made the proper Federal Tax Deposits.

CP 21C - Adjustment Notices

The NTA identified that the CP 21C adjustment notices do not always contain sufficient
information to explain the reason for the adjustment. Recently changes were made to the
system that generates the reasons for the notices. This will allow IRS employees to select
paragraphs for inclusion in the notice that will provide more specific reasons for the
adjustment. From results of an IRS survey conducted on the CP 21C in 2003 and 2004,
more than 94 percent of the taxpayers who completed a survey understood why the IRS
sent the notice and made an adjustment to the account.

239C letter - Two or more taxpayers using the same SSN
A Dynamic Project Team will review and revise the entire 239C letter.

EITC Letters

The IRS is committed to improving correspondence examination notices, including those
containing EITC issues. Examination issues, especially those involving EITC are among
the most complex issues facing taxpayers. During FY 2004, a multi-functional Notice
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Reengineering Team, with Taxpayer Advocate Service representation, redesigned the initial
contact letter, Letter 566B-EZ. The NTA's 2003 Annual Report refers to this letter as the
Combination Letter in Most Serious Problem, Topic #6. The team streamlined the cur-
rent four-step process to provide taxpayers more information earlier in the process and an
earlier opportunity to resolve the problem. The team created a new contact letter (CP75)
that addresses the concerns raised by the NTA in 2003. New CP 75, and the streamlined
process is a major step forward in effectively communicating the examination and appeal
processes and the steps taxpayers must take to exercise their rights under the law. The new
CP 75 includes the following:
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¢ A main heading definitively notifying the taxpayer of examination

Explanations that include Why We’re Reviewing Your Return ; What You Need
to Do Now; What We’ll Do Once We Hear from You; What Happens If You
Don’t Reply; and How to Get Help.

¢ A table, “Follow These Steps,” that summarizes what needs to be done.

Direction to call the IRS toll-free number if the taxpayer cannot get the informa-
tion within the 30 days.

Letter 1153

The TAS report equates the TAS inventory of IRC 86672 cases with failures in the Letter
1153. The discussion of Letter 1153 considers that letter in isolation when, in fact, it is
only one letter in a process that requires interaction and investigation. During this investi-
gation process, revenue officers explain the process and advise taxpayers that the proposed
assessment will follow if the IRS determines the taxpayer to be responsible. If the taxpayer
disagrees with the determination, the letter provides two choices to resolve the situation
informally, by providing additional information to the revenue officer within 10 days, or
formally, with a written appeal to protest the proposed action. Letter 1153 describes the
items that should be included in the written appeal and the timeframe for submitting the
appeal request.

TAXPAYER ADVOGCATE SERVICE COMMENTS

The IRS has made significant strides in improving the clarity of notices issued to taxpayers and con-
tinues to take positive steps, such as incorporating external input into the notice change process, testing
simplified notices to assess if they meet customer needs and standardizing the langnage and layont of
notices. However, the National Taxpayer Advocate remains concerned about the lack of clarity in
millions of notices the IRS sends to taxpayers annually. The continued failure to communicate effec-
tively through notices caunses undue taxpayer burden, IRS re-work, and frustration with the tax
system. This impact is all the more significant as the IRS increasingly communicates with taxpayers

SECTION

176 MOST SERIOUS PROBLEMS EnCOUNTERED BY TAXPAYERS




MOST SERIOUS PROBLEM: LACK OF NOTICE CLARITY TOPIC C-11

through notices as opposed to face-to-face or by telephone.* TAS is concerned with both the methodol-
0gy the IRS uses to select notices for redesign as well as the emphasis in the redesign process.

With respect to the selection of notices for the redesign process, the IRS comments indicated that it has
developed a process for prioritizing the simplification of notices, which applies weighted criteria linked
to the IRS’ three balanced measures: customer satisfaction, business results and employee satisfac-
tion.*® Balancing between these measures may not be the best way to approach notice redesign. The
IRS redesign effort needs to return to basics and reflect the common sense principle that the fundamen-
tal purpose for sending notices is to communicate with taxpayers. For the IRS to communicate more
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effectively, the notice redesign process needs to take into consideration the perspectives of taxpayers and

their representatives throughout the redesign process. Each redesigned notice needs to be subjected to a
process that involves taxpayer or representative (user) input at various stages of notice development.
Through this process, the IRS would learn about taxpayer notice expectations and be able to structure
ils notices to fit these expectations. This process could take the form of a learning lab which could test
how different groups of taxpayers actually interact with notices — i.e., Where do they get stumped?
How many times must they read something before they understand?

Some notices are confusing on their face and ought not to be used. We have provided an example of
one style of IRS notice (CP 207) that informs the taxpayer that be or she may have done something
wrong, provides the taxpayer a menu of possibilities, and informs the taxpayer that in order to avoid
penallties the taxpayer must prove that be or she did not take any of the actions listed in the menu.
Other communications are of such importance, that they must contain detailed case-specific informa-
tion as to how the IRS arrived at its conclusions. We referenced Letter 1153 (proposing to assess
personal liability in employer trust fund cases) in this category, and we provided the number of TAS
cases pertaining to trust fund recovery assessments. TAS does not equate its trust fund case inventory
to failures with Letter 1153. Rather, we referenced these cases as illustrative of a particular area of the
law where taxpayers do not understand the investigative process or its implications. The trust fund
investigatory process, for the most part, takes place outside the presence of the potential responsible per-
son, and unless the responsible person files an appeal, be or she may not be informed as to the IRS’
Jactual conclusions that support the proposed responsible person determination. For this reason, Letter
1153 needs to contain case-specific information. This taxpayer-oriented analysis is vital for effective
notice design.

In the IRS’ comments, it indicates that it has improved 13 math error notices. The National
Taxpayer Advocate has paid particular attention to math error notices for a number of reasons.”
Math error procedures differ from deficiency procedures in that the IRS can summarily assess the tax

“ See Taxpayer Access — Face-to Face Interaction and Taxpayer Access — Remote Interaction, supra.

“* The balanced measures system was adopted as part of the IRS reorganization effort and utilizes three criteria:
customer satisfaction, business results and employee satisfaction. IRM 1.5.1.5.

“ For a detailed discussion of this issue, see the National Taxpayer Advocate’s 2002 Annual Report to Congress,
Most Serious Problem, Math Error Authority, 25-31, and Key Legislative Recommendation Math Error
Authority, 185-197.
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in the case of a math or clerical error.” If the taxpayer does not respond to the IRS within 60 days of
the notice to request abatement, the taxpayer loses the ability to appeal the IRS’ decision in court.”®
Thus, poorly drafied math error notices can confuse taxpayers and can also cause a taxpayer (o fail to
exercise his or her appeal rights. Additionally, when Congress expanded the IRS’ math anthority in
1976, both the House Committee on Ways and Means and Senate Finance Committee explicitly
noted their the expectation that IRS math error notices would include line-by-line explanations to the
taxpayer of the math error.*® We note that some of the revised math error notices lack the specificity
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that Congress intended.
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The IRS can, in fact, design extremely clear and taxpayer-friendly notices. Several EITC notices are

examples of how notices should be developed, tested, and designed. The Wage and Investment
Daivision (Werl), Small Business/ Self-Employed Division (SB/SE), Taxpayer Advocate Services,
and the Office of Appeals worked in a cooperative effort on an EITC Notice Redesign Team to
improve EITC notices in the EITC Examination process. TAS was particularly concerned about a
1999 IRS initiative to combine two notices, i.e. the “30-day” notice and the initial contact letter,
into a single notice (the Combo Letter).”* The 30-day notice gives the taxpayer 30 days to request an
appeal within the IRS. Since the taxpayer has not yet responded to the IR S request for information,
it would be premature for the taxpayer to request an appeal, yet the Combo Letter could force the tax-
payer to either take a premature appeal or lose his or her appeal rights. The IRS took the
commendable step of eliminating the Combo Letter from the EITC Examination process, effective for
the 2005 filing season. However, the National Taxpayer Advocate repeats her recommendation that
the Combo Letter be eliminated from other IR S correspondence examination procedures.

RECOMMENDATIONS

The National Taxpayer Advocate makes the following recommendations to improve notice clarity:

& Establish a notice improvement learning lab through which the IRS can work directly with
taxpayers and understand their perceptions and expectations at the time that notices are
redesigned, thereby enabling the IRS to identify which parts of notices are confusing to tax-
payers.

& Expand avenues for taxpayers and their representatives to comment on the quality of specific
notices, to include the dedication of a portal on the IRS Internet site on which taxpayers can
describe confusing notices and provide timely reports of complaints to IRS teams working on
nolice issues.

“" The correction to a math or clerical error is assessed immediately and the taxpayer has 60 days within which to
request abatement. If the taxpayer requests abatement, the IRS must follow deficiency procedures, which pro-
vide the taxpayer with the opportunity to litigate the matter in the Tax Court. IRC § 6213(b).

*®IRC § 6213(b).
* Tax Reform Act of 1976, Pub. L. No. 94-455, S. Rep. 94-938(1), 376; H. Rep. 94-658, 291.
%% In the 2003 Annual Report to Congress, the National Taxpayer Advocate listed Combo Letter as a Most Serious

SECTION Problem affecting taxpayers. National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-
2003), 87; see also National Taxpayer Advocate, Fiscal Year 2005 Objectives Report to Congress, Publication 4054
(Rev. 06-2004) 26.
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& Expand the criteria for determining which notices to redesign to include: (1) number of tax-
payers affected, (2) impact on taxpayer compliance, (3) impact on taxpayer rights, (4) impact
on taxpayer burden if implemented, (5) impact on other IRS operations downstream; (6)
error rates on notices, and (7) costs to implement the proposal.

& Eliminate notice formats which on their face fail to describe in detail why the IRS is issuing
the notice.

& Research the downstream consequences to the IRS and taxpayers of confusing and poorly
drafted notices.
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& Enbance specificity in math error notices to conform to Congressional intent that math error
notices provide sufficient detail and clarity so that taxpayers are able to determine precisely
what items were changed, and why.

& Eliminate the use of the Combo Letter in all correspondence andits.
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PROBLEM
TOPIC C-12

MOST SERIOUS PROBLEM: ERRONEOUS AND
MISCALCULATED COLLECTION STATUTE EXPIRATION DATES

RESPONSIBLE OFFICIALS

Henry O. Lamar, Jr., Commissioner, Wage and Investment Division
Kevin M. Brown, Commissioner, Small Business/Self-Employed Division

DEFINITION OF THE PROBLEM

The IRS is miscalculating collection statute expiration dates on certain taxpayer accounts.
The collection statute expiration date (CSED) (pronounced within the IRS as “see-said”)
represents the date beyond which the taxpayer is no longer obligated on a tax debt and
the IRS must cease its collection efforts.*

Miscalculations of CSEDs can negatively affect a taxpayer when the CSED on a particu-
lar tax erroneously appears on the IRS computer systems as being within the statute of
limitations period, resulting in continued IRS collection activity, when in fact the statuto-
ry period for collections has expired. An incorrectly calculated CSED can also negatively
impact the IRS when the CSED is miscalculated to reflect that the statute of limitations
period has expired when in fact the debt is still collectible.

After TAS case advocates noted a large number of incorrect CSEDs on taxpayer accounts,
the National Taxpayer Advocate raised the issue of systemic problems in the calculation
of CSEDs with the appropriate IRS officials. With the cooperation of the IRS, a task
force was established to identify and correct miscalculated CSEDs as well as identify and
propose solutions to the systemic causes for the miscalculations. Although only a partial
review of taxpayer accounts has been conducted to date, the task force has identified
thousands of taxpayers with incorrect CSEDs.

Incorrect CSEDs have resulted from two closely related circumstances: first, the failure of
IRS systems and training to keep pace with changes in the laws that affect the calculation
of CSEDs; and second, inconsistent interpretations of the law as to what the correct
CSED should be under certain circumstances. The circumstances resulting in incorrect
CSEDs will be set out below in greater detail, along with actual examples of TAS cases
involving CSED miscalculations.

ANALYSIS OF CSED PROBLEMS

CSEDs Generally

The Internal Revenue Code allows the IRS 10 years from the assessment date of the tax to
collect assessed but unpaid tax.”> This date is known within the IRS as the “CSED.”
CSEDs are computed by two methods: automatically by IRS computer systems and in

! IRC § 6502(a)(1).
I
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MISCALCULATED COLLECTION STATUTE EXPIRATION DATES

certain circumstances, manually by IRS personnel.® Establishing the CSED initially is not
difficult because the IRS computer systems simply calculate 10 years from the assessment
date. However, the task of computing a CSED is complicated somewhat by intervening
changes in the law and by the different factual circumstances of taxpayers that affect the
calculation of CSEDs.

The Internal Revenue Code provides for a suspension in the running of the 10-year col-
lection statute of limitations period upon the occurrence of certain events to compensate
for the fact that the IRS must suspend collection actions during these periods. These
events include the following actions taken by a taxpayer:
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Filing of bankruptcy petition;*
Submission of an Offer in Compromise (OIC);®

Request for Collection Due Process hearing (CDP) or seeking judicial review of the
results of a CDP hearing;®

Seeking protection from a joint income tax liability;” and

Requesting an installment agreement or filing an appeal on the rejection of an
installment agreement.?

These events, which can occur in isolation or in combination with one another (e.g. an
offer in compromise can be submitted in conjunction with a CDP hearing), require a
change to the original CSED on the IRS Individual Master File (IMF) or IRS Business
Master File (BMF), depending on whether the taxpayer is an individual or a business,
respectively. Changes to the tax laws have created an additional layer of complexity onto
CSED calculations.

Changes to Laws Relating to CSEDs:

Internal Revenue Service Restructuring and Reform Act of 1998

The IRS uses a tax collection waiver form (Form 900) to extend the CSED on delinquent
tax accounts beyond the 10 years allowable by law for tax collection. These waivers could
be secured on any account at any time during the life of an open CSED, if it was deter-
mined that a waiver was necessary to protect the government’s interest. \Waivers were
most often secured with installment agreements where full payment of the account would
extend beyond the ten year statute.® Waivers were also secured when an account was

w

IRM 25.6.9.3. (1-1-03).

IRC § 6503(h).

IRC §§ 6331(i)(5) and 6331(K)(1).
IRC § 6330(e)(1); IRC § 6320)e)(1).
IRC § 6015(¢)(2

IRC § 6331(K)(2).

An Installment Agreement is a type of collection alternative which allows the taxpayer to pay the tax liability
in installments over a period of years. IRM 5.19.1.5.4.1.
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being reported “currently not collectible” (CNC) for the sole purpose of protecting the
IRS’ time to collect the balance due. Prior to the IRS Restructuring and Reform Act of
1998 (RRA 98), there was no statutory or regulatory limit as to how far the 10 year collec-
tion statute of limitations period could be extended. There are documented cases within
TAS where IRS collection personnel secured waivers for many years beyond the 10 year
limit, some extending an account to the year 2050.

In 1998, Congress imposed restrictions precluding the IRS from requesting a taxpayer to
sign a waiver form (IRS Form 900) unless the waiver was sought either in conjunction
with an installment agreement or in conjunction with a release of a levy.”® Thus, the IRS
could no longer demand waivers as a condition of an offer in compromise (OIC).** In
the case of waivers secured in conjunction with an OIC before December 31, 1999, RRA
98 § 3461(c)(2) provided that any such waiver would expire on the later of the expiration
of the 10 year collection statute of limitations period or December 31, 2002.
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These provisions invalidated some CSEDs that were extended beyond December 31,
2002. For example, assume a taxpayer had an unpaid tax debt with a CSED of December
30, 2000, and that on September 30, 1995, the taxpayer submitted an OIC, which the IRS
accepted on September 30, 1998. In conjunction with the OIC, the taxpayer was
required to consent to a suspension of the CSED for the period during which the offer
was pending, plus one year (an extension of four years in this example). The taxpayer
subsequently defaulted on the payment obligations under the OIC. Prior to RRA 98, the
correct CSED would have been December 30, 2004. The change in the law brought about
by RRA 98 § 3461(c)(2) meant that the waiver expired on December 31, 2002, and the
IRS no longer had the additional period to collect the tax.*

RRA 98 brought another change in the law which affected the calculation of CSEDs in
conjunction with offers in compromise. Prior to RRA 98, the Form 656, Offer In
Compromise, contained a provision that required a taxpayer to waive the statute of limita-
tions period for the time the offer was under consideration by the IRS, plus an additional

% Internal Revenue Service Restructuring and Reform Act of 1998, Pub. L. No. 105-206, § 3401, 112 Stat. 685
(now codified as IRC § 6502(a)).

! Another provision of RRA 98 suspended the collection statute of limitations period while an OIC was pend-
ing plus an additional 30 days. As a result of a change in the law, it was no longer necessary for the IRS to
request a waiver in conjunction with the submission of an OIC. The IRS can still demand waivers from tax-
payers in conjunction with installment agreements, however, the IRS has established an internal policy that it
will not extend waivers for more than five years plus one beyond the CSED. IRM 25.6.18.2.; see also National
Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 107.

2 Internal Revenue Service Restructuring and Reform Act of 1998, Pub. L. No. 105-206, § 3461(c)(2), 112 Stat.
685 provides as follows:
If, in any request to extend the period of limitations made on or before December 31, 1999, a taxpayer
agreed to extend such period beyond the 10 year period referred to in section 6502(a) of the Internal
Revenue Code of 1986, such extension shall expire on the latest of —
(A) the last day of such 10-year period;
SECTION (B) December 31, 2002; or
(

B
C) in the case of an extension in connection with an installment agreement, the 90th day after the
end of such period of such extension.
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year.® In other words, prior to 1998, the statute of limitations period was suspended for
the period during which the offer was considered and extended for an additional year
after the determination was made on the offer. Effective January 1, 2000, RRA 98 § 3462
provided that the collection statute of limitations period was suspended for the time that
the offer is being considered by the IRS, plus an additional 30 days.** RRA 98 thus
reduced the period for which the CSED was extended from one year to 30 days for offers-
in-compromise submitted or pending on January 1, 2000.*
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Community Renewal Tax Relief Act of 2000 and the Job Creation and
Worker Assistance Act

After RRA 98, the collection statute of limitations period on a tax liability would be sus-
pended pursuant to IRC 8§ 6331(i) while offers-in-compromise or installment agreements
were pending approval of the IRS. However, the Community Renewal Tax Relief Act of
2000 (CRTRA) modified IRC § 6331(i) effective December 20, 2000, so that the statute of
limitations period was not suspended while offers for settlements were pending or in
effect.’® More recently, the Job Creation and Worker Assistance Act of 2002 amended
IRC § 6331(Kk) effective March 9, 2002, to reapply the IRC § 6331(i)(5) suspension while
offers are pending.”

INCORRECT CSEDS AFFECTED BY CHANGES IN THE LAW

TAS has uncovered numerous incorrect CSEDs where taxpayer accounts failed to reflect
the changes in the laws, many times involving taxpayers who had submitted offers in
compromise to resolve a tax liability. The Offer in Compromise (OIC) Program provides
a means by which taxpayers can settle a liability for less than the amount due.” Changes
in the law impacting the calculation of CSEDs require the IRS to update its systems and
adjust the accounts of affected taxpayers. In many cases, however, these adjustments were
not made. An example of a typical TAS CSED case is set forth below.

'3 The justification for the waiver was IRS policy of withholding collection activity while the offer was under
consideration. IRS Policy Statement P-5-97 (1959); see also Treas. Reg. § 301.7122-1(d)(2) (1960).

*IRC §§ 6331(i)(5) and 6331(k)(1).

!5 For those taxpayers who extended the CSED in conjunction with an offer-in-compromise that was submitted
and ruled on prior to January 1, 2000, the CSED expired on the later of December 31, 2002 or the original
CSED date.

' Community Renewal Tax Relief Act, P.L. 106-554 (Consolidated Appropriations Bill for 2001). For related
analysis, see Arthur H. Boelter, Representing the Bankrupt Taxpayer, 1 Rep. Bankr. Taxpayer § 5:7 (2004).

7 Although the suspension of the collections statute of limitations period was reinstated for offers-in-compro-
mise, it was not reinstated for installment agreements. Instead, the IRS secures written agreements of the
waivers in the case of installment agreements. Job Creation and Worker Assistance Act of 2002 (Pub. L. No.
107-147); see IRM 5.14.2.1 for IRS procedures related to waivers and installment agreements.

*® The administration of the Offer in compromise (OIC) program is again listed as a Most Serious Problem
affecting taxpayers. See Offers in Compromise, infra.
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Example: An employer was assessed a penalty for failure to file Forms W-2
(Wage and Tax Statement) on 9/21/92. The original 10 year collection
statute expiration date (CSED) for this assessment was 9/21/02. On
12/15/94, the employer filed an offer in compromise to settle this account.
The IRS rejected the offer on 2/26/98. In connection with the submission
of the offer, the taxpayer had signed a waiver that extended the collection
statute of limitation period for the period the offer was pending plus one
year. Thus, the IRS extended the CSED until 12/1/2006. As a result, the
account remained open and collection action continued. The statute of
limitations period should have terminated on December 31, 2002, pursuant
to RRA 98 § 3461(c)(2).
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TAS attempted to correct the CSED, but many IRS campuses (service cen-
ters) will not correct a CSED problem without an opinion from area
counsel authorizing the correction. The IRS campus in this case indicated
that it has neither the guidance nor the authority to correct an erroneous
CSED without a counsel opinion. Eventually an opinion from counsel was
obtained confirming the need for a CSED correction.

The above example illustrates a problem with IRS data systems that failed to terminate
the running of the collection statute of limitations period as of December 31, 2002 pur-
suant to RRA 98 § 3461(c)(2). The example also illustrates another problem encountered
by TAS case advocates: Even when IRS personnel agree with TAS advocates that a CSED
is incorrect, some IRS campuses require a counsel opinion to authorize the CSED correc-
tion because there is no provision in the Internal Revenue Manual (IRM) authorizing and
explaining how to correct CSEDs. The IRS needs to revise its IRM procedures to proper-
ly instruct its employees about clearly erroneous CSEDs and to grant IRS personnel the
ability to make these corrections without a counsel opinion.

Incorrect CSED calculations have also been identified on numerous accounts with install-
ment agreements and Form 900 (Tax Collection Waiver). As described above, RRA 98
limited the circumstances under which the IRS could request a taxpayer to sign a Form 900
to extend the collection statute of limitations period to instances where the waiver was
secured in conjunction with an installment agreement or in conjunction with the release of
an IRS levy.” RRA 98 also provided that extensions of the collections statute of limita-
tions period entered into before December 31, 1999, would expire on the later of 10 years
from the date of assessment or December 31, 2002.* The effect of this provision was to
invalidate waivers beyond December 31, 2002, on the accounts of many taxpayers whose
waivers were not in conjunction with installment agreements or the release of a levy.

SECTION 9 |RC § 6502(a)(2).

0 NE % The Internal Revenue Service Restructuring and Reform Act of 1998, § 3461(c)(2), Pub. L. No. 105-206.
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In determining whether a taxpayer signed a Form 900 % conjunction with an installment
agreement, IRS policy has been that if the waiver form and the installment agreement
were filed within 120 days of each other, they would be determined to be in conjunction
with one another and such accounts would not be subject to the December 31, 2002
CSED expiration.> TAS has identified cases where the IRS incorrectly determined that
Form 900 waivers were in conjunction with Installment Agreements. An example of such
as case is set forth below.
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Example: A taxpayer who had liabilities for multiple years (1988 through
1991) signed a waiver form (F-900) on 6/21/1998, extending the CSEDs on
the accounts by over 50 years to 12/31/2050. The taxpayer had not entered
into an installment agreement and did not have a levy released, and there-
fore, the waiver should have been terminated effective December 31, 2002
pursuant to RRA 98. However, the taxpayer still received delinquency
notices on the liabilities after December 31, 2002, and the taxpayer contin-
ued to make payments beyond December 31, 2002, including 18 voluntary
payments of $175 each between 1/18/2003 and 11/2/2003. Additionally,
the taxpayer’s income tax overpayment of $1,511 from his 2002 tax return
was offset against the debt that was no longer collectible. The IRS data sys-
tems did not effectively account for the changes in the law brought about
by RRA 98. TAS ultimately intervened in the case with the result that the
CSED was properly reset to 12/31/2002 and the taxpayer was refunded all
the payments made in 2003.

Incorrect CSEDs have also been uncovered in instances where taxpayers submitted
requests for installment agreements. When an installment agreement is submitted, the
running of the collections statute of limitations period must be suspended until the IRS
makes a determination on the agreement, plus an additional thirty days if the installment
agreement request is denied.” TAS has identified cases in which the IRS systems failed to
restart the running of the collections statute of limitations period thereby resulting in
incorrect CSEDs on the IRS systems. An example of a TAS case is set forth below.

Example: The IRS assessed tax on 6/19/89 based on the taxpayer’s income
tax return for calendar year 1988 resulting in a 6/19/99 CSED (10 years from
the original assessment of 6/19/89). The taxpayer was audited and an addi-
tional tax was assessed on 10/22/90 resulting in a 10/22/00 CSED for the
additional tax. This account should have two CSEDs, however, the IRS sys-
tems used the 10/22/00 CSED to control both tax assessments. When the

2! Internal Revenue Service, Payment Compliance Memorandum (July 2, 2003).
2 |IRC § 6331(Kk)(3).
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taxpayer requested an installment agreement on 2/29/00, the IRS made an
indication on the taxpayer’s account so that collection action would cease.
The taxpayer’s account was never marked to indicate an ultimate determina-
tion on the taxpayer’s request for an installment agreement. Because the
disposition of the taxpayer’s request was not indicated on the taxpayer’s
account, the IRS systems did not reflect that the running of the collection of
statute of limitations period had resumed. As a consequence, the IRS con-
tinued taking collection actions against the taxpayer, including offsetting
against a refund that was due the taxpayer in 2004. TAS was eventually suc-
cessful in having the taxpayer’s account properly marked to show an
installment agreement was denied to the taxpayer and that the IRS data sys-
tems should have reflected that the statute of limitations period had begun
running again and that the CSEDs for both assessments had expired.
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The above example also demonstrates that the IRS has a problem tracking multiple CSEDs
for the same tax period. In the example, the taxpayer had one CSED for the self-assessed
tax as shown on the taxpayer’s return and another CSED for the additional tax assessed as
a result of the IRS audit. However, IRS systems are unable to account for the fact that
there are two CSEDs for the same tax period, and the IRS utilizes the latest of the differ-
ent CSEDs to control the account, even though this could result in collection activity on
an account where the statute of limitations has expired for part of the tax liability.

Incorrect CSED calculations also were identified in other situations where IRS procedures
cannot or will not take into consideration changes in the relevant law related to CSEDs.

For example, TAS has encountered cases where the CSED was incorrect because the IRS
data systems could not keep track of multiple overlapping events, each affecting the compu-
tation of the CSED, such as a submission of an OIC followed by a bankruptcy. All of the
events that might impact a CSED calculation are given special IRS codes used by the IRS
to systemically update and annotate a taxpayer’s account. However, the IRS data systems
do not accurately compute CSEDs when two or more such events overlap. The calculation
of the correct CSED in such cases can be very complex. The IRS has acknowledged the exis-
tence of system problems in calculating CSEDs when multiple events overlap.

The complexity of the calculation of CSEDs is one of the reasons that taxpayers who come
to TAS or to tax practitioners do not specifically identify the CSED as the source of their
tax problem. Taxpayers are often not aware what the law is with respect to the collection
statute of limitations period and certainly are not aware how changes in the laws have affect-
ed CSED calculations. For this reason, the IRS must ensure that its systems accurately
compute CSEDs and that its employees are sufficiently aware of the challenges that incor-
rect CSEDs present. Further, IRS employees should be trained to recognize situations in

SECTION which incorrect CSEDs might occur and be directed to correct the erroneous CSED.
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To date, the IRS has had difficulty quantifying the number of incorrect CSEDs caused by the
failure of the IRS systems to keep pace with the changes in the law. The IRS has had better
results calculating the number of taxpayers affected by conflicting interpretations of the laws.

CONFLICTING INTERPRETATIONS OF THE LAW

Incorrect CSEDs caused by misinterpretations of the law have been found on thousands
of taxpayer accounts. TAS has identified at least two different legal issues relating to the
calculation of CSEDs that have been the subject of conflicting interpretation. The first
issue involves the situation where the IRS files a Substitute For Return (SFR) on behalf of
the taxpayer when the taxpayer failed to timely file a tax return.”® The second issue
involves a reassessment of the tax after a taxpayer defaults under an offer in compromise
(OIC) entered into with the IRS.
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Substitutes for Returns

Pursuant to IRC § 6020(b), after a taxpayer fails to file a timely income tax return, the
IRS executes a Substitute for Return (SFR). The IRS issues a 30 day notice proposing the
tax assessment. After that, the IRS issues a statutory notice of deficiency to the taxpayer
providing the taxpayer a right to petition the proposed deficiency to the United States Tax
Court within 90 days, without first paying the tax.* Provided that the IRS assesses the
tax, a CSED will be established 10 years from the date of the SFR assessment.® Because
SFRs are based only on the information that the IRS has available to it, such as Forms W-
2, the SFR may tend to overstate the true tax liability. The IRS encourages taxpayers
disputing an SFR assessment to file their original returns reflecting all appropriate income,
deductions and exemptions.” Consequently, taxpayers will often file their own original
tax returns showing a lesser amount of tax due, and where warranted, the IRS will reduce
the assessed tax.” When the taxpayer files his or her original return showing a lesser
amount due, there is no new assessment of tax, and therefore no reason for the statute of
limitations to be changed from the date of the initial IRS assessment.” However, the IRS
Chief Counsel has offered inconsistent interpretations on this issue.* While differing

8 After TAS raised the issue with the IRS, a task force comprised of representatives from TAS, the Small
Business/Self-Employed Division and the Wage and Investment Division conducted a computer based search of
cases falling within this category, and to date, have identified well in excess of 10,000 cases with incorrect CSEDs.

2 A statutory notice of deficiency is intended to furnish legal notice that such deficiency exists to the person
liable for the payment of the tax. IRC § 6212; see also IRM 4.4.7.9 (02-08-1999); see also Spurlock v. Com’r, 118
T.C. 155 (2002) (holding substitutes for returns (SFRs) are subject to deficiency procedures).

% |RS, CCA 200421002, April 9, 2004.
% |RM 5.19.1.3.2.5.

" Id. (directing IRS employees to encourage taxpayers disputing SFR assessment to file original return with
appropriate exemptions, deductions and filing status).

% |RS, CCA 200421002, April 9, 2004.

% See CCA 200139018, dated July 10, 2001 which concluded that the assessment date is the date of the return
filed by the taxpayer; this conclusion was reconsidered in CCA 200149032, dated October 22, 2001, which
concluded that the correct date for the running of the 10 year statute of limitations period is the SFR assess-
ment date. The memorandum dated October 22, 2001 was recently reaffirmed in IRS CCA 20042102, dated
April 9, 2004.
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interpretations in matters relating to tax law are not unusual, once this issue was resolved
within the IRS, there were no system-wide instructions communicated to IRS employees.
The result was that different campuses used different interpretations of the law. For exam-
ple, while the IRS Office of Chief Counsel had conclusively determined as of October
2001 that the correct CSED was the SFR assessment date, TAS has uncovered IRS desk
guides used by campuses and dated November 2003 which still instructed employees that
no CSED was established with the SFR assessment date and the legal CSED only begins
running when the taxpayer files a return. The result has been thousands of taxpayer
accounts with incorrect CSEDs. An example of a typical TAS case is set forth below.
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Example: The taxpayer was originally assessed tax under the Substitute for
Returns (SFR) program on 1/4/1993 with a CSED of 1/4/2003. On
2/19/2001, the original tax assessment was partially abated as the result of
the taxpayer filing his own return on 8/8/2000. The taxpayer’s account
shows a partial abatement of tax by IRS on 2/19/2001. However, the
account was also marked with a new CSED of 2/19/2011 (10 years from the
abatement date). TAS was not able to have this CSED corrected without an
advisory opinion from local area counsel concurring with the CSED calcu-
lation. TAS sought counsel advice and ultimately, the CSED was corrected.

After TAS raised these issues, the IRS was able to conduct a search of IRS records for
those taxpayers with incorrect CSEDs as a result of the misinterpretation of the law with
respect to SFR assessments. The initial review uncovered thousands of such accounts. To
date, the IRS has not corrected these accounts or taken steps to ensure that no additional
incorrect CSEDs are generated.

Defaulted OICs

Another recurring example of incorrect CSED calculations involves taxpayers who have
defaulted on their OICs and the IRS has incorrectly reassessed the original tax liability,
causing a new 10 year collection statute of limitations period to be imposed on the tax-
payer. When an OIC is accepted, the taxpayer must agree to make timely payments as
required under the offer and remain in full tax compliance for the next five tax years.”
However, the tax that is the subject of the OIC cannot be abated until all of the terms of
the offer agreement have been satisfied.** TAS has learned that prior to 1994 the only way
to reduce the tax on the IRS database was to enter an abatement code. As a result, if an
offer defaulted after the tax was abated, the method used to reflect that the tax was again
owed was to enter a code that resulted in a reassessment and a new 10 year statute of limi-
tations, which is incorrect. TAS has been informed that after 1994 codes were made

SECTION

% Treas. Reg. § 301.7122-1.
0 NE 3 Finen v. Comm’r, 41 T.C. 557, 560-61 (1964); Robbins Tire & Rubber Co. v. Comm’r, 52 T.C. 420, 435 (1969).
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available to IRS personnel that would not produce an abatement of the tax after an OIC
was entered into, and would not result in a reassessment in the event the OIC was
defaulted. However, TAS case advocates have identified numerous cases where collection
activity is taking place even though the collection statute of limitations was erroneously
extended for an additional 10 years. In other words, while the IRS may have addressed
the cause of the problem, it did not correct the CSEDs on the system. An example of
such a case is set forth below.
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Example: A taxpayer operated his business as a sole proprietor with
employees and was assessed certain taxes relating to various Forms 941
(Employer’s Quarterly Federal Tax Return) and Form 940 (Employer’s
Annual Federal Unemployment Tax Return) for multiple tax periods on
12/30/91, 3/9/92, 3/23/92, and 6/22/92.

On 12/31/1992, the taxpayer submitted an offer in compromise (OIC),
which the IRS accepted on 5/28/1993. At this point, the IRS abated the
balances due to reflect the amount agreed upon in the offer. On
11/13/1997, the taxpayer failed to meet the terms of his offer; specifically,
he did not stay in compliance (timely filing and paying) within five years of
the offer being accepted. When the offer defaulted, the IRS reassessed the
tax, penalties and interest with a new assessment date of 12/22/1997 and set-
ting a new CSED date of 12/22/2007. The IRS filed a Notice of Federal Tax
Lien indicating an incorrect CSED of 12/22/2007.

As a condition of an unrelated property transaction, the taxpayer was
required to pay off all outstanding liens. Although the CSED was incorrect,
the taxpayer had to pay the outstanding balance due to the IRS in order to
complete the property transaction. However, the taxpayer later sought assis-
tance from TAS which obtained a refund of the taxpayer’s payments
collected beyond the CSED and fully resolved the account balances.

The IRS has indicated that CSED mistakes demonstrated by the above example would
not be repeated after the new procedures were instituted in 1994. However, the IRS is still
engaged in collection actions in cases that were subject to the old system. Additionally,
even though new procedures were supposed to prevent such mistakes from occurring after
1994, TAS case advocates continue to encounter defaulted OIC cases with new ten year
collection periods as of the reassessment date. Since many OICs are manually moni-
tored, the problem may have less to do with the IRS data system and more to do with a
lack of training of IRS personnel.*

* |IRM 5.19.7.3.23.2.
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CONCLUSION

Many of the issues identified by the National Taxpayer Advocate in the Annual Report to
Congress involve the difficult issue of resource allocation. While the CSED problems can
also benefit from additional resources, such as system upgrades to better identify incorrect
CSEDs, many of the CSED problems appear to stem from a lack of information and
proper training about CSED issues. For example, there is no provision within the Internal
Revenue Manual that addresses the correction of a CSED. In the situations described
above that result in incorrect CSEDs, the IRS campuses take different approaches to cor-
recting the problems. Some campuses cooperate with TAS when incorrect CSEDs are
brought to their attention, while others require IRS counsel opinions before the changes to
taxpayers’ accounts are made and still other campuses take no action at all. The IRS needs
to establish uniform guidelines for correcting CSED problems.
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Additionally, IRS officials in some campuses have differing views concerning the law in
certain areas related to CSEDs. When the IRS realizes that a segment of its operating
functions are taking inconsistent stances on an area of the law, as was the case in SFR
assessments, it must find a way to instruct all of its employees about the correct position.
Counsel memoranda directed to a few IRS officials may not be the best way to educate
IRS personnel about complex aspects of the law.

Taxpayers and tax practitioners are often unaware of the incorrect CSED issues, and the
discovery of CSED mistakes by TAS and tax practitioners has been by happenstance.
Consequently, measuring the extent of the CSED problems has been challenging. The
IRS is aware of the CSED problems and has authorized a joint task force to analyze the
nature and extent of the problem. The task force is attempting to quantify the SFR
assessment problem, and its initial review identified thousands of taxpayers with incorrect
CSEDs. The IRS is also evaluating ways to quantify the other CSED problems. This is
an important and commendable first step, but the IRS should be encouraged to develop
mechanisms to correct the accounts of these taxpayers and to prevent future incorrect
CSEDs through employee training and systems modifications and upgrades.

SECTION
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IRS COMMENTS

The IRS agrees that there are systemic and manual complexities surrounding Collection
Statute Expiration Date (CSED) calculations, and we are actively engaged with all stake-
holders in efforts to correct the problems. We have requested several systemic
modifications and upgrades and are working with programmers to address these concerns.
In the interim, we have partnered with the Taxpayer Advocate Service (TAS) and have
established cross-functional teams to develop mechanisms to correct affected taxpayer
accounts and to prevent future incorrect CSEDs.
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Through these teams, the IRS is taking the following actions to correct identified problems:

¢ Developing an interactive CSED tool to ensure uniformity in calculations across
all functions.

¢ Conducting a complete overhaul of Internal Revenue Manual (IRM) CSED proce-
dures.

¢ Continuing case identification and procedures for correcting accounts with incor-
rect CSEDs.

¢ Preparing additional training on CSED issues.

The IRS is committed to correcting CSED problems that can be quantified; addressing
the root causes contributing to the incorrect CSED calculations, and providing cross-
functional procedures and training for the prevention of future errors.

TAXPAYER ADVOCATE SERVICE COMMENTS

The IR S’ response to the CSED problem is very encouraging and is, in our opinion, a model for
problem-solving, particularly where the issue involves several IRS functions and has technical impli-
cations. The IRS has taken positive steps to address the numerous CSED issues that are causing
incorrect CSED calculations on taxpayer accounts. We are pleased to participate as part of the cross-
Sfunctional team addressing the CSED problems.

RECOMMENDATIONS
In order to ensure that the CSED issues are fully addressed, the National Taxpayer Advocate makes

the following recommendations:

& The overbaul of the IRM should include descriptions of the legal or technical issues which
have given rise to incorrect CSEDs, along with examples of each type of incorrect CSED cat-
egory, and should include procedures for expedited managerial approval of CSED changes
where the adjustment is attributable to one of these categories.

& The IRS should develop training on CSED issues for IRS personnel who work on taxpayer
acconnts.
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& The IRS should ensure that taxpayers that have been negatively impacted by incorrect CSED
calculations are identified, account problems are corrected, and funds erroneously collected are
returned. The cross functional team should follow through expeditiously with the account
extracts needed to identify those taxpayer accounts that need correction.

& 10 avoud situations where counsel guidance and revisions to counsel guidance do not filter
down to all levels of employees who are impacted by the guidance, all counsel memoranda that
impact taxpayer accounts should be accompanied by a summary description of the guidance in
common sense terms, i.e. not in “legalese,” which should be e-mailed to all affected personnel.
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We are committed to work with the operating divisions until the CSED problems are resolved and

appreciate their willingness to address this issue.

SECTION
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PROBLEM
TOPIC C-13

MOST SERIOUS PROBLEM: APPLICATION AND FILING BURDENS
ON SMALL TAX-EXEMPT ORGANIZATIONS

RESPONSIBLE OFFICIALS:
Steven T. Miller, Commissioner, Tax Exempt & Government Entities Division

DEFINITION OF PROBLEM

Application for Tax-Exempt Status

Organizations applying for tax-exempt status from the IRS must follow a lengthy, compli-
cated process, which can adversely affect their ability to raise funds and begin operations.
If an organization lacks exempt status, potential donors cannot deduct contributions and
therefore may be unwilling to provide start-up funding.

Over 400 Taxpayer Advocate Service (TAS) cases in FY 2004 dealt with problems for tax-
exempt status applications, a 21 percent increase from FY 2003." In these cases,
organizations came to TAS because: (1) their applications were delayed and they did not
receive a satisfactory explanation about the delays from the IRS, or (2) they requested
expedited processing of tax exempt-status because of the lengthy processing time.

Application delays can impose a significant burden on small tax exempt organizations.
Most tax-exempt organizations are small entities that operate locally with limited
resources, modest budgets and volunteer labor.?

Tax-Exempt Filing Complexity

The information required of tax-exempt entities by the IRS can be extensive and the
reporting requirements complex. Form 990, Return of Organization Exempt from Income Tax,
which certain tax-exempt organizations must file,® is just one example of this reporting
complexity. This form contains six pages, 105 lines and 46 pages of instructions. The
estimated time to prepare and complete this form is 213 hours and 56 minutes, or slightly
more than 26 days.*

Outreach and Education

The National Taxpayer Advocate is also concerned about the outreach and education pro-
vided to tax-exempt organizations in light of the tax compliance complexities these
organizations face. The National Taxpayer Advocate believes that current IRS outreach
and education efforts to tax-exempt organizations do provide beneficial information. She

-

Taxpayer Advocate Management Information System, review of 21 TAS cases (September 3, 2004).

~

See Elizabeth T. Boris, C. Eugene Steuerle, Urban Institute, Nonprofits & Government Collaboration and Conflict,
1997

Form 990 must be filed by organizations that have more than $100,000 in gross receipts or assets in excess of
$250,000 at the end of the year. Form 990, Return of Organization Exempt from Income Tax, Catalog 11282Y (2003).

Assuming an eight hour work day. Instructions for Form 990 and Form 990-EZ, Cat. No. 22386X (2003), 44.
This time estimate includes preparing and completing Form 990 including Schedules A and B.

w

IS
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also believes, however, that these efforts could be improved with more focused planning
and formal research designed to tailor outreach and education efforts to specific segments
of the tax exempt organization population.

ANALYSIS OF PROBLEM

A. Application for Tax-Exempt Status

The current tax-exempt application process is unreasonably complex and lengthy, and
impacts an ever increasing number of new tax-exempt organizations.® In 2003, there were
1.6 million such organizations listed on the IRS Exempt Organization Business Master
File, which represents an increase of over 60 percent since 1989.° In fiscal year 2004, the
IRS received over 92,000 applications for tax-exempt status — nearly a 12 percent increase
since FY 2000.

(-]
—J
ew
bl
s
i |
-
A
e =
eﬂ-
=

Complexity

To obtain federal tax-exempt status, an organization must complete and file Package 1023,
Application for Recognition of Exemption Under § 501(c)(3) of the Internal Revenue Code,® and
Form 8718, User Fee for Exempt Organization Determination Letter Request.’ The fee is $150
for new organizations with anticipated gross receipts of not more than $10,000, and $500
for those anticipating $10,000 or more in receipts. The organization must also be familiar
with Publication 557, Tax-Exempt Status for Your Organization, which presents information
and instructions on how to file for tax-exempt status.*

The application for tax-exempt status is 29 pages long (including nine different schedules),
with eight pages of instructions." The IRS estimates that an organization will need 126
hours and 49 minutes, or nearly 16 days, to complete the application, read and under-
stand the applicable tax provisions, and keep the necessary records.”” Publication 557,
which explains how to complete the application, is 63 pages long.

S Tax-Exempt Organizations and Other Entities Listed on the Exempt Organization Business Master File, by Type of
Organization and Internal Revenue Code Section, Fiscal Years 2000-2003, IRS SOI Table 22, at
http://www.irs.gov/pub/irs-soi/03db19ep.xls, last viewed on Aug. 17, 2004.

8 See The Urban Institute, New Almanac Charts Nonprofit Sector, at http://www.urban.org/url.cfm?id=900104,
Sept. 17, 1997.

Manager Exempt Organizations Determinations, handout, Sept. 15, 2004.

8 Package 1023, Application for Recognition of Exemption Under Section 501(C)(3) of the Internal Revenue Code, Cat.
No. 47194L (Rev. Sept. 1998).

° IRS Form 8718, User Fee for Exempt Organization Determination Letter Request (Nov. 2003).
'9|RS Publication 557, Tax-Exempt Status for Your Organization (May 2003).

' Applying organizations are required to complete schedules specific to their purpose. For example, if the
organization is home for the aged or handicapped it would be required to complete Schedule F. If the organi-
zation was formed to provide child care, it would be required to complete Schedule G.

7

*2 Assuming eight hour work days. Package 1023, Application for Recognition of Exemption Under Section 501(C)(3)

SECTION of the Internal Revenue Code, Cat. No. 47194L (Rev. Sept. 1998). Additional time is necessary if the organization
is a Private Foundation. See IRS Publication 578, Tax Information for Private Foundations and Foundations
Managers (Jan. 1989).
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This complexity leads to confusion. Over 11 percent of all calls to the IRS telephone
assistance line for TE/GE customers are related to the tax-exempt application package.”
This number is significant, considering that TE/GE consists of three major business units
— Exempt Organizations (EO), Employee Plans (EP), and Government Entities (GE) —
which oversee approximately three million entities, from small volunteer organizations to
sovereign Indian tribes to large pension funds.

The length and complexity of the application form may present particular problems for
small organizations, which are often minimally staffed and rely extensively — or exclusive-
ly — on volunteers.* These volunteers may not have the time or expertise to accurately
complete the application.
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The ten most frequent errors made by organizations applying for tax-exempt status are:

1) Failing to include the correct user fee;

N

Failing to include complete copies of organizational documents and attachments;

w

Failing to include a copy of the organization's bylaws;

a1 b

Failing to complete all required pages of the application;

(22}

)
)
)
) Failing to include required signatures;
)
) Failing to complete all schedules;

)

7) Providing insufficient information about the organization’s activities to show how

the exempt purpose will be achieved;
8) Providing insufficient information about the organization’s principal officers;
9) Failing to specify the organization’s annual accounting period; and

10) Providing insufficient income and expense data.”

These ten common errors seem to encompass the entire tax-exempt application and can
be attributed to the applicants' inexperience and the form's length and complexity.

IRS Processing Delays and Expedited Requests
APPLICATION PROCESS

The IRS receives tax-exempt status applications at its campus in Covington, Kentucky,
where the user fee is processed and the applications are date-stamped and entered into the
Exempt Determinations System (EDS). The IRS sends the applicant a letter confirming

¥ TE/GE Customer Account Services (CAS) system; TE/GE Issue Codes, 4th Quarter FY 2004 Roll-up (Sept.
16, 2004)

¥ In 1998, for example, volunteers accounted for one-third of the total tax-exempt organization work force.
Linda M. Lampkin, Thomas H. Pollak, 7he New Non Profit Almanac¢> Desk Reference, Overview and Executive
Summary (March 1, 2002), xxix.

5 Top Ten Reasons for Delays in Processing Exempt Organization Applications, at http://www.IRS.gov/charities/arti-
cle/0,,id=96361,00.html, Dec. 28, 2004.
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receipt and stating, “Normally, you can expect to hear from us within 120 days. If you do
not, call our toll free number between the hours of 8 a.m. and 6:30 p.m. Eastern Time.”*
This letter is referred to as the “Acknowledgement Letter.”

After receipt, applications are sent to the Cincinnati, Ohio office and put on the “shelf”
to await screening.” “Screening” means verifying that the application contains all
required information and deciding if the information about the organization’s purpose is
routine enough to make a quick determination of exempt status.”® The IRS estimates that
these so-called Merit determinations can be made in about 30 minutes.” Merit determi-
nations are also possible when the organization’s stated purpose is routine but the
application contains minor errors that can be fixed during screening.® The IRS estimates
that 30 percent of applications receive Merit determinations.*
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If a Merit determination cannot be made, the application is returned to the shelf until it
is assigned to a Determination Agent for further development. An application requires
additional development when the organization’s stated tax-exempt purpose requires more
detailed information, investigation, or consideration to determine if the organization is
legally entitled to exempt status. When a Determination Agent is assigned to an applica-
tion, TE/GE noatifies the applying organization by mail.* The IRS estimates that, on
average, the agents take about four hours to make final determinations.® The IRS notifies
the organization by mail when a final determination is made.*

PROCESSING PROBLEMS AND DELAYS

The tax-exempt application process described above can take substantial time. Table
1.13.1 shows the total numbers of applications awaiting screening and assigned to
Determination Agents for the last four fiscal years.”

'8 Notice 3367 (cg) — (Rev. MAy 6, 2002).

" The “shelf” is a shelving unit in a room in the Cincinnati office where applications awaiting processing are
placed.

'8 |RS Manager, Exempt Organization Processing, Sept. 15, 2004.

19 Id

% TE/GE presentation to the TAS Director of Systemic Business Advocacy, July 30, 2004.
LIRS Manager, Exempt Organization Processing, Sept. 15, 2004.

2 TE/GE presentation to the TAS Director of Systemic Business Advocacy, July 30, 2004.
# |RS Manager, Exempt Organization Processing, Sept. 15, 2004.

SECTION -

0 NE % EO Follow-Up Question No. 6 Response - CORRECTED REVISION, EO Table 1 YTD Reports, Sept. 10, 2004.
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TABLE 1.13.1, APPLICATIONS FOR TAX-EXEMPT STATUS
AWAITING SCREENING AND AWAITING ASSIGNMENT?

Category FY 2001 FY 2002 FY 2003 FY 2004 YTD
(Ending 9/29/01) (Ending 9/27/02) (Ending 9/26/03) (Ending 9/2/04)
Unassigned 1,567 3,716 2,381 4,889

(awaiting screening)

# of unassigned screening 3
cases exceeding 150 days

Unassigned (awaiting 5,201 1,761 3,845 6,345
group assignment)
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# of unassigned cases 734
exceeding 100 days

# of unassigned cases 3
exceeding 150 days
Total unassigned 6,768 5,477 6,226 11,234

Table 1.13.1 shows increases of nearly 80 percent in both applications awaiting screening
and applications awaiting assignment since FY 2003.

In a July 30, 2004, presentation to the TAS Director of Systemic Business Advocacy and
other TAS employees, TE/GE reported that, on average, it takes about five days from the
time an application is received in Covington to the time it is screened in Cincinnati.”
TE/GE also reported that total application processing time was 120 days.?® This figure is
consistent with the information on the Acknowledgement Letter TE/GE also reported
that average case processing time is 90 days.*

However, TAS cases and information at the IRS Cincinnati office indicate that these
reported processing times do not accurately represent actual processing times. In FY
2004, TAS received 440 cases that were attributable to application processing problems for
exempt organizations. In a sample of these 440 cases, half of the taxpayers contacted TAS
because more than 120 days had passed since the IRS acknowledged receipt of the appli-
cation, yet the organization had received no word about the application’s status, and
nothing explaining — or even informing it of — the delay.** Some of these organizations

 EO Follow-Up Question No. 6 Response - CORRECTED REVISION, EO Table 1 YTD Reports, Sept. 10,
2004. The inventory numbers provided are from a specific day and are continually fluctuating. According to
information received from TE/GE in December, 2004, the total ending inventory on September 30, 2004 was
13,851.

" TE/GE presentation to the TAS Director of Systemic Business Advocacy, July 30, 2004. This average does not
include applications with missing or incorrect user fees.

28 Id
 Notice 3367 (cg) — (Rev. May 6, 2002).
* TE/GE presentation to the TAS Director of Systemic Business Advocacy, July 30, 2004.

* Taxpayer Advocate Management Information System (TAMIS) Business Operating Division (BOD) report
quarter ending March 31, 2004 (Sample Size: 87 cases had an MFT 0 (MFT is the coding used on the IRS sys-
tem to identify the type of tax return filed) and had Taxpayer Advocate issue codes of 160 and 460. Of the 87
cases, every fifth case was selected resulting in a population of 19 cases for the review (21.8 percent)).
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had tried to contact the IRS using the toll free number on the Acknowledgement Letter,
but could not get through. This is not particularly surprising since the TE/GE toll-free
help line currently answers only about half of its calls.** The organizations that were for-
tunate enough to have their calls answered contacted TAS because they did not get
satisfactory information about the status of their applications. These organizations were
told only that their applications had been received and were in process, and that the IRS
would contact them when more information was available.*®
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The TAS cases indicate that the IRS does not inform organizations about processing
delays. In fact, the IRS generally contacts an applicant when: (1) the application is
received; (2) it is assigned to a Determination Agent; and (3) a final determination is
made.* The organization is not informed of delays between receipt and assignment, even
when the time between these events exceeds 120 days.
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TE/GE records at the IRS Cincinnati office corroborate the TAS case data. According to
these records, as of September 16, 2004:
Over 11,000 applications were awaiting determinations, with 6,574 awaiting screening.®

Applications awaiting screening had a “general receipt date” of July 24, 2004 — with
some dated as early as June 29, 2004.%

¢ Approximately 5,000 cases had been screened and were awaiting assignment to a
Determination Agent.

Applications awaiting assignment had a general receipt date of April 19, 2004.

There were over 2,500 applications awaiting determinations that had been received
prior to June 30, 2004.*

2 Business Performance Review, Tax Exempt & Government Entities, August 4, 2004, 37. Out of a call demand of
over 668,000 calls only slightly over 367,000 were answered for a level of service rate of 54.9 percent.

% Taxpayer Advocate Management Information System (TAMIS) Business Operating Division (BOD) report
quarter ending March 31, 2004 (Sample Size: 87 cases had an MFT 0 (MFT is the coding used on the IRS sys-
tem to identify the type of tax return filed) and had Taxpayer Advocate issue codes of 160 and 460. Of the 87
cases, every fifth case was selected resulting in a population of 19 cases for the review (21.8 percent)). Of these
same cases, one half of TAS’ exempt organization application processing cases requested expedited treatment
denials. Expedited treatment is discussed infra.

* TE/GE presentation to the TAS Director of Systemic Business Advocacy, July 30, 2004. Additional contacts
may be made in certain circumstances, such as contacts to secure the processing fee, to get basic information
during a Merit determination, etc. If an application is assigned to a Determination Agent, the Agent is to con-
tact the applicant to inform the applicant that its case has been assigned, and to obtain additional information
to make the determination. Other contacts may include contacts to secure user fees or to gather additional
minor information during a Merit determination. See also Internal Revenue Manual 7.25.1.2.1 (Nov. 1, 2003).

SECTION * IRS Manager Exempt Organization Processing Inventory Sheets, Sept. 15, 2004.

% Id. The general receipt date is the date the applications are postmarked.

0 NE ¥ IRS Manager Exempt Organization Processing Inventory Count, faxed Oct. 5, 2004.
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The TAS and Cincinnati office information indicate that TE/GE’s reported application
processing numbers are not accurate. It takes much longer than five days for an applica-
tion to go through the screening process, and far longer than 120 days to process the 66
percent that do not receive a Merit determination or other closure during screening.
Based on Cincinnati office inventory information, applications are not being screened for
at least 50 days after receipt,®® and not being assigned for at least 150 days after receipt.”
And once an application is assigned to a Determination Agent, it could take several addi-
tional weeks before a final determination is made.” Thus, 66 percent of organizations
applying for tax-exempt status can expect to wait more than six months before the IRS
rules on their applications.
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So why does TE/GE report that the average application processing time is only 90 days?*
If this figure is accurate, organizations are receiving determinations much earlier than the
promised 120 days. TE/GE arrives at the 90 day average by blending Merit and non-
Merit determination processing times* and does not monitor processing for Merit and
non-Merit applications separately.” Merit determinations are made during screening and
take an average of only 30 minutes. Thus blending Merit and Non-merit determinations
does not present an accurate picture of processing time for the 70 percent of applications
assigned to a Determination Agent. The National Taxpayer Advocate urges TE/GE to
separately monitor Merit and non-Merit determinations in order to obtain more accurate
and meaningful data that may lead to application processing time improvement measures.

Expedited Requests

An organization can try to accelerate the application process by requesting expedited
treatment. According to the Internal Revenue Manual (IRM), expedited treatment will be
granted when the organization presents a “compelling reason” why its application should
be processed before others.* The IRM provides that expedited treatment will generally be
granted when:

% The difference between the July 24 general receipt date for applications awaiting screening and the September
16 inventory date is 54 days.

¥ The difference between the April 19 general receipt date for applications awaiting assignment and the
September 16 inventory date is 153 days.

“* The Agent has ten days to review the case and issue a letter requesting additional information and the appli-
cant has 21 days to respond to this request — a total of 31 days. Adding 31 days to the five months from the
received date to the date assigned results in approximately six months. The time between an application’s
assignment and final determination varies based on several factors, such as the Agent’s work load, other appli-
cation priorities and the need for additional information from the applicant organization. If additional
information is needed, the time the organization takes to supply the information also factors in to the time it
takes to make a final determination.

“! TE/GE presentation to the TAS Director of Systemic Business Advocacy, July 30, 2004.

42 Id

A

“ Internal Revenue Manual 7.21.3.4.1 (August 1, 2003) and Internal Revenue Manual 3.45.1.23 (January 1, 2004).
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¢ A grant to the applicant is pending and the failure to secure the grant may have an
adverse impact on the organization’s ability to continue operations.

¢ The organization was created to provide disaster relief to victims of emergencies
such as flood and hurricane.

¢ There have been undue delays in issuing a final determination caused by problems
within the IRS.

¢ There is any other situation where the IRS feels expedited treatment is warranted.
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Rev. Proc. 2004-4* explains:

Expedite [sic] handling is granted only in rare and unusual cases, both out
of fairness to other taxpayers and because the Service seeks to process all
requests as expeditiously as possible and to give appropriate deference to
normal business exigencies in all cases not involving expedite [sic] handling.
... Whether the request will be granted is within the Service’s discretion.
The Service may grant a request when a factor outside a taxpayer’s control
creates a real business need to obtain a letter ruling or determination letter
before a certain time in order to avoid serious business consequences.

Despite this guidance, to receive expedited treatment in practice, “your organization must
have a grant pending or must have been promised an asset worth a specific dollar
amount.”® It is not clear why the IRS adopts such a narrow approach to granting expedit-
ed treatment.

When an application is granted expedited treatment, it goes to the top of the stack of
applications awaiting assignment to a Determination Agent. As of September 15, 2004,
only four of the over 11,000 cases in Cincinnati’s current inventory awaiting determina-
tion had been granted expedited processing.”

Several TAS cases dealing with tax-exempt application issues in fiscal year 2004 involved
requests for expedited treatment which the IRS denied on the grounds that they did not
meet the criteria.®® TAS stepped in to help these organizations because the delays in pro-
cessing had created “significant hardships” that met TAS case criteria.”

“ Rev. Proc. 2004-4, 2004-1, I.R.B. 125.
“® Expedited Treatment Denial Letter, February 27, 2001.
“" IRS Manager Exempt Organization Processing, Handouts, September 15, 2004.

“® Taxpayer Advocate Management Information System (TAMIS) Business Operating Division (BOD) report
quarter ending March 31, 2004 (Sample Size: 87 cases had an MFT 0 (MFT is the coding used on the IRS sys-
tem to identify the type of tax return filed) and had Taxpayer Advocate issue codes of 160 and 460. Of the 87
cases every fifth case was selected resulting in a population of 19 cases for the review (21.8 percent)).

SECTION “IRC § 7811(a)(2) defines a significant hardship as (A) an immediate threat of an adverse action; (B) a delay of
more than 30 days in resolving taxpayer account problems; (C) the incurring by the taxpayer of significant
costs if relief is not granted; or (D) irreparable injury to or a long-term averse impact on the taxpayer if relief is
not granted.
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TAS cases involving exempt application processing delays include:

¢ A women's shelter needed tax-exempt status to apply for funding to open a resi-
dence (which had been identified and was available). This organization contacted
TAS after being denied expedited treatment and being forced to turn away poten-
tial residents because the building could not open.

¢ A girls’ softball team could not obtain funding to buy uniforms and equipment
without tax-exempt status. The team was to be funded through bingo games and
needed exempt status to obtain a state gambling license. The organization contact-
ed TAS after receiving no information about the status of its application from the
IRS for nearly five months.
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¢ A dance company faced insolvency because its lack of exempt status restricted
funding. The organization contacted TAS 90 days after the IRS received the appli-
cation and the organization had been unable to obtain any information from the
toll-free number on the Acknowledgement Letter. Even after TAS became
involved, TE/GE said the application would not be reviewed for 60 to 90 days.

¢ An organization needed tax-exempt status to seek funding to provide immediate
medical care for mentally and physically handicapped children. This organization
contacted TAS after the IRS denied its request for expedited treatment, and it had
been unable to obtain IRS assistance in providing additional information requested
by a Determination Agent.

These examples illustrate how tax-exempt application processing delays can be particularly
harmful. Delays in determination mean delays in funding, which smaller organizations may
be unable to withstand. When these organizations fold, communities lose the benefits and
services the organizations would have provided. And because TE/GE takes such a narrow
view in allowing expedited treatment, the organizations in the above examples were denied
expedited treatment even after coming to TAS for assistance with hardship situations.

TE/GE is aware of the problem with processing delays. TE/GE’s 2004-05 strategic plan
notes that the Advisory Committee on Tax Exempt and Government Entities (ACT)
recently studied the determination letter process to identify key areas where improve-
ments were possible.® The ACT recommended ten changes in May 2003, including
facilitating electronic filing of Form 1023, enclosing a “helpful hints” checklist in the
Form 1023 application package, taking specific steps to simply portions of the form, and
linking the IRS website to state charity officials’ sites.”

% Tax Exempt and Government Entities, FY 2004-05 Strategy and Program Plan, 9.

*' The ACT is an organized public forum the IRS and representatives who deal with Tax Exempt and
Government Entities (TE/GE) issues. Members are appointed by the Secretary of the Treasury and serve a
two-year term. The ACT allows the IRS to receive regular input on administrative, policy and procedural
issues relating to TE/GE customers. IR-2003-129, Nov. 6, 2003; Federal Register, Vol. 68, Number 214, Nov.
5, 2003. The advisory committee’s specific recommendations are: (1) Develop a fully interactive Form 1023;
(2) Develop a fully e-fileable Form 1023; (2) Facilitate development of a Form 1023 electronic database; (4)
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The National Taxpayer Advocate agrees with the ACT’s recommendations. To date, how-
ever, TE/GE has adopted only a few of the recommended simplification measures. The
other recommendations remain in the review and planning stages.®

TE/GE is working to adopt the recommendations related to Form 1023 filing and process-
ing. The IRS released a revised Form 1023 on November 1, 2004.>® One major goal of
the revision was to reduce application processing time.* The team that developed the
revised form included TE/GE Determination Agents and considered comments from
organizations such as the American Bar Association.”
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The new Form 1023 cannot be filed electronically. The IRS does intend, however, to
eventually make Form 1023 interactive and to add it to the forms that can be electronical-
ly filed. The revised Form 1023 does incorporate certain “interactive” features, including
a checklist of items required to be submitted with the application, and presenting certain
detailed questions in “yes/no” format to help guide the applicant organization through
the Form 1023.** The Form 1023 instructions were also rewritten and reorganized in an
attempt to be more “clear, user-friendly and intuitive.” The IRS website also contains a
list of “Frequently Asked Questions about Revised Form 1023.”*® The IRS website also
has an interactive application process tool that guides applicant organizations through a
step-by-step question and answer session designed to help organizations correctly com-
plete the application.”

Although the revised Form 1023 cannot be filed electronically, TE/GE says its ultimate
goal is to eventually move to a completely non-paper application process.* While this
may reduce processing time for some organizations, it will not help those with limited
computer or Internet access.

The National Taxpayer Advocate applauds TE/GE's efforts to simplify the application
package and its commitment to hearing and incorporating external comments and sugges-

Develop a prominent Form 1023 “Helpful Hints” checklist to include in the Form 1023 application package;
(5) Conform the two public support tests in Code section 509(a); (6) Eliminate Form 8734 at the End of
Advance Ruling Period; (7) Revise From 1023 to require the applicant to specify the particular Code section
509(a)(3) test under which it intends to qualify and also include the test in the determination letter; (8)
Develop a standard public charity reclassification process; (9) Develop a standard “one-stop” name change
process; and (10) Link the IRS website to state charity officials’ websites. Advisory Committee on Tax Exempt
and Government Entities, “Project Aspire,” EO Determinations Process Review, May 20, 2003.

%2 TE/GE Presentation to TAS Director of Business Advocacy, July 30, 2004.

% IRS News Release, “IRS Revises Application Form for Charitable Organizations,” 1R-2004-133 (Nov. 1, 2004).
5 Frequently Asked Questions about Revised Form 1023, at http://www.irs.gov/charities/article/0,,id=130101,00.html.
% IRS Manager Exempt Organization Processing, September 15, 2004.

5 Frequently Asked Questions about Revised Form 1023, at http://www.irs.gov/charities/article/0,,id=130101,00.html.
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Available at http://www.irs.gov.
0 NE % TE/GE Presentation to the TAS Director of Systemic Business Advocacy, July 30, 2004.
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tions. We note, however, that TE/GE did not test the new Package 1023's effectiveness
with smaller groups before unveiling it to all applicants, and provided little outreach or
education about the new package, particularly to those smaller, community-based organi-
zations and their representatives before its rollout.** The National Taxpayer Advocate
believes that the revised application’s effectiveness could have been enhanced by focused
outreach and education efforts.

TE/GE is also attempting to cut application processing time by assigning more experi-
enced Determination Agents to screen the applications. So far, this has increased Merit
determinations by nearly 10 percent in FY 2004.> However, by assigning more agents to
the review process, the number of agents available to assign the remaining determination
cases decreases.
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A major issue contributing to application processing delays is understaffing. From fiscal
years 2001 to 2004, the number of applications has risen from 86,162 to 94,672, yet tech-
nical staffing has declined.® In fact, TE/GE experienced a nine percent loss in staffing
from 2003 to 2004, which is higher than the standard four and one half percent IRS attri-
tion rate.* TE/GE staffing was at 191 Determination Agents as of September 15, 2004.

The National Taxpayer Advocate believes that TE/GE could do more to improve tax-
exempt application processing time. First, TE/GE should attempt to maintain staffing at
a level commensurate with application receipts. Second, TE/GE should undertake
research to learn why applications have increased since FY 2001, which could help to
project future application receipt numbers. Third, TE/GE should conduct research to
determine the number and types of tax-exempt organizations that remain in existence five
years after being granted tax-exempt status. This step could help TE/GE tailor its out-
reach and education efforts to curb both inappropriate applications and common errors
in legitimate applications.

B. Tax Complexity and Tax-Exempt Organization Filing Requirements

The current tax-exempt organization filing requirements are unreasonably complex and
burdensome, particularly for small organizations. Numerous rules dictate which forms a
particular tax-exempt group must file. If an organization does not file the proper forms
accurately and timely, it will be assessed penalties and may even risk losing its tax-exempt
status. Depending on its particular circumstances, an entity may be exempt from filing or
be required to file at least one of four different annual information returns:

%! Draft Package 1023, Application for Recognition of Exemption Under Section 501(c)(3) of the Internal Revenue Code,
Catalog Number 17132z (Rev. Aug. 16 2004).

52 |RS Manager, Exempt Organization Processing, September 15, 2004. The remaining applications are then
shelved awaiting assignment. There is no corresponding increase or decrease in rejections, for this percentage
of applications the determination are made sooner.

% IRS Manager, Exempt Organization Processing, September 15, 2004.

% Determination Groups — Staffing /Receipts, Directory Exempt Organization Processing, September 15, 2004
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Exempt from filing - If the tax-exempt organization is a church or the amount of gross
receipts of the organization is less than $ 25,000, it does not need to file the Form 990 or
990EZ. However, it may be required to file a Form 990-T if it has unrelated business
income or a specific form to report an information item that is required by the law.®

Form 990-EZ — An organization can file Form 990-EZ if it has over $25,000 in gross receipts
but total income does not exceed $100,000, and gross assets at the end of the year are less
than $250,000. Form 990-EZ has two pages and 43 lines to complete.®® Estimated time to
prepare and complete the form is 55 hours and 39 minutes, or nearly seven days.” All
organizations filing Forms 990-EZ or 990, must complete both Schedules A and B as well.
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While a small tax-exempt organization may meet the gross income threshold, it may
exceed the year-end asset threshold if it owns appreciated assets, such as real estate. The
Taxpayer Advocacy Panel (TAP) has suggested that the gross receipts requirement be adjust-
ed to allow more small exempt organizations to file a Form 990-EZ.® Increasing the gross
assets requirement would also allow more small tax-exempt entities to file a Form 990-EZ.

Form 990 — Tax-exempt organizations not eligible to file Form 990-EZ are required to file
Form 990.* This form has six pages and 105 lines. The Form 990 instruction booklet has
46 pages of instructions.” Estimated time to prepare and complete the form, including
Schedules A and B, is 213 hours and 56 minutes or approximately 26 days.” The $100,000
gross receipts and $250,000 gross assets threshold amounts are not adjusted for inflation, so
it is likely that more and more tax-exempt organizations will be required to file the longer
Form 990. About 20 percent of the tax-exempt entities filing Form 990 in 2003 reported
income of less than $25,000 and about 50 percent of these entities reported income of less
than $100,000.” While an annual adjustment for inflation would be impractical, there is
merit to considering a periodic adjustment to the gross income thresholds.

% Form 990-T, Exempt Organization Business Income Tax Return, Cat. N0.11292] (2003). Unrelated Business Income
is taxable and is defined as “income from a trade or business that is regularly carried on by an exempt organiza-
tion and that is not substantially related to the performance by the organization of its exempt purpose or
function except that the organization uses the profits derived from this activity.” Publication 598, 7ax on
Unrelated Business Income of Exempt Organizations, Cat. No. 46598X (Rev. March 2000). Although the organiza-
tion is tax-exempt, it is subject to the information reporting requirements of IRC § 6033.

% Form 990-EZ, Short Form Return of Organization Exempt from Income Tax, Cat. No. 1064211 (2004).
¥ Assuming eight hour work days. Instructions for Form 990 and Form 990-EZ, Cat. No. 22386X (2003), 44

% Taxpayer Advocacy Panel, Recommendations for Form 990, TAP 03-013 (September 12, 2003). The TAP recom-
mendations included eight specific changes to Form 990, most of which dealt with simplification in an effort
to reduce penalties and related issues. The Taxpayer Advocacy Panel is a group of private citizen volunteers
who are appointed by the Secretary of the Treasury and work under the direction of the National Taxpayer
Advocate to advise the IRS on problem areas and customer service.

% /.., organizations with more than $100,000 in annual gross receipts or more than $250,000 in gross assets at

year end. Form 990, Return of Organization Exempt from Income Tax, Cat. No. 11282Y (2004).

™ Instructions for Form 990 and Form 990 EZ, Return of Organization Exempt from Income Tax and Short
Form Return of Organization Exempt from Income Tax Under Section 501(c), 527, or 4947(a)(1) of the
Internal Revenue Code (except black lung benefit trust or private foundations), Cat. No. 22386X (2003).

SECTION ™ Assuming an eight hour work day. Instructions for Form 990 and Form 990-EZ, Cat. No. 22386X (2003), 44.
™ 50| strata of asset and income data for Form 990 filers for 2003 (tax periods 200301 through 200312). Please note
that Form 990 entities with gross receipts less than $25,000 and churches are generally not required to file Form 990.
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The Taxpayer Advocacy Panel made the following seven specific recommendations to sim-
plify Form 990 in September 2003: (1) include a plain language pamphlet to assist smaller
and newer non-profits; (2) provide filing assistance and information through the IRS toll
free number, IRS website and workshops to be marketed more broadly; (3) develop a web-
based tutorial about completing Form 990; (4) provide a training video or CD to assist in
completing the Form 990; (5) develop a communication strategy that includes key messages
for the Form 990; (6) market the Form 990-EZ; and (7) adopt a "good faith" standard in
applying the daily delinquency penalty and incorporate that standard into the reasonable
cause definition.”
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The IRS has indicated that it will work to adopt many of the TAP’s recommendations,
including developing plain language pamphlets, studying the feasibility of tutorials,
increasing filing season communications on Form 990 issues, and considering changes to
daily delinquency penalty assessments.”

Schedules A and B - Schedules A and B are required with Form 990 or Form 990-EZ.
IRC section 501(c)(3) organizations and IRC section 4947(a)(1) trusts are required to file
Schedule A to report additional information not required of other types of tax-exempt
organizations.” The Schedule A instructions are 14 pages long. The error rate for
Schedule A on Form 990 EZ is 33 percent.”

All organizations filing Forms 990, 990-EZ or 990-PF must file Schedule B to report con-
tributor information.” The error rate for Schedule B ranges from 34 percent for Form
990-T to 70 percent for Form 990.%

Form 990-T - A tax-exempt organization may also be required to file Form 990-T, Exempt
Organization Business Income Tax Return.” This form is required if the organization has
income from unrelated business activities of $1,000 or more.* This form is four pages long
with 49 lines, five parts, and ten schedules. The instructions for this form are 20 pages long.
The estimated time to prepare and complete Form 990-T is 138 hours, or more than 17
days.*

" Taxpayer Advocacy Panel, Recommendations for Form 990, TAP 03-013 (September 12, 2003).
™ IRS Director, Exempt Organizations, RE: Recommendations for Form 990 TAP 03-013 (November 10, 2003).
™ Schedule A, Organization Exempt Under Section 501(c)(3), Cat. No. 11285F (2004).

® Memorandum for Director, Exempt Organization SE:T:EOQ, EO Correspondence Review and Timeframes (October
2003).

™ Instructions for Form 990 and Form 990-EZ, Cat. No. 22386X (2003), 3.

™ Memorandum for Director, Exempt Organization SE:T:EQ, EOQ Correspondence Review and Timeframes (October
2003).

™ Form 990-T, Exempt Organization Business Income Tax Return, Cat. N0.11291J (2003).
8 See Publication 598, Tix on Unrelated Business Income of Exempt Organizations, Cat. No. 46598X (Rev. March 2000).

8 Assuming eight hour work days. Instructions for Form 990-T, Exempt Organization Business Income Tax Return,
Cat No. 11292U, (2003), 19.
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Form 1120-POL - Political organizations, or other organizations that have political
organization taxable income are required to file Form 1120-POL, U.S. Income Tax Return
for Certain Political Organizations. These organizations must file this form regardless of
whether they are tax-exempt.*

According to TE/GE’s 2004-05 strategic plan, in 2004, exempt organizations will be able
to file Forms 990, 990-EZ, 1120-POL and 8868 electronically through the IRS
Modernized e-File (MeF) system. In 2005, the IRS plans to deploy electronic filing capa-
bilities for Form 990-PF. The IRS hopes that these steps, once implemented, will reduce
the burden on tax-exempt organizations by catching errors that would otherwise result in
a return being rejected, and reduce labor-intensive manual processing.®
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Outreach and Education

TE/GE’s Exempt Organizations (EO) business unit ensures that religious, charitable,
social, educational, political and other not-for-profit organizations meet and maintain
compliance with the complex requirements for tax-exempt status. As stated earlier, this
customer base in tax year 2003 consisted of over 1.6 million organizations.* In 2003,
more than 789,381 tax-exempt organizations filed an annual return.®*® In FY 2004, over
92,000 organizations requested a determination of their tax-exempt status.*®* These num-
bers demonstrate the great need to provide outreach and education to the tax-exempt
organization population.

EQO’s Customer, Education & Outreach (CE&O) office hosts Exempt Organization full-day
workshops in major cities each year. In FY 2004, these workshops focused on Internal
Revenue Code Section 501(c)(3) organizations. The workshops were held in Atlanta,
Baltimore, Boston, Chicago, Denver, and San Diego. Invitations to the workshops were
sent to preparer groups and organizations that had recently received tax-exempt status and
that were located near the cities where the workshops were offered. Information about
these workshops was also posted on the IRS website. Because of the workshops’ high
attendance, in FY 2003 the workshop seating capacity was increased from 75 to 150.

EO CE&O also provides workshops and seminars during the annual IRS Tax Forums.
These three-hour workshops address many of the same topics covered in the full-day
workshops, including a seminar on the Form 990. All of these workshops and seminars
have been well attended, usually reaching maximum seating capacity. The evaluations

8 Form 1120-POL, U.S. Income Tax Return for Certain Political Organizations, Cat. No. 11523K (2004).
8 Tax Exempt and Government Entities, FY 2004-05 Strategy and Program Plan, 10.

8 Available at http://www.irs.gov/pub/irs-soi/03db19ep.xIs. Tax-Exempt Organizations and Other Entities Listed on
the Exempt Organization Business Master File, by Type of Organization and Internal Revenue Code Section, Fiscal Years
2000-2003, IRS SOI Table 22, last viewed on August 17, 2004.

SECTION % Available at http://www.irs.gov. 2003 Data Book, Table 3. Note that this number does not include churches
and organizations with income of less than $25,000, which are not required to file an annual return.
0 NE % Manager Exempt Organizations Determinations, Handout, September 15, 2004.
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done at the end of each workshop or seminar are used to re-evaluate and re-design the
presentations for future years. EO has not yet produced a video tape of the workshop but
does offer a workbook, which can be ordered through the IRS publishing office.” This
11-chapter booklet includes information on applying for tax-exempt status, keeping tax-
exempt status, defining unrelated business income, and filing obligations.

In FY 2004, EO initiated its first partnership event with the California Attorney General's
office in an attempt to educate organizations that may apply for tax-exempt status. The
focus on this meeting was to provide information about the application for recognition of
tax-exempt status. ** The presentation covered the top 10 reasons for delays in processing
the application for tax-exempt status, filing requirements, certain issues regarding gaming
income, employment issues, record keeping, the audit process, and required disclosures.”
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While the method of measuring an outreach effort reflects only the number of customers
reached, EO has done a good job in providing meaningful education and outreach to its
customers. Each year EO has broadened and improved its efforts in addressing common
errors and concerns. EO uses trends identified through return processing and customer
surveys as well as feedback from an outside panel to continually improve its educational
efforts. And by reviewing and planning for events, EO can make these improvements
without a significant increase in staffing dedicated to these functions.

The National Taxpayer Advocate believes that EO has a strong outreach and education
program, but also sees room for improvement. EQO’s outreach and education efforts
could be improved generally by implementing measures to tailor outreach and education
to specific segments of the tax-exempt organization population. There does not appear to
be a current program aimed at understanding and analyzing the increasing number of
exempt organizations. There also appears to be no system in place to measure the actual
effectiveness of current outreach and education efforts (beyond merely measuring num-
bers of customers reached), or the effect these efforts have on compliance. The National
Taxpayer Advocate believes that implementing effective measurement and research pro-
grams could make EO’s outreach and education program even stronger. The National
Taxpayer Advocate also believes that CE&O could increase the effectiveness of its Exempt
Organization workshops by expanding their reach beyond major cities, and using demo-
graphic information to select workshop locations where significant pockets of tax-exempt
organizations are located.”

¥ IRS, Exempt Organizations Participant Text; Training 4325-002 (Rev. 2-2004), Cat. No. 88908P.

% Interview with Director of Customer Education and Outreach on July 30, 2004; Application for Recognition of
Exemption Under Sec. 501(c)(3) of the Internal Revenue Code, Package 1023, and Application for Recognition of
Exemption Under Section 501 (a), Package 1024, which are used for the application of tax-exempt status.

® Interview with Director of Customer Education and Outreach on July 30, 2004.
% For example, demographic information from 2001-2003 shows that there were large increases in tax-exempt
organization returns filed in New Jersey, California and North Carolina. IRS, Number of Returns Filed, by Type

of Return and State, FY 2003, Table 3, March 2004. A workshop was held in San Diego in 2004, but no work-
shops were held in North Carolina or the New Jersey area.
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IRS COMMENTS

The Exempt Organization Division (EO) must balance its examination presence with its
determination workload. Previously, the EO redirected many of its examination staff to
the Determinations Office in order to handle the growth of applications for exemption.
However, in an environment of little or no growth in hiring, this action resulted in a
decline in examination coverage and permitted the proliferation of abuses in the exempt
organization community. Therefore, one of the IRS’s key strategic priorities is to reduce
the abuses with exempt organizations. Thus, in support of this strategic priority, the EO
stopped the practice of transferring examination staff to determinations.
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Application for tax-exempt status

Form 1023

As the TAS report indicates, the IRS announced a new Form 1023, Application for
Exemption, in October 2004. The form was produced as a result of the EO’s Customer
Satisfaction Team which was charged with revising the old form in light of customer expe-
rience and compliance concerns. The team not only consulted with many internal
“customers’, z.e. Toll Free operators who hear organization’s concerns, but with numerous
outside stakeholders. Initially, the IRS solicited comments on the original proposed draft
through Announcement 2002-103, 2002-45 I.R.B. 838, as well as posting it on the
Internet. The IRS received 25 formal responses from professional groups and individuals.
The EO also worked very closely with its advisory group, the Advisory Committee on Tax
Exempt and Government Entities (ACT), which specifically was asked to address concerns
about small volunteer applicants.

The universal response regarding smaller organizations was that although the form was
longer than the old one, the new form provided clearer instructions as well as providing
educational information to a new organization about the requirements of Federal tax-
exempt law. Further, typically, smaller organizations are not required to complete the
entire application.

Finally, the IRS believes that the new form will also provide greater information about the
growing population of exempt organizations that will help promote voluntary compliance
through reducing abuses and by allowing more targeted outreach efforts. The IRS will
continue to work toward a web-based application featuring interactive tools to help organ-
izations complete the form and will continue education efforts to aid taxpayers with the
form.

SECTION
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Delays

The IRS concurs that the determination process needs improvement in order to provide
better service to organizations. The IRS has already begun making interim process changes
which have produced positive results. Through various design improvements, the number
of applications awaiting screening has been reduced by approximately 40 percent during
November 2004. In addition, the time waiting to be screened has been reduced from over
60 days to within 30 days of the control date. Other changes have had similar results and
the IRS expects to make further changes in the near term.
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The IRS is also planning to hire an additional 20 employees to help with the screening
efforts to reduce the backlog. Longer term process changes will be recommended within
the next several months that we believe will reduce the delays in the system.

The IRS also recognizes that the expedite process has certain limitations; however, the
IRS does not agree that every request should be expedited which might result in
inequities in the system or everyone being moved to the front. The IRS is reviewing the
process and hopes to make changes that will improve the process.

Form 990

The IRS is cognizant of the existing complexity of the Form 990 as well as the fact that it
does not provide the EO with sufficient information to aid in its compliance efforts. As a
result, the IRS is taking the following steps:

¢ A team is working on revising the Form 990 and related schedules, but as with the
Form 1023, the desire for simplicity must be balanced with the need for concrete
enforcement information;

¢ The IRS has received numerous comments from internal and external stakeholders
who are aware of the efforts to revise Form 990 and formal comments will be
solicited when the form is in the final development stage; and,

¢ Asindicated in the TAS report, the IRS has successfully implemented electronic fil-
ing capabilities for Forms 990, 990 EZ, 1120 POL and 8868, and will do so with the
990 PF this coming filing season. The IRS believes that electronic filing is the key
to ease many taxpayer burdens as well as assist us with our compliance efforts.

Outreach and education

The IRS appreciates the positive remarks concerning the CE&O Program. The IRS notes
that expansion of the program with the current budget will be difficult. Nevertheless, the
plan is to be more efficient in our outreach methods by reaching more customers through
automated efforts such as the Internet, videos, or other mass media outlets.
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TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate recognizes EO’s Determination Office staffing limitations and
appreciates EO’s efforts to balance its examination and determination responsibilities with limited
staff. In fact, as the Annual Report to Congress was developed, TAS was impressed with the
Determination Office’s efforts to process its application receipt volume with its current staff, and is
glad to hear of the plans to increase this staff. The National Taxpayer Advocate believes, however,
that EO could take steps to improve determination processing time despite its limited resources, partic-
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ularly when the existence of small tax-exempt organizations is at stake. The lack of IR S resources
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should not be used as justification for a lack of response.

The National Taxpayer Advocate recommends that the IRS do more to communicate with organiza-
tions applying for tax-exempt status when there are delays in the determination process. Specifically,
we recommend that the IRS notify applicants by letter in cases where the determination process will
take longer than the 120 days specified in the Acknowledgement Letter.

The National Taxpayer Advocate recommends that TE/GE employ a better measurement system to
capture the amount of time it lakes for an application to be screened and processed, and for the final
determination to be made. Specifically, the National Taxpayer Advocate recommends that TE/GE
discontinue the practice of blending Merit and non-Merit determination processing times and begin to
monitor them separately. These two types of determinations are fundamentally different, with non-
Merit determinations requiring much more time and resources than Merit determinations. When
Merit and non-Merit measures are mixed, processing times for non-Merit determinations are artifi-
cially reduced. This approach makes it difficult, if not impossible, to allocate Determination Office
resources allocation efficiently. Non-blended measures will result in more accurate processing time
numbers, which will promote better resource allocation, and ultimately, faster processing times.

The National Taxpayer Advocate does not believe, as the IRS response suggests, that every case that
might result in inequities be allowed expedited treatment. We are concerned primarily with small
organizations that would experience a significant hardship due to processing delays. With respect to
requests for expedited treatment, the National Taxpayer Advocate recommends simply that EO more
closely follow the policies set forth in the IRM and Rev. Proc. 2004-4, rather than the “pending grant”
or “promise of an asset worth a specific dollar amount” standards that EO seems to be using currently.

The National Taxpayer Advocate commends TE/GE for its work in simplifying Form 1023 and its
plans to revise Form 990. We also believe that TE/GE’s goals of working to eventually facilitate
electronic filing for these and other applicable forms, and to make these forms more interactive have
great merit. In pursuing this goal, however, the National Taxpayer Advocate hopes that TE/GE will

remain mindful of the needs of organizations with limited, or no, computer access.

The National Taxpayer Advocate also commends EQ for its outreach and education efforts and its

stated plans to reach more organizations through various electronic media. The National Taxpayer

Advocate also believes, however, that these efforts could be better targeted to specific segments of the
SECTION tax-exempt population and enhanced for small and newly formed tax-exempt organizations.

210 MOST SERIOUS PROBLEMS EnCOUNTERED BY TAXPAYERS




PROBLEM
TOPIC D-14

MOST SERIOUS PROBLEM: IRS EXAMINATION STRATEGY

RESPONSIBLE OFFICIAL
Mark E. Matthews, Deputy Commissioner for Services and Enforcement

DEFINITION OF PROBLEM

Significance of the Tax Gap

The difference between the Federal income tax due each year and the amount voluntarily
and timely paid, known as the “tax gap,” is a significant problem. Individuals and busi-
nesses that evade their tax obligations impose a heavy burden on those who comply. The
IRS estimates that the annual net tax gap (z.c., the gross tax gap reduced by the taxes even-
tually collected) is about $255 billion." Dividing this gap by the 130 million individual
taxpayers shows that, on average, each individual pays almost $2,000 in taxes each year to
subsidize those who do not pay their share.’

IRS Tax Gap Reduction Plan

The IRS intends to reduce the tax gap through increased enforcement.* However, its new
examination initiatives are not specifically focused on underreporting by small business
and self-employed taxpayers,* which the IRS has identified as the largest component of
the gap.’®

Lack of Actionable Information

The IRS does not have sufficient information and research to determine how best to allo-
cate its resources, including examination resources, to achieve its tax-gap-reduction goal.
New data from the National Research Program (NRP) regarding taxpayer compliance will
soon be available.® However, if the IRS is to achieve more than incremental reduction of
the tax gap, it needs actionable information not just about which taxpayers are not com-
plying, but also about the causes of non-compliance so that limited resources can be used
most effectively.

-

See IRS National Headquarters Office of Research, Tax Gap Map for Year 2001 (Feb. 24, 2004).

IRS, Statistics of Income, Winter 2003-2004 Bulletin, Publication 1136 (Rev. 2-2004) (Table 22). The term “tax-
payers” refers to the number of returns filed, including joint returns.

% See generally, \RS, Strategic Plan 2005-2009, Publication 3744 (Rev. 6-2004) (indicating a major objective to “dis-
courage and deter non-compliance with emphasis on corrosive activity by corporations, high-income
individual taxpayers and other contributors to the tax gap”). See also IRS, FY 2005 Budget Request, Document
9940 (Rev. 2-2004).

See Senate Finance Committee Hearing on Tax Gap Recorded in Unofficial Transcript, 2004 TNT 145-30 (July
21, 2004). See also IRS, Strategic Plan 2005-2009, Publication 3744 (Rev. 6-2004) at 9. Of course the Small
Business/ Self-Employed (SB/SE) division does have compliance initiatives. See SB/SE Strategy and Program
Plan FY 2004-2005 (Rev. 3-31-2004) at 8 (discussing SB/SE compliance initiatives).

See IRS National Headquarters Office of Research, Tax Gap Map for Year 2001 (Feb. 24, 2004).

See Bridging the Tax Gap: Hearing Before the Senate Committee on Finance, 108th Cong., 2nd Sess. (July 21, 2004)
(Statement of Mark W. Everson, Commissioner of Internal Revenue).
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The IRS also needs more detailed information about the “direct” and “indirect” revenue
effects of its examinations. The direct effect is the amount eventually collected as a result
of the examination.” The indirect effect is the increase in voluntary compliance in the
population at large resulting from the examination (called the “ripple effect”) and the
increase in voluntary compliance of the examined taxpayer in subsequent years (called the
“subsequent year effect”). For example, as word spreads that the IRS is examining com-
mercial fisherman in Maine, the voluntary compliance of that group may increase.
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Economists have estimated the indirect effect of an examination on voluntary compliance
to be between six and 12 times the amount of the proposed adjustment.” However, the
IRS has not systematically considered the indirect effect of examinations on compliance
when selecting returns for examination.”® Because the IRS will never have the resources to
collect taxes from every noncompliant taxpayer, detailed information about the indirect
effect of each examination (e.g., estimates that take into account the type and accuracy of
the examination, taxpayer characteristics, and geographic region) will be critical if exami-
nation tools are to produce more than incremental improvements in the tax gap. In
short, the IRS needs better information about whether it is focusing on the right taxpayers
and the right issues, and using the right approach to maximize compliance by each tax-
payer population.
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ANALYSIS OF PROBLEM

Historical Background - Compliance 2000

More than a decade ago the IRS recognized that research could be used to allocate limit-
ed resources to improve voluntary compliance more effectively when it formed a strategy
called Compliance 2000 and created District Compliance Planning Councils."* Compliance
2000 was a proactive, research-based compliance strategy that the IRS pursued in the late
1980s and early 1990s with the goal of increasing overall compliance (using both enforce-
ment and nonenforcement tools) to 90 percent by 2001.* It called for the IRS to foster
voluntary compliance by addressing the root causes of noncompliance for discrete taxpay-
er segments® and then providing the most efficient response, such as taxpayer education,

" Alan H. Plumley, The Determinants of Individual Income Tax Compliance: Estimating The Impacts of Tax Policy,
Enforcement, and IR S Responsiveness, Publication 1916 (Rev. 11-96), Washington, DC, 2.

& Jd

° 4. at 35-36; Jeffrey A. Dubin, Michael J. Graetz and Louis L. Wilde, The Effect of Audit Rates on the Federal
Individual Income Tax, 1977-1986, 43 NAT. TAX J., 395, 396, 405 (1990).

1% See Alan Plumley and Eugene Steuerle, An Historical Look at the Mission of the Internal Revenue Service: What is the
Balance between Revenue and Services The Crisis in Tax Administration, November 2002, 15-16. See also, Internal
Revenue Service, Evaluation of the IRS System of Projecting Enforcement Revenue, Publication 1501 (11-89)
Washington, DC, 5; SB/SE Examination Priorities Presentation, April 22, 2003, 12-14; General Accounting
Office, Tax Administration, IRS’ Return Selection Process, GAO/GGD-99-30 (Feb. 1999).

SE c TION ™ General Accounting Office, IRS Has Made Progress but Major Challenges Remain, GAO/GGD-96-109, 2-9 (June
1996).

oNE 12]d
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tax form simplification, outreach, or enforcement.** The goal of this approach was to
increase voluntary compliance by the most effective means rather than merely to focus on
direct examination results.”® Thus, it implicitly acknowledged that examinations are one
of many activities that indirectly affect tax compliance.

The first step in developing a compliance initiative under Compliance 2000 was to identify
pockets of noncompliance, such as drywall contractors in a particular city.” Research
would then determine the reason for noncompliance, and an appropriate response (either
enforcement or nonenforcement) would be tested and initiated.”

Beginning in the mid-1990s, Compliance 2000 spurred the formation of Compliance
Planning Councils to oversee regional compliance programs.®® The Compliance Planning
Council allowed District Directors to “opt out” of nationally mandated market-segment-
based examination work when it could be demonstrated that compliance was within
tolerance levels.” This allowed the regional compliance programs to focus on local non-
compliance issues and address them with the most appropriate tool.

The Compliance 2000 approach required significant research to identify national and
regional pockets of noncompliance and determine its causes.” The IRS anticipated that
the primary research tool would be the Compliance Research Information System (CRIS),
a network of databases containing sample data spanning multiple years.”

Compliance 2000, however, did not survive.”” In October 1995, the Tax Compliance
Measurement Program (TCMP) was indefinitely postponed due to budget constraints and

¥ Those discrete segments, called “market segments,” are groups of taxpayers with common characteristics and
tax situations. Examples of types of market segmentation are: Like-kind businesses and industries, types of
returns, employment status, cultural background, and common tax issues. IRS, Compliance 2000 Orientation
Guide, Document 9102 (07-1993), 16, 49. One of the goals of market segmentation was to better focus the use
of enforcement resources; another was to ensure consistency across taxpayer groups. /d. at 50.

1 See generally, IRS Strategic Business Plan FY1992 and Beyond, IRS Document 7382 (Sept. 1991); IRS, Compliance
2000: Orientation Guide, Document 9102 (Rev. 7-1993).

15 Id

'8 General Accounting Office, IRS Has Made Progress but Major Challenges Remain, GAO/GGD-96-109, 3 (June
1996).

Y Id. at 10, 27.

" 1d at 9, 30.

' See IRS, District Office of Research and Analysis (DORA), Phase I Training Material: IV, Framework; NORA,
DORA roles, 8. Prior to reorganization in 1998, the IRS was organized into a three-tier geographic structure
with a National Office, Regional Offices and District Offices. There were four regions and 33 districts.
District Directors were in charge of overseeing all IRS functions within their district. See S. Rep. No. 105-174
at 9 (1998).

“ This approach utilized the National Office of Research and Analysis (NORA) and the District Offices of
research and Analysis (DORA), which were national and local IRS research offices, respectively. General
Accounting Office, IRS Has Made Progress but Major Challenges Remain, GAO/GGD-96-109, 2 (June 1996).

2 Id at 2, 7-8.
2 See, e.g., IRM 5.1.11.12 (Rev. 5-27-1999); IRM 4.19.1.1.5.4 (Rev. 10-1-2001); IRM 21.8.1.1.3.4 (Rev. 12-1-2000).
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controversy.” Because CRIS relied on 1988 TCMP data that would become less useful as
time passed, the IRS did not have objective compliance data that it needed to effectively
implement Compliance 2000.*

In 1996 the General Accounting Office (GAO, now the Government Accountability
Office) found that Compliance 2000 had “generated few compliance gains” and blamed
tensions between national and district research priorities, a lack of objective data, and the
absence of an infrastructure for planning, managing and monitoring research projects.”
Compliance 2000 was thus abandoned because of difficulties in implementation, not
because its research-based approach was not sound.*
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Examinations and the Tax Gap

While the IRS has historically recognized that examinations are not the only effective
tool for addressing the tax gap,” they are an important part of its current tax gap reduc-
tion strategy.® Eighty percent of the gross tax gap ($249 billion of $311 billion) is
attributable to underreporting tax liabilities.” Examination is one of the compliance tools
that the IRS uses to detect and deter underreporting.*

Declining Examination Rates, Decline in Face-to-Face Exams

With the exception of an increase in the early 1990s, examination personnel and coverage
rates (i.e., the number of examinations per tax return) have been declining since the late
1970s.* Recent data suggests that the decline in audit coverage rates is leveling off, due in
large part to the IRS’ increasing use of correspondence examinations,” which are conduct-

% General Accounting Office, IRS Has Made Progress but Major Challenges Remain, GAO/GGD-96-109, 2, 7-8
(June 1996).

% Id. at 4.
% Jd at 27.

% The Compliance 2000 initiatives were consolidated into the Compliance Initiative Projects (CIP) in 1997. IRM
5.1.11.12 (Rev. 5-27-1999); IRM 4.19.1.1.5.4 (Rev. 10-1-2001); IRM 21.8.1.1.3.4 (Rev. 12-1-2000). CIPs are typ-
ically local activities involving contact with specific groups of taxpayers. IRM 4.17.1 (Rev. 2-1-2004) through
IRM 4.17.4 (Rev. 2-1-2004). However, before a CIP may be initiated it must be formally approved at the
national level. 7d.

% See Alan H. Plumley, The Determinants of Individual Income Tax Compliance: Estimating the Impacts of Tax Policy,
Enforcement, and IR S Responsiveness, Publication 1916 (Rev. 11-1996), 40-41 (estimating that IRS tax preparation
efforts were the second most cost effective activity that the IRS could undertake to increase voluntary compli-
ance).

% See IRS, Strategic Plan 2005-2009, Publication 3744, 19 (Rev. 6-2004).
% See IRS National Headquarters Office of Research, Tax Gap Map for Year 2001 (Feb. 24, 2004).

0 See, e.g., Department of the Treasury, Internal Revenue Service, Report to Congress: IRS Tax Compliance Activities,
5, July 15, 2003.

31 See Alan Plumley and Eugene Steuerle, An Historical Look at the Mission of the Internal Revenue Service: What is the
Balance between Revenue and Service?, The Crisis in Tax Administration, 7-9 (Nov. 2002).

% See generally, Treasury Inspector General Tax Administration, Trends in Compliance Activities Through Fiscal Year

SECTION 2003, Reference No. 2004-30-083, 8 (April 2004). Correspondence exams accounted for 81 percent of the
examinations of individuals with incomes under $100,000 and 52 percent of the examinations of individuals
0 NE with incomes $100,000 and over in FY 2003. /4. at 8.
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ed by mail and generally address fewer issues than face-to-face examinations.*® The shift
from broad face-to-face examinations to narrow correspondence examinations is an effort,
in part, to prevent further erosion in audit coverage rates, since IRS staffing is expected to
decline even under the current budget proposal.* Thus, this shift appears to be driven
more by costs (and perceived audit coverage requirements) than by a research-based cost-
benefit analysis that takes into account the indirect effect of voluntary compliance that it
may produce.
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The overall effect on compliance of substituting correspondence examinations for face-to-
face examinations should be studied.* It is possible that a narrow correspondence audit
that does not detect significant noncompliance may actually have a relatively smaller indi-
rect effect on compliance than a broad face-to-face examination as taxpayers get the
message that in the unlikely event they are audited, it is even more unlikely that noncom-
pliance will be detected.* Further, the relative indirect effects of correspondence
examinations are likely to vary by taxpayer segment and community. The IRS needs
more research on the relative indirect effects of correspondence and face-to-face examina-
tions on voluntary compliance to make informed decisions consistent with tax gap
reduction goals.

Goal of Audit Selection Process is Not Tax Gap Reduction

The IRS uses over 40 methods of selecting returns for examination.” However, one of the
most frequently used selection tools is the Discriminant Function (DIF) System.*® Under
this system, tax returns are computer scored and assigned a numeric value (a “DIF score”)
based on the potential for an examination to change the tax liability.* Returns with the
highest DIF scores are then reviewed by an examination official who decides if the returns

® See generally, General Accounting Office, IRS Audits, Weaknesses in Selecting and Conducting Correspondence Audits,
GAO/GGD-99-48 (March 1999).

% IRS Oversight Board, FY2005 Budget/Special Report, March 2004, 11-12.

* The IRS has normatively evaluated the indirect effect of various types of examination and non-examination
activities. See Alan H. Plumley, The Impact of the IRS on Voluntary Tax Compliance: Preliminary Empirical Results,
National Tax Association 95th Annual Conference on Taxation (Nov. 2002), 11-14.

% See generally, Karyl A. Kinsey, Deterrence and Alienation Effects of IRS Enforcement: An Analysis of Survey Data,
Why People Pay Taxes, 259, 276 (Joel Slemrod ed., 1992); American Bar Association Commission on Taxpayer
Compliance, Report and Recommendations on Taxpayer Compliance, 41 Tax Law. 329, 364-365 (1988) (suggesting
that low quality audits may be as bad or worse for compliance than no audit at all). As an audit get more
focused, it also becomes more important to know the relative indirect effect of the audit based upon the issues
selected for examination.

¥ See General Accounting Office, Tax Administration: IRS’ Use of Random Selection in Choosing Returns for Audit,
GAO/GGD-98-40, 2 (February 1998).

* In the early 1990’s, roughly 59 percent of all returns selected for audit were selected by DIF. General
Accounting Office, Tax Administration, IRS Return Selection Process, GAO/GGD-99-30, 2 (Feb. 1999). A varia-
tion of DIF is designed to select returns with unreported income (the UI-DIF). See Internal Revenue Service,
Weekly Report to the Secretary, “IRS Develops Tool to Find Unreported Income” (Sept. 10, 2002), 1.

¥ IRM 4.1.3.1 (Rev. 5-19-1999).
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should be audited and what items and issues should be examined.” The DIF score does
not necessarily have any relation to the total revenue the examination is likely to generate.

Direct Revenue Collection Not Considered

The goal of each return selection process has typically been to select returns for audit that
will result in the greatest recommended change.” However, the IRS has rarely considered
whether the dollars assessed have the potential to be collected.”” This suggests that the
IRS examination strategy may not have been maximizing direct revenue recovery.
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Indirect Revenue Collection Not Fully Considered

More importantly, the greater indirect effect that an examination may have on compliance
has not been systematically considered in selecting specific returns or items for audit.”®
Some examinations yield little direct revenue, but have a large ripple effect on the compli-
ance of other taxpayers.* The IRS has traditionally addressed indirect effects (such as
deterrence) simply by examining some minimum number of returns in each taxpayer cate-
gory, rather than focusing on specific returns or issues likely to produce the greatest
indirect effects.®

In its most recent strategic plan, the IRS proposes to discourage and deter noncompliance
by refining its return selection criteria to target returns that significantly underreport their
income, and by hiring additional personnel to focus on high-income and corporate
cases.” An examination strategy focused primarily on significant underreporting of

“ See IRM 4.1.3.1 (Rev. 5-19-1999).

* See Alan Plumley and Eugene Steuerle, An Historical Look at the Mission of the Internal Revenue Service: What is the
Balance between Revenue and Service? The Crisis in Tax Administration (Nov. 2002) 15-16. See also, Internal Revenue
Service, Evaluation of the IRS System of Projecting Enforcement Revenue, Publication 1501 (Rev. 11-89) Washington,
DC, 5; Treasury Inspector General for Tax Administration, More Information Is Needed to Determine the Effect of
the Discretionary Examination Program on Improving Service to All, Reference No. 2003-40-185, 13 (August 27,
2003) (IRS response); SB/SE Examination Priorities Presentation, April 22, 2003. However, the current IRM
suggests that returns not selected by DIF scores may be selected to achieve voluntary compliance by an identi-
fiable group of taxpayers. IRM 4.19.1.2.3 (Rev. 10-1-2001).

2 See, e.g., Alan Plumley and Eugene Steuerle, A» Historical Look at the Mission of the Internal Revenue Service: What
is the Balance between Revenue and Service? The Crisis in Tax Administration (Nov. 2002), 15-16.

* General Accounting Office, IRS Measures Could Provide A More Balanced Picture of Audit Results and Costs,
GAO/GGD-98-128 (June 1998); Internal Revenue Service, Income Tax Compliance Research: Net Tax Gap
and Remittance Gap Estimates (Supplement to Publication 7285), Publication 1415 (Rev. 4-90) Washington,
DC.

“* In the context of tax credit programs, such as EITC, an audit might have the effect of discouraging taxpayers
from claiming the credit even in cases where they were eligible. Since the government intends eligible taxpay-
ers to have the credit this might be thought of as a negative indirect effect.

“ See Alan Plumley and Eugene Steuerle, An Historical Look at the Mission of the Internal Revenue Service: What is the
Balance between Revenue and Service? The Crisis in Tax Administration (Nov. 2002), 15-16. See also, Internal
Revenue Service, Evaluation of the IRS System of Projecting Enforcement Revenue, Publication 1501 (Rev. 11-89)
Washington, DC, 5.

SECTION “® See RS, Strategic Plan 2005-2009, Publication 3744 (Rev. 6-2004), 19. In recent years, IRS resources have also
been disproportionately allocated to examinations and other enforcement activities targeting low income tax-
0 NE payers, such as those claiming the Earned Income Tax Credit (EITC). See Treasury Inspector General for Tax
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income by high-income individuals and corporations may, in fact, significantly reduce the
tax gap by reason of an indirect effect. However, the IRS has not projected the relative
indirect effect of examining such returns to determine whether such a strategy is likely to
be the most efficient use of resources in reducing the tax gap.

Indirect Effect of Publicity

Researchers have suggested that publicizing the tax gap may increase the perception that
other taxpayers are dishonest, thereby reducing compliance.” The publicity surrounding
the IRS’” need to examine high income individuals and corporations may increase the visi-
bility of unpunished (or lightly punished) tax cheating rather than reinforce the public’s
belief that all taxpayers are paying their fair share. Thus, it is unclear whether the indirect
effect of increased examinations of high income individuals and corporations will be posi-
tive or negative.

Indirect Effect by Taxpayer Segment

Moreover, it is possible that the indirect effects of examining high income individuals and
corporations may vary by taxpayer segment. For example, will taxpayers with cash busi-
nesses be unaffected because they are confident that they will not be recognized as having
a high income? Will wage earners with high incomes forego legitimate deductions for
fear of audit or will they ignore the initiative because they do not think of themselves as
high income? One study found that high income taxpayers did not increase compliance
in response to audit threats, perhaps because they viewed an audit as a negotiation and
they wanted to start negotiating from a low number.” The indirect effect may also vary
by location. Are taxpayers in New York City more likely to change their compliance
behavior as a result of increased examinations of high income taxpayers than similar tax-
payers in West Virginia? Will the examinations be geographically proportionate?

Tools for Analyzing Indirect Effects are Available

The IRS cannot entirely blame a lack of data or research infrastructure for its current
inability to take a proactive research-based approach to its examination strategy. The IRS
has made progress in getting its Compliance Research Information System (CRIS) online,
obtaining fresh NRP data on taxpayer compliance, and improving data analysis capabili-

Administration, Opportunities Exist to Improve the Administration of the Earned Income Tax Credit, Reference No.
2003-40-139 (June 2003). It is unclear whether such examinations were the most effective use of IRS resources
to improve compliance among taxpayers claiming the EITC. See Leslie Book, EITC Noncompliance: What We
Don’t Know Can Hurt Them, 2003 TNT 121-27, 5 (June 24, 2003).

47 See, e.g., Jon S. Davis, et. al., Social Behaviors, Enforcement, and Tax Compliance Dynamics, 78 The Accounting
Review 39 (2003); Leandra Lederman, The Interplay Between Norms and Enforcement in Tax Compliance, 64 Ohio
St. L. J. 1453, 1486-14 (2003).

“8 See Stephen Coleman, The Minnesota Income Tax Compliance Experiment: State Tax Results, Minnesota
Department of Revenue (April 1996). See also, Kim M. Bloomquist, Tax Evasion, Income Inequality and
Opportunity Costs of Compliance, Proceedings of the 96th Annual Conference on Taxation: 2003, Chicago, IL:
National Tax Association (Nov. 2003) (available at http://www.irs.gov/pub/irs-soi/bloomg.pdf).
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ties since Compliance 2000 was abandoned.” The IRS also plans to expand its matching
programs to include state employer wage data to identify business nonfilers, and to collab-
orate with state governments in the area of Abusive Tax Avoidance Transactions.® The
IRS may be able to use data from its current partnerships with the states to estimate geo-
graphic differences in the indirect effects of examinations. Existing research into the
causes of noncompliance can also be used as a foundation for analyzing indirect effects of
different types of examinations among discrete taxpayer segments.*
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Existing Compliance Research

As noted previously, economists have estimated the indirect effect of an examination on
voluntary compliance to be between six and 12 times the amount of the proposed adjust-
ment.*® For example, in 1991 an average audit resulted in a proposed adjustment of
$7,986, but was estimated to indirectly produce an additional $93,217 (11.67 times the
proposed adjustment) in revenue resulting from increased voluntary compliance.® Stated
another way, the indirect effect of an examination on voluntary compliance is estimated
to be between about 86 and 92 percent of the total effect (z.e., the sum of the direct and
indirect effect) of an examination.* IRS researchers have hypothesized that the indirect
effect of an examination varies among taxpayer segments, and that an understanding of
these differences is much more crucial to the allocation of audit resources than the direct
yields produced by examinations.®

Indirect Effects by Type of Noncompliance

The indirect effects of examination activity are likely to vary among noncompliant taxpay-
ers based upon the cause of their noncompliance. Sociologists have identified the
following types of noncompliance:

4 See, e.g., SB/SE Research, Small Business/Self Employed, Compliance Risk Assessment, FY 04-05 Strategic Planning
Cycle (Jan. 31, 2003).

%0 See IRS, Strategic Plan 2005-2009, Publication 3744, 20 (Rev. 6-2004).

5! See, e.g., Robert Kidder & Craig McEwen, Taxpaying Behavior in Social Context: A Tentative Typology of Tax
Compliance and Noncompliance, 2 TAXPAYER COMPLIANCE 57 (1989).

52 Alan H. Plumley, The Determinants of Individual Income Tax Compliance: Estimating The Impacts of Tax Policy,
Enforcement, and IR S Responsiveness, Publication 1916 (Rev. 11-96), Washington, DC, pp 35-36 (estimating that
the indirect effect of every dollar of proposed audit adjustments was an increase in voluntary tax reporting by
$11.67); Jeffrey A. Dubin, Michael J. Graetz and Louis L. Wilde, The Effect of Audit Rates on the Federal Individnal
Income Tax, 1977-1986, 43 NAT. TAX J., 395, 396, 405 (1990) (estimating that the indirect effect of an examina-
tion was about 6 times the resulting assessments, that is, examinations resulting in assessments of $2.6 billion
would increase voluntary taxes reported by $15.6 billion or six times the assessment amount.).

53 Alan H. Plumley, The Determinants of Individual Income Tax Compliance: Estimating The Impacts of Tax Policy,
Enforcement, and IR S Responsiveness, Publication 1916 (Rev. 11-96), Washington, DC 1996, 35-36.

* Even this may be a significant understatement of the relative importance of the indirect effect of examinations
given the fact that the IRS is estimated to collect only 20 to 43 percent of any proposed adjustment over time.
See General Accounting Office, IRS Measures Could Provide A More Balanced Picture of Audit Results and Costs,

SECTION GAO/GGD-98-128, 4 (June 1998).
% See Alan H. Plumley, The Determinants of Individual Income Tax Compliance: Estimating The Impacts of Tax Policy,
0 NE Enforcement, and IR S Responsiveness, Publication 1916 (Rev. 11-96), Washington, DC, 35-36.
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Procedural noncompliance: Administrative complexity is a hurdle to compliance.

Lazy Noncompliance: Taxpayers are unwilling or unable to satisfy the requirements
for compliance.

&  Unknowing Noncompliance: Taxpayers experience confusion about the rules for
compliance.

Asocial Noncompliance: Taxpayers engage in classic tax cheating.

Brokered Noncompliance: Taxpayers’ reliance on advice of tax professionals results in
noncompliance.
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& Symbolic Noncompliance: Taxpayers do not comply because they perceive inequities
in the operation of the tax laws or tax administration.

& Social Noncompliance: Social or economic circumstances (e.g., social norms) create
an environment that does not discourage cheating.

& Habitual Noncompliance: Taxpayers develop a history of noncompliance and
become emboldened by “getting away” with noncompliance in past years.*

As an example, examinations are likely to have a greater indirect effect on social than on
procedural noncompliance. Taxpayers who are procedurally noncompliant would proba-
bly benefit more from education and assistance in tax preparation than from an increasing
likelihood of audit. A greater understanding of the reasons for non-compliance among
various taxpayer groups and the responsiveness of each group to examinations could help
the IRS improve the effectiveness of its examination strategy in reducing the tax gap.

Maximizing Indirect Effects by Changing Community Norms

The notion that different taxpayer groups respond differently to an increasing examina-
tion rate is consistent with “social norm” explanations of tax compliance behavior offered
by tax scholars. There is a widespread consensus among these scholars that deterrence
does not explain voluntary tax compliance because the probability that the IRS would
detect cheating is trivial and the penalty is small.” That is, why not cheat if you are
unlikely to get caught and even if you do get caught the penalty is small? Some have
concluded that the explanation for widespread tax compliance is that people are obeying
a “social norm.”® Social norms are nonlegal rules that people follow because they obtain
either satisfaction from doing the right thing (or absence of guilt) or approval from others

% See Leslie Book, The Poor and Tax Compliance: One Size Does Not Fit All, 51 KAN. L. REV. 1145 (2003), citing,
Robert Kidder & Craig McEwen, Taxpaying Behavior in Social Context: A Tentative Typology of Tax Compliance and
Noncompliance, 2 TAXPAYER COMPLIANCE 57 (1989).

5 See, e.g., Eric A. Posner, Law and Social Norms: The Case of Tax Compliance, 86 VA. L. REV. 1781, 1782 (Nov.
2000). See also, Leandra Lederman, The Interplay Between Norms and Enforcement in Tax Compliance, 64 OHIO ST.
L.J. 1453, 1457-1459 (Dec. 2003). This describes a type of “asocial noncompliance,” e.g., where the taxpayer
objectively calculates costs and benefits of compliance.

58 See, e.g., Eric A. Posner, Law and Social Norms: The Case of Tax Compliance, 86 VA. L. REV. 1781, 1782 (Nov.
2000).
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(or absence of disapproval, stigma or ostracism by others).* That is, if a person belongs
to a community that would ostracize tax cheaters, he or she is less likely to cheat than a
person whose community accepts tax cheating as the norm. This theory is supported by
surveys indicating that those who report compliance believe that their peers and other tax-
payers in general comply, that is, they believe compliance is the norm.® Studies confirm
that taxpayers exhibit increased compliance after being told that other taxpayers are com-
pliant.** Perhaps such publicity reinforces social norms of tax compliance.
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However, in communities where noncompliance is the norm, such as some cash economy
business communities that are the largest contributor(s) to the tax gap, taxpayers may
already assume that others are noncompliant.* In such cases, increasing tax examinations
may be a particularly effective way to increase tax compliance norms.®® Examinations tar-
geting a specific community with tax cheating norms could “tip” a norm of
noncompliance into one of compliance.*

A threshold level of examinations may be required to make the payment of taxes econom-
ically feasible for participants in markets where tax cheating is so rampant that the market
price of a good or service does not reflect tax compliance costs.* Without IRS enforce-
ment against noncompliant businesses, compliant businesses are at a competitive
disadvantage and may simply leave the market. This suggests that in some communities
the marginal indirect effect of examinations is likely to increase dramatically as the
increase in examinations changes community norms.®

Example: Assume, for example, that underreporting is rampant among dry-
wall contractors in a particular community. When audits begin to cause
enough drywall contractors in that community to pay taxes that those who
pay no longer feel foolish and the local price of drywall services begins to
increase so that paying taxes and staying in business are not mutually exclu-

% Ann E. Carlson, Recycling Norms, 89 CA. L. REV., 1238 (Oct. 2001).

8 See John S. Carroll, How Taxpayers Think About Their Taxes: Frames and Values, Why People Pay Taxes, 43, 47
(Joel Slemrod ed., 1992).

81 See generally, Stephen Coleman, The Minnesota Income Tax Compliance Experiment: State Tax Results (April 1996).

82 See, e.g., Joseph Bankman, Tax Enforcement: Tax Shelters, The Cash Economy, and Compliance Costs, 2004 TNT 134-
43, Doc 2004-13203, July 12, 2004, 189. Noncompliance based upon a community norm is “social
noncompliance.”

% A recent survey found that personal integrity was the single most important reason cited for tax compliance.
RoperASW, 2003 IRS Oversight Board Compliance Study Report (Sept. 2003), 2. This may support the hypothesis
that social norms play an important role in tax compliance behavior.

8 See Leandra Lederman, The Interplay Between Norms and Enforcement in Tax Compliance, 64 Ohio St. L. J. 1453,
1482-1501 (Dec. 2003).

65 .
See id.
% Aecord Jon S. Davis, et. al., Social Behaviors, Enforcement, and Tax Compliance Dynamics, 78 The Accounting
SECTION Review 39 (2003) (finding that noncompliant populations respond to increasing enforcement by gradually
increasing compliance until enforcement reaches a threshold level, and then suddenly shifting to very high
NE levels of compliance).
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sive choices, the voluntary compliance revenue generated from each addi-
tional audit is likely to be significantly more than the marginal revenue
generated by the first audit in that community.

The IRS could use its partnerships with state taxing authorities, local databases (such as
property tax records that indicate property disproportionate to reported income),” and
refined UI-DIF computer screening tools to identify taxpayer segments where noncompli-
ance is the norm and examinations might have a dramatic effect on voluntary
compliance. In such communities, if the IRS increased audits that cover information
reporting compliance, the audits could have a significant ripple effect on compliance by
suppliers.”® That is, even though an audit covering information reporting is unlikely to
generate significant direct revenue, suppliers may be less likely to underreport income if
their customers comply with information reporting requirements. However, any such
strategy would benefit from a greater understanding of how examinations can work to
change community norms.
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IRS COMMENTS

The IRS agrees that the tax gap is a serious problem. To address this problem, the IRS
has many efforts underway to develop and enhance an examination strategy for more
effective allocation of resources and improved selection of cases relative to the examina-
tion program. Most of the discussion in the TAS report is based on selected, observed
IRS actions and the findings of various research studies conducted over many years.
However, the conclusions and recommendations reached in the report do not reflect a full
understanding of the examination function in tax administration.

The IRS uses a three-dimensional strategy to accomplish its mission relative to examina-
tions and address the reporting compliance tax gap. These dimensions are not mutually
exclusive and their allocation relies to a great degree on management judgment. From
year to year, the IRS balances its examination resources to address these three dimensions,
as part of its strategy to close the tax gap.

Provide Audit Coverage — Maintaining an effective level of audit coverage pro-
vides a broad enforcement presence and encourages the annual voluntary net
collection of approximately $1.7 trillion in revenue. This examination “presence”

% This has been recommended by others. See, e.g., Joseph Bankman, Tax Enforcement: Tax Shelters, The Cash
Economy, and Compliance Costs, 2004 TNT 134-43, Doc 2004-13203, July 12, 2004, 189; American Bar
Association Commission on Taxpayer Compliance, Report and Recommendations on Taxpayer Compliance, 41 Tax
Law. 329, 336-361 (1988).

% professor Bankman suggests that IRS auditors rarely examine compliance with information reporting require-
ments because they are primarily focused on reporting of income by the taxpayer under audit. Joseph
Bankman, Tax Enforcement: Tax Shelters, The Cash Economy, and Compliance Costs, 2004 TNT 134-43, Doc 2004-
13203 (July 12, 2004), 189.
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promotes the fairness of the tax system by ensuring that taxpayers are paying the
correct amount of tax. Audit coverage also provides stability to voluntary compli-
ance by preventing erosion of the voluntary reporting and payment of taxes owed.

Mitigate Risk to the Tax System — Directing examination resources to those seg-
ments of the population that use egregious tax avoidance strategies or fail to file
returns is another important dimension of the examination strategy. Specific pro-
grams to deal with these forms of noncompliance are critical if the IRS is to assure
the taxpaying public that the tax system is fair, i.e., all taxpayers are expected to
pay their "fair share," and those who don’t will be detected. Taxpayers who believe
the system is fair are far more likely to correctly report and pay their taxes.
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Generate Enforcement Revenue — Focusing on potential enforcement revenue is
an integral part of the IRS strategy to address underreporter non-compliance and
select returns for examination, whether for audit coverage or risk mitigation.
Higher potential for tax adjustments (enforcement revenue) signals a higher degree
of noncompliance. Giving priority to these cases not only impacts direct and indi-
rect compliance, but is also an effective use of IRS resources.

Conducting probes for unreported income is a standard element of both business and
non-business examinations. In addition, the IRS continues to conduct research into
improved methods to detect unreported business income. In particular, the IRS is using
selection formulas based upon the DIF system to select and audit returns showing high
probabilities for unreported income.

The IRS has not abandoned the strategies and methodologies learned from the
Compliance 2000 projects of the early 1990’s. The IRS has, in fact, integrated many of
the principles and methodologies of the Compliance 2000 initiative noted in the TAS
report. For instance, in the current tax shelter initiatives, the IRS is offering settlements
in lieu of full-scale audits in cases where issues are clearly defined. Also, in a number of
its programs, the IRS uses soft notices to encourage taxpayers to correct apparent errors
on their tax returns. In addition, increased pre-filing efforts (modeled after Compliance
2000 approaches) have resulted in marketing, education and outreach to promote an
Employment Tax Strategy within specific industries and TIP reporting agreements to help
both employees and employers meet their respective tax obligations without enforcement
intervention.

The Large & Mid-Size Business (LMSB) Operating Division is implementing the

Compliance Assurance Program (CAP) which provides improved service to taxpayers and

increased compliance with tax laws through real time monitoring, review and issue resolu-

tion. This is exactly the kind of approach envisioned in Compliance 2000. CAP builds

on the experience gained from the Industry Issue Resolution (IIR) program (working with

industry groups to address the compliance of groups of taxpayers in specific areas) and
SECTION from the Limited Issue Focused Examinations (LIFE).
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Every year, the IRS invests significant resources, both internally and externally, to research
tax compliance behavior. Currently, SB/SE Research is conducting approximately 50
projects regarding examination issues. In addition to these smaller, more targeted efforts,
the IRS recently completed the National Research Program (NRP). The IRS dedicated
significant resources to this program, examining approximately 46,000 returns and spend-
ing more than $100 million. Information gathered from this effort will allow the IRS to
improve its audit selection formulas, develop more current tax gap estimates, and update
the measures on taxpayer compliance. This information will be used as a benchmark in
future years to direct the allocation of resources to address compliance issues. Expanded
reporting requirements, such as the new Schedule M-3 and Form 8858, increase the infor-
mation available to the IRS to pinpoint non-compliance, particularly in the large
corporate population.

The TAS report recommends that the IRS plan its examination strategy to take advantage
of the indirect effect of its audits and to maximize the collectibility of the resulting assess-
ments. The indirect effect of examinations is a component in establishing audit coverage
each year. Our focus on areas of non-compliance and high risk, such as abusive schemes
and offshore initiatives, is intended to create a ripple effect. While there are no proven
quantitative measurements regarding the indirect effect, the IRS continues to enhance
workload identification selection systems to maximize indirect benefits across broad
groups of taxpayers.

Similarly, the collectibility of assessments resulting from examinations has long been a
topic of discussion among compliance strategists. However, there is no proven method
for determining, in advance, the collectibility of a potential assessment. There are too
many factors that impact on collectibility in a particular case. The examination process is
designed to ensure fair and equitable treatment of taxpayers in addressing reporting non-
compliance. To address collectibility issues, the IRS Collection operation has developed a
number of process enhancements to increase its ability to collect tax liabilities in a timely
manner. Performance data indicates that these initiatives are working — for FY 04, total
dollars collected increased by 15 percent.
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TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate agrees that the IRS cannot ignore egregious tax avoidance strate-
gies and must maintain some minimal level of audit coverage. In addition, she commends the IRS

Sor:
& Attempting to enbance its return selection systems to maximize indirect effects across broad
groups of taxpayers;
&  Completing the National Research Program (NRP) to obtain fresh compliance data;
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& Ongoing research to improve methods to detect unreported business income; and

& Using soft notices and pre-filing efforts to promote voluntary compliance.
The Large and Mid-Size Business (LMSB) Operating Division also should be commended for efforts
to improve service and compliance through its Compliance Assurance Process and the new Schedule
M-3 (Net Income (Loss) Reconciliation for Corporations With Total Assets of $10 Million or

More).”® However, the IRS’ new examination initiatives do not specifically address underreporting
by small business and self-employed taxpayers, which represent the largest component of the tax gap.”

IRS comments indicate that the first two prongs of its three dimensional examination strategy, main-
taining andit coverage and directing resources towards egregious tax avoidance strategies and
nonfilers, are intended to promote the fairness of the tax system, thereby increasing voluntary compli-
ance. However, almost any examination strategy is likely to promote voluntary compliance. The real
question is whether the IR S is using the most effective strategies to promote voluntary compliance.

The IRS has cited no evidence that its examination strategies are actually the most effective strategies
for promoting voluntary compliance, or even the most effective examination strategies. In fact, there
is little evidence that average business taxpayers, who are the largest contributors to the tax gap, will
be affected by initiatives targeting other taxpayer groups. Furthermore, to onr knowledge the IRS has
not integrated these initiatives with strategies or studies that would measure their impact on voluntary
compliance.

The third prong of IRS’ strategy is to maximize enforcement revenue based on the assumption that
this is the most effective use of IRS resources. However, IRS cites no evidence that maximizing
enforcement revenue is actually an effective use of IRS resources. In fact, IRS researchers have previ-
ously estimated that certain non-enforcement strategies are more cost effective in maximizing revenue
than many enforcement strategies, and that sending Tax Delinquency Investigation Notices (nonfiling
notices) was the most cost effective enforcement strategy.”™ Whatever strategy is adopted should be
based on the best research available, and if actionable research is lacking, further research should be

pursued.

% The Compliance Assurance Process allows the IRS, working in conjunction with the taxpayer, to determine
tax return accuracy prior to filing. The Schedule M-3 facilitates examinations of large corporations by disclos-
ing the information needed to reconcile book and tax income.

SECTION " See Key Legislative Recommendation: Tax Gap Provisions, #xfa.
™ Alan H. Plumley, The Determinants of Individual Income Tax Compliance: Estimating The Impacts of Tax Policy,
0 NE Enforcement, and IR S Responsiveness, Publication 1916 (Rev. 11-96), Washington, DC, 40.
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RECOMMENDATIONS

Because studies have concluded that examinations reduce the tax gap primarily through an indirect
effect on voluntary compliance, the IRS should further research such effects.” The IRS should esti-
mate how such indirect effects vary by taxpayer segments, issues examined, and type of examination
(e.g., face to face or correspondence). It should use this research to determine which returns to exam-
ine, which issues to examine and what type of examination to use. In the meantime, the IRS should
use its partnerships with state taxing authorities, local databases (such as property tax records that
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indicate property disproportionate to reported income) and improved UL-DIF computer screening
tools to identify taxpayer segments and communities where noncompliance is the norm. Conducting
additional examinations in such communities is likely have a dramatic indirect effect on voluntary

compliance as it changes community norms.

The IR S should develop procedures for quickly estimating how effectively a given strategy increases
voluntary compliance in a given community. The availability of such estimates would give the IRS
an alternative to evalnating examination initiatives based on dollars assessed, which may have no
correlation with the effectiveness of an initiative in achieving tax gap reduction goals. In addition to
relying on traditional IRS data sources to make such estimates, IRS could survey local market prices
for goods or services to determine if they reflect tax compliance costs as well as the attitudes of various
taxpayer groups towards tax compliance.

The IRS should consider adopting a policy of routinely anditing information reporting compliance,
even though such procedures may be unlikely to significantly increase assessments. Such aundits would
promole information reporting compliance. Increased information reporting compliance could have a
significant effect on underreporting since taxpayers are more likely to report income if they know it has
been reported to the IRS.

The IRS should also research the national and local causes of noncompliance. An understanding of
why examinations are more effective among some populations and for certain tax issues will help
IRS identify the most cost effective way of addressing noncompliance. Along the same lines, the IRS
should revisit the basic components of Compliance 2000 that were successful or that could now be
successful given IRS’ improved research capabilities and fresh NRP data. Specifically, it should con-
sider grving local areas more research tools, latitude and incentives to address non-compliance among
local taxpayers, and then evaluate the success of such local approaches so that successful strategies can
be replicated elsewbhere.

" For example, even after IRS issues a notice of intent to levy on federal payments, the GAO has estimated that
73 cents out of every dollar that is collected is paid voluntarily, rather than by levy. General Accounting
Office, Federal Payment Levy Program Measures, Performance, and Equity Can Be Improved, GAO-03-356, 6-8
(March 2003).
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PROBLEM
TOPIC D-15

MOST SERIOUS PROBLEM: IRS COLLECTION STRATEGY

RESPONSIBLE OFFICIALS

Henry O. Lamar, Jr., Commissioner, Wage and Investment Division
Kevin M. Brown, Commissioner, Small Business/Self Employed Division

DEFINITION OF THE PROBLEM

The collection function within the IRS collects unpaid assessments and is responsible for
ensuring that individuals and entities that are required to file tax returns actually do so.
The IRS collection function is an essential component of our tax administration system.
Notwithstanding the importance of the collection function, the IRS has failed to develop
an effective, comprehensive and consistent collection strategy to counter the two most
serious threats to our tax administration system: the ever widening tax gap* and the
decline in tax compliance. Over the last decade, the IRS’ approach to collection strategy
has been marked by dramatic shifts in emphasis; however, these shifts have not sought to
harmonize effective collection strategies used in the private sector with strategies designed
to address the causes of noncompliance. Because the IRS is again altering the collection
landscape in favor of more enforcement,’ it is an appropriate time to identify the essential
components of a single, farsighted collection strategy that harmonizes the goals of tax col-
lection and tax compliance by:

prompting human contact with delinquent taxpayers;
understanding the why of taxpayer noncompliance;
identifying the appropriate collection touch for the particular cause of noncompliance;

taking a research based approach; and

a M w DNk

reducing opportunities for noncompliance.

ANALYSIS OF THE PROBLEM

Several years ago the IRS revised its mission statement that had prevailed since the 1960’s.
The old IRS mission statement provided:

The purpose of the Internal Revenue Service is to collect the proper amount of
tax revenue at the least cost; serve the public by continually improving the
quality of our products and services; and perform in a manner warranting

.

The gross tax gap is the amount of tax that is imposed by law for a given tax year but not paid voluntarily or
timely. IRS National Headquarters Office of Research, Tax Gap Map for Year 2001 (Feb. 24, 2004); se¢ also
General Accounting Office, Tax Gap: Many Actions Taken, But a Cobesive Compliance Strategy Needed, GAO-94-
123, 10 (May 1994).

As Internal Revenue Service Commissioner Mark W. Everson recently noted to the Internal Revenue Service
Advisory Council (IRSAC): “The word ‘enforce’ is one that people didn’t even like to use when I turned up
here. That’s not the case anymore.” Heidi Glenn and Warren Rojas, Everson Delays EITC Certification Effort,
Backs Other IRSAC Ideas, 105 Tax Notes 905 (2004).

~
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the highest degree of public confidence in our integrity and fairness.?

The old mission statement emphasized the collection of a sum certain owed by the tax-
payer. In 1998, the IRS revised its mission statement as part of the Internal Revenue
Service Restructuring and Reform Act of 1998 (RRA 98).* The new IRS mission is:

Provide America’s taxpayers top quality service by helping them understand
and meet their tax responsibilities by applying the tax law with integrity and
fairness to all.®
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The new mission statement emphasizes tax compliance and the duty of the IRS to assist
taxpayers in meeting their tax obligations. Critics of RRA 98 have pointed to the omis-
sion of the words “to collect” from the revised mission statement as evidence of a shift in
emphasis away from collections. These voices inside and outside the IRS have argued
that the decline in collections activity within the IRS was brought about by RRA 98.°
The National Taxpayer Advocate rejects this premise. Taxpayer rights and higher rates of
tax compliance can coexist and do not reflect opposing values.

While it may be tempting for some to blame the enactment of RRA 98 for the IRS
diminished collection performance, it is clear that prior to 1998 the tax gap was expand-
ing while collection efforts were stagnant.” For example, in the years 1988 throughout
1992, the collection of delinquent accounts was stagnant at approximately $23 billion per
year, while the gross accounts receivable inventory increased annually by approximately
$10 billion in each year, extending the annual gross tax gap to $127 billion dollars by
1992.2 Current figures indicate that collection enforcement revenue is approximately $34

® Policy Statement P-1-1, Status (approved Dec. 18, 1993) (from 1998 Internal Revenue Manual). [emphasis
added].

* The Internal Revenue Service Reform and Restructuring Act of 1998, Pub. L. No. 105-206, 112 Stat. 685
(1998).

* IRM 1.1.1.1(2).

® Leandra Lederman, The Interplay Between Norms and Enforcement in Tax Compliance, 64 Ohio St. L. J. 1453, 1458
(2003), citing various RRA 98 provisions as contributors to the change in morale of IRS collection personnel,
such as the enactment of RRA 98 § 1203(b) which established the so-called the “ten deadly sins” of conduct
for which IRS employees can be fired. It is difficult to understand how the enactment of such common sense
provisions (that are hardly Draconian compared with employee standards in the private sector) would keep
dedicated employees from doing their jobs. For example, RRA 98 § 1203(b)(4) makes the destruction of docu-
ments by IRS employees to cover up employee mistakes a terminable offense. Assuming such conduct to be
rare (as the National Taxpayer Advocate believes it to be), such common sense provisions as RRA 98 § 1203
should not alter the professionalism and morale of IRS collections employees.

~

The gross tax gap is the amount of tax that is imposed by law for a given tax year but not paid voluntarily or
timely. IRS National Headquarters Office of Research, Tax Gap Map for Year 2001 (Feb. 24, 2004); see also
General Accounting Office, Tax Gap: Many Actions Taken, But a Cobesive Compliance Strategy Needed, GAO-94-
123, 10 (May 1994).

® Id. at 29.
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billion per year,’ with the gross tax gap estimated at about $310 billion per year. In
other words, while annual collections have increased by $11 billion (or 48 percent) over
the past ten years, the gross tax gap has expanded by over $183 billion (or 144 percent).
Moreover, ample time has elapsed since the enactment of RRA 98, and still, by its own
admission, the collection function is a “high risk/material weakness” within the IRS.*

There are trends other than the tax gap that warrant a new approach toward collections.
Evidence suggests that voluntary compliance, the bedrock of our tax system, is eroding.*
While there has been a strong social norm in this country toward paying taxes, recent
studies suggest that one in five taxpayers now believe it is acceptable to cheat on their tax
returns.”® It is reasonable to conclude that there are fundamental problems with the col-
lections process that are unrelated to RRA 98.
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Other voices inside and outside the IRS have noted a single-mindedness about IRS collec-
tion strategy (pre and post-RRA 98) which has tended to chase today’s delinquent tax
dollars without a goal of ensuring tomorrow’s tax compliance. The rigid collection
process, which includes streams of threatening notices and minimal substantive human
contact, is largely indifferent and unresponsive to the causes of noncompliance. Many
private credit institutions, which unlike the IRS have the luxury of terminating a debtor’s
future credit allowances upon default, understand that modern collections theory and
practice requires substantive human contact with debtors early on in the collections
process in order to tailor collection strategies to fit the causes of delinquency.”

The first step towards greater tax compliance is the recognition that there are different rea-
sons why taxpayers become noncompliant, and if we understand the reasons for their
noncompliance, we can apply the most effective tools to remedy noncompliance.*® By
focusing on tax compliance, the IRS will be able to accomplish two vitally important
goals: narrowing the tax gap and bringing more nonpaying taxpayers back into the system.
In the analysis below, the National Taxpayer Advocate sets forth her strong support for this
approach. As the tax gap is the driving force behind the needed reforms to the IRS collec-
tion process, it is first necessary to analyze the components of the tax gap in greater detail.

° Treasury Inspector General For Tax Administration, Trends in Compliance Activities Through Fiscal Year 2003,
Reference No. 2004-30-083, 2 (April 2004),

"% |RS National Headquarters Office of Research, National Research Program, “Tax Gap Map for Tax Year 2001.”
™ Small Business/Self-Employed Strategic Assessment Report, FY 2005-2006 (February 23, 2004).

2 Amy Hamilton, The Tax Gap and Inklings of a Focus on Noncompliance, 79 Tax Notes 933 (1998) (citing then IRS
Commissioner Charles Rossotti).

B3 IRS Oversight Board, Annual Report, 1 (August 2004).
1 Alan H. Plumley and C. Eugene Steuerle, The Crisis in Tax Administration, Ultimate Objectives for the IRS:

SECTION Balancing Revenue and Service, 311, 329.
> Ann McDonald, Better Connections, 9 Coll. & Credit. Risk, March 2004, 68-69.
0 NE '8 |_eslie Book, The Poor and Tax Compliance: One Size Does Not Fit All, 51 Kan. L. Rev. 1145 (2003).
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Tax Gap

The tax gap is an important measure of the success of the IRS’ collection results because
it measures the difference between what taxpayers owe the Federal government and what
they pay. The IRS has been measuring the tax gap for over 20 years.” In 1981, the gross
tax gap was estimated to be $76 billion, and in 1992 it was estimated at $127 billion, an
increase of 67 percent.”® For the year 2001, the gap was estimated to be $310 billion, an
increase of 144 percent from 1992. Therefore, the tax gap is not just growing, it is grow-
ing at ever-expanding rates.
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The tax gap is not comprised entirely of underpayments. Using the most recent figures
estimated by the IRS, the components of the gross tax gap are taxpayers who:

¢ underreport income ($249 billion);
« fail to file tax returns ($30 billion); and
« fail to pay what is owed ($32 billion).”

The IRS collection function is responsible for addressing both non-filing and non-paying
taxpayers, meaning that approximately $62 billion of potential revenue went uncollected
by the function in 2001.

As the tax gap expands, it places a greater burden than ever before on compliant taxpay-
ers.” Additionally, more Americans than ever before believe that it is acceptable to cheat
on their tax returns.? In light of the growing tax gap and the changing social norm away
from tax compliance in our country, it is time to ask the question: Is the IRS collection strat-
egy sufficient to shrink the tax gap and stem the rising tide of noncompliances To answer this
question, we must examine the basic structure of the IRS collection process.

IRS Collection Process

The collection process begins with an assessment, which can occur through three different
methods:

+ self-assessment by the taxpayer when a tax return is filed;*

" General Accounting Office, Tax Gap: Many Actions Taken, But a Cobesive Compliance Strategy Needed, GAO-94-
123, 3 (May 1994).

"8 The net tax gap is the amount that remains due after late payments and enforced collection actions are under-
taken. For the year 2001, the net tax gap was estimated to be $255 billion. General Accounting Office, Tax
Gap: Many Actions Taken, But a Cobesive Compliance Strategy Needed, GAO-94-123, 13 (May 1994).

9IRS National Headquarters Office of Research, National Research Program, “Tax Gap Map for Tax Year 2001.”
20

Id.
* IRS National Headquarters Office of Research, National Research Program, “Tax Gap Map for Tax Year 2001.”

2 In response to the question “How much if any do you think is an acceptable amount to cheat on your income
taxes?”, the percentage saying “Not at all” dropped from 86 percent in 2002 to 81 percent in 2003. 2003 IRS
Oversight Board, Annual Report. 6.

#|RC § 6201.
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¢ IRS assessment following deficiency procedures and after the taxpayer has exhaust-
ed (or failed to exercise) all rights of appeal;* and

¢ an IRS-prepared “substitute for return” (SFR) where the taxpayer has failed to file a
timely tax return.”

When an assessment is made but no payment is forthcoming, the IRS begins the collec-
tion process, which many refer to as a three stage process.”® The three stages are: the notice
stream, the Automated Collection System (ACS) and the Collection Field function.
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First Stage - Notice Stream

The first stage is known within the IRS as the “notice stream” and involves four notices

being sent to the taxpayer, beginning with a Notice and Demand for Payment. The four
notices are sent to the taxpayer from between five to six weeks apart. In the six months

that elapse from the first notice to the last, the IRS makes no to contact the taxpayer by
phone or in person.

Additionally, it is in this first phase of collection that the IRS makes assessments about the
risk of the delinquent account. Collection cases are managed by the IRS Inventory Delivery
System (IDS), which routes cases depending on the IRS Risk-Based Collection criteria.”

The risk assessment is performed in an effort to ensure that the most productive cases will
be worked by the collection function. Cases are analyzed for priority and assigned a priority
code based on: high, medium and low risk scores.® The risk scores depend on different
facets of the tax. For example, the type of tax affects the risk score such that trust fund cases
are assigned a higher risk.” The age and amount of the tax also affect risk score; thus, newer
taxes and those of higher dollar value are considered higher risks.*

After the notice stream, the second stage for most accounts is the ACS. One exception to
this general rule is that higher risk cases are placed into an electronic holding bin (known
within the IRS as the “Queue”) to await assignment to the Collection Field function,
which in theory provides a higher level of attention to high priority cases.*

* IRC § 6212.

% IRC § 6020(b).

% General Accounting Office, Tax Administration — New Delinguent Tax Collection Methods for IRS, GAO-93-67, 1
(June 1993).

“IRM 5.1.1.13 (1-01-03).

% |RM 5.19.5.3.1. (1-01-03).

#|RM 5.1.1.13 (1) (1-01-03).

% As part of its collection redesign effort, the IRS has begun experimenting with “decision analytics” software
which incorporates taxpayers’ compliance history into the risk assessment. Treasury Inspector General for Tax
Administration, 7he New Risk-Based Collection Initiative Has the Potential to Increase Revenue and Improve Future
Collection Design Enhancement, Reference No. 2004-30-165 (September 2004). IRS Wage and Investment
Division representatives indicated to TAS that the size of the account is the still the primary determinant as to

SECTION whether the case is a high, middle or low risk case.
* The IRS is also in the initial stages of implementing what is termed “decision analytics” to assess the most pro-
ductive collection cases to work.
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Second Stage - Automated Collection System

For most taxpayers, the second stage in the collection process involves the ACS. The
ACS is a computerized inventory system and telephone call center that was designed to
assign cases to examiners who interact with taxpayers about delinquent accounts.* There
are a total of 15 different ACS sites maintained by the IRS Wage & Investment Division
(W&I) for wage earning taxpayers and the Small Business/ Self-Employed Division
(SB/SE) for business taxpayers. Most wage earners are handled by the W&l ACS call cen-
ters after the first stage in the collection process, while some business tax cases, including
trust fund cases, are given a higher priority and bypass the ACS to the Queue to await
selection by the Collection Field function. After a case arrives at ACS, the IRS checks for
levy sources, telephone numbers and other characteristics, resulting in additional comput-
er generated notices to taxpayers.*
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The ACS collection efforts, handled by Customer Service Representatives (who are now
referred to as “Collection Representatives™), primarily respond to phone calls from tax-
payers rather than proactively contacting taxpayers. Although the ACS was originally
intended to serve as an aggressive outbound call program targeted towards making early
attempts to contact taxpayers with delinquent accounts, the program has evolved into pri-
marily taking incoming calls.® For example, in fiscal year 2002, 66 percent of the time
and resources utilized in ACS were expended on handling incoming calls, 30 percent
working inventory, and only four percent placing outbound calls.*

Cases that are given a medium or low risk score are assigned directly to ACS after the
notice stream. SB/SE representatives have indicated that if medium risk cases are not
resolved within 26 weeks, they are sent to the Queue where they will be shelved after 52
weeks.” Low risk cases remain in ACS without being sent to the Queue and are shelved
after 65 weeks. New procedures have also been established to designate more cases as cur-
rently not collectible (CNC) based on taxpayer characteristics, before the cases even get to
the ACS. Although accounts may be designated as CNC within a relatively short period
of time, the date beyond which the IRS can no longer pursue collection actions against
the taxpayer is 10 years from the date of assessment.®

2 |IRM 5.19.5.1 (12-01-00).
*|IRM 5.19.5.3(2) (12-01-00).
*IRM 21.1.1. 1.

% Treasury Inspector General for Tax Administration (TIGTA), Management Advisory Report: Progress Has Been
Made to Consolidate the ACS Workload, but Achieving Employee Skill Specialization Remains an Uncertainty,
Reference No. 2002-30-166, 33 (September 2002).

% Treasury Inspector General for Tax Administration (TIGTA), Management Advisory Report: Budget Issues Are
Delaying the Expanded Use of Predictive Dialer Systems for Contacting Delinquent Taxpayers, Reference No. 2003-30-
132, 5 (June 2003)

¥ The term “shelved” as used in this analysis means to designate as currently not collectible. IRM 5.16.1.2.
* IRC § 6502.
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The Quene

While not technically one of the stages in the collection process, the Queue is an elec-
tronic inventory that holds tax delinquent accounts and investigations until a revenue
officer is available to work the case. The Queue also receives medium risk cases that were
not resolved in ACS and also higher priority cases which need to wait in the Queue until
there is a collection revenue officer to take the case. The Queue’s inventory of accounts
receivable has been increased over the past few years, despite the fact that $19.8 billion in
taxpayer delinquent accounts (TDAs) were removed from Queue between fiscal year 2001
and 2003 and 10.7 million tax delinquent investigations (TDIs) were removed as well.*
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Third Stage - Collection Field Function

The Collection Field function constitutes the final collection stage, though only “high
risk” cases are actually assigned to this stage of the process. In this stage, a revenue officer
will try to make direct contact with the taxpayer. The Collection Field function consists of
revenue officers who are assigned the highest priority cases off the Queue to investigate,
i.e. contact the taxpayer, investigate sources of assets from which the IRS can collect via
levy etc. In proportion to the total population of collection cases that are unresolved
after the notice stream and the ACS, few cases are actually received in the Collection
Field function. Higher risk cases are routed electronically to the Queue to await assign-
ment to the Collection Field function. However, TAS has learned that the Collection
Field function is only able to work approximately 35 percent of the “high risk” cases wait-
ing to be chosen inside the Queue.” In other words, the IRS bypasses high risk cases
around the ACS to be worked with special attention within the Collection Field function,
yet, only a little more than a third of these high risk collection cases are actually worked.

Critique of Collection Process

For decades, the IRS collection approach as described above has drawn criticism, as
demonstrated by this excerpt from a 1992 GAO report:

Because of convention, IRS has generally followed a lengthy and rigid three-
stage collection process that begins with a series of written notices or bills,
sent to the taxpayers over a period of about 6 months, followed by tele-
phone calls, and ends with visits to the delinquent taxpayers. Because of
legal restrictions, IRS handles all aspects of delinquent tax collection itself
and does not evaluate or reward its collection staff on the basis of collec-
tions performance. Because of inadequate information systems, IRS pursues
delinquent accounts without knowing whether the amounts recorded in the
accounts are valid receivables and with only limited knowledge about the
characteristics of the delinquent taxpayers.*

* Treasury Inspector General for Tax Administration (TIGTA), Management Advisory Report: Trends in

SECTION Compliance Activities Through Fiscal Year 2003, Reference No. 2004-30-083, 5 (April 2004).
“IRS Collection Inventory Delivery Document (August 2004).
“* General Accounting Office, Tex Administration — New Delinguent Tax Collection Methods for IRS, GAO-93-67, 1 (May 1993).
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Most creditors do not rely on debtors to make the necessary contacts regarding delin-
quent accounts as the IRS does during the six month notice stream.*” Instead, most
creditors appreciate that establishing contact with the debtor early on in the process is
essential and the passage of time for that contact only reduces the likelihood that the
debtor will fully or even partially satisfy the debt. There are a number of different reasons
why speed in contacting the debtor is essential. For example, in many instances, creditors
are competing with one another in a race to get cash-strapped debtors to commit
resources to resolve or partially resolve delinquencies.” Public sector creditors are no
exception, and in many instances, the IRS will find itself competing with more nimble
and effective state tax collectors.* Contacting a debtor by telephone within 60 days after
an account is determined to be past due is generally a minimum standard for private
industry.® Many state taxing authorities also strive to make direct telephone contact with-
in 30 to 90 days after taxes are past due.® Table 1.14.1 below displays IRS statistics that
indicate the diminishing returns on accounts with the passage of time and demonstrates
that delinquent debts are nearly uncollectible after three years.”

=
=)
-
=
—
=
=
=
==
)
=
)

TABLE 1.15.1, DECLINING RECOVERY WITH PASSAGE OF TIME

Gurrent 1 Month 3 Months 6 Months 9 Months 12 Months 24 Months 36 Months
Past Due Past Due Past Due Past Due Past Due Past Due Past Due
$1.00 97¢ 72¢ 53¢ 43¢ 28¢ .13¢ .0¢

In the IRS collection system, no person-to-person contact is even contemplated, much
less attempted, during the 6 month notice stream phase of collections, unless the delin-
quent taxpayer initiates the contact. Consequently, using the IRS statistics, the
government loses .47¢ on the dollar before the IRS collection process even attempts an
IRS initiated person-to-person contact.

The ACS is the first stage when the IRS initiates any person-to-person contact with the

“ Id. at. 5. Even during the ACS collection stage, only a small percentage of calls are initiated by the IRS.
“ Darren Waggoner, Not Your Father’s Call Center, 8 Coll. & Credit. Risk, September 2003, 46.

“ Citing examples of instances where states levied the assets of chronically delinquent taxpayers while IRS chose
not to levy in those instances. General Accountability Office, Some DOD Contractors Abuse the Federal Tax
System with Little Consequence, GAO-04-94, 20 (February 2004); see also General Accounting Office, Zax
Administration: State Tax Administrators’ Views on Delinguent Tax Collection Methods, GAO/GGD-94-59FS
(February 1994).

% General Accounting Office, Tax Administration — New Delinquent Tax Collection Methods for IRS, GAO-93-67, 5
(May 1993).
© 1

“"IRS Automated Collection System Operating Model Team, Collectibility Curve (August 5, 2002). This IRS
assessment of diminishing returns with the passage of time also reflects the experience of private collection
agencies attempting to collect non-tax debt. The Commercial Collection Agency Section of the Commercial
Law League of America published the results of a survey of its members in Collection Trends, dated July 25,
2001, indicating that on average only 10¢ of every dollar is collectible after the expiration of two years.
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taxpayer; however, the chances of such a contact occurring are miniscule.® The ACS sites
have evolved into call-in centers rather than call-out centers, and relatively few resources
are allocated to calling delinquent taxpayers.” Calls coming into the ACS are often from
taxpayers seeking information other than payment related information, and when the calls
do relate to payment issues, they often involve the least productive cases.”

Insufficient technology and the allocation of resources also play a role in the IRS’ failure
to timely contact delinquent taxpayers. Most large private collection call centers rely heav-
ily on a computer controlled telephone technology known as “predictive dialer” systems
which automatically call debtors and transfer the calls and account information to an
available collection agent if the debtor answers the phone.** By eliminating the time
spent by collection agents manually attempting to reach customers, the predictive dialer
systems give a single collector the ability to speak with a larger number of debtors daily.*
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The IRS is currently only using one predictive dialer at the Buffalo ACS site to make calls for
all of the 15 ACS sites, and the system is shared between W&I and SB/SE.*® The IRS has
been hesitant to fully use its operational predictive dialer because it is concerned that its
resources will be consumed on the outgoing calls and resources will not be available for
incoming calls.* Through September 2004, ACS management reports reflect that direct time
dedicated to outgoing calls still remains at approximately 4.6 percent of all ACS direct time.*
Additionally, the IRS does not use the predictive dialer at all during the notice stream or
when cases are sitting in the Queue waiting to be assigned to the Collection Field function.

The only stage in the collection process in which the IRS routinely establishes a person-
to-person contact is the Collection Field function. However, by the time a case reaches

“In FY 2002, only four percent of ACS resources were expended on outbound calls. Treasury Inspector General
for Tax Administration (TIGTA), Management Advisory Report: Budget Issues Are Delaying the Expanded Use of
Predictive Dialer Systems for Contacting Delinquent Taxpayers, Reference No. 2003-30-132, 2 (June 2003).

* Treasury Inspector General for Tax Administration, Management Advisory Report: Budget Issues Are Delaying the
Expanded Use of Predictive Dialer Systems for Contacting Delinquent Taxpayers, Reference No. 2003-30-132, 2 (June
2003).

% Jd. at 4.

% Darren Waggoner, Not Your Father’s Call Center, 8 Coll. & Credit. Risk, September 2003, 46; see also Treasury
Inspector General for Tax Administration, Budget Issues Are Delaying the Expanded Use of Predictive Dialer Systems
Sfor Contacting Delinquent Taxpayers, Reference No. 2003-30-132, 1, footnote 1, (June 2003) describing the predic-
tive dialer as follows:
A predictive dialer is a telephone control system that automatically calls a list of telephone numbers in
sequence and screens out no-answers, busy signals, answering machines, and disconnected numbers while
predicting at what point a Customer Service Representative will be able to handle the next call.

%2 Treasury Inspector General for Tax Administration (TIGTA), Management Advisory Report: Budget Issues Are
Delaying the Expanded Use of Predictive Dialer Systems for Contacting Delinguent Taxpayers, Reference No. 2003-30-
132, 6 (June 2003).

53 Officials within the IRS informed TAS that a back-up predictive dialer was also purchased, and it may be
placed into operation so that W&I and SB/SE would each have a predictive dialer, though the extent of use of
the second predictive dialer was uncertain due to scarce resources.

SECTION % Treasury Inspector General for Tax Administration, Management Advisory Report: Budget Issues Are Delaying the
Expanded Use of Predictive Dialer Systems for Contacting Delinquent Taxpayers, Reference No. 2003-30-132, 5 (June 2003).
* ACS Management Reports, October 1, 2003 through September 30, 2004. “Direct time,” as used in the ACS
Management Reports, excludes overhead expenses.
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the Collection Field function, significant time has elapsed in the notice stream and in the
Queue. Moreover, as noted above, only high risk cases are allocated to the Collection
Field function, and only a little more than one-third of high risk cases eligible to be
pulled from the Queue are actually worked by the Collection Field function.

While establishing a priority system is necessary, the existing collection structure does not
ensure that the appropriate collection “touch” is given to higher priority cases. For exam-
ple, the IRS gives a high collection priority to the collection of delinquent payroll taxes,
bypassing those cases around the ACS into the Queue to await selection by the
Collection Field function.® There are a number of reasons which justify assigning a high-
er priority to payroll tax cases. First, these payroll tax cases often involve investigations
under IRC § 6672 to recover portions of payroll taxes withheld from the employee’s pay
(known as the “trust fund” portion) but not remitted to the IRS by officers or other
responsible persons within the business.” Second, employment taxes constitute 23 per-
cent of the tax gap.® Despite the higher priority assigned to these cases, 65 percent of
these high priority cases cannot be worked by the Collection Field function.
Additionally, because the IRS does not use the predictive dialer in the notice stream or on
cases in the Queue, 65 percent of these high priority cases receive less direct attention
than low priority cases that are being worked in the ACS.
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In sum, the IRS collection strategy too often employs a one-size-fits-all approach that
does not prioritize person-to-person contacts with taxpayers. When the IRS does assign a
high priority treatment to a class of cases, these cases can receive less attention than a
lower priority case. Moreover, the IRS’ own studies have shown that the traditional IRS
collection strategy does not alter the patterns of future tax compliance.”® The IRS needs a
different approach to collection strategy.

%% |RM 5.1.1.13.4.2(1), indicating cases that bypass the ACS and go straight to the Queue as including payroll
tax categories.

%" The trust fund portion of payroll taxes are the amounts withheld from the employee’s wages, including
income taxes and Social Security and Medicare taxes. Under IRC § 6672, the IRS can seek to establish per-
sonal liability upon “responsible persons,” i.e. (1) the individual was a responsible person (someone who has
the status, duty, and authority over the financial decision-making), and (2) the individual willfully failed to
collect, truthfully account for, and pay over trust fund taxes (by knowingly paying other creditors while the
trust fund taxes were due the IRS).

%8 Internal Revenue Service, Strategic Plan 2005-2009, Publication 3744, 18 (Rev. 06-2004).

% A study performed by the IRS in the 1990’s demonstrated that its traditional enforcement approach has little
to no effect on the future compliance of taxpayers with outstanding liabilities. In this study, the IRS identified
varying groups of taxpayers with outstanding liabilities at varying stages of the collection process. Within
these groups, the IRS tracked the compliance patterns of taxpayers who had been subjected to various types of
enforcement actions, including wage garnishments, account levies, and property seizures. The IRS reviewed
the compliance patterns of these taxpayers over a number of years. The results of the studies showed that the
taxpayers who had been subjected to enforcement action continued in subsequent years to be highly noncom-
pliant. In other words, they continued to pay late (if at all) and file late (if at all) and continued to be subject
to enforcement actions in later years. In sum, traditional enforcement mechanisms did not contribute to
future tax compliance. Joel Friedman, IRS Collections, 1990 Research Conference, Impact of Collection Enforcement
Activities on Taxpayer Bebavior, Document 7302 (3-91), 143.
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A DIFFERENT APPROACH

In the early 1990s, the IRS developed a new approach to tax compliance, including tax
collection, which it termed Compliance 2000. This was designed to be a research-driven
effort that would identify the root causes of noncompliance among market segments and
address these underlying problems with education, assistance and traditional enforcement
where appropriate.*® There is perhaps no better description of the traditional IRS
approach to tax collection and the need to reform collection strategy than a statement
made by then IRS Commissioner Fred T. Goldberg, Jr. At a Compliance 2000 research
seminar, he said:
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We have had what | would describe as a strategy of enforcement that is
short-term revenue-maximizing through direct enforcement efforts. It served
us well in a lot of respects, and enforcement is essential to what we are
doing, but if your theory of tax compliance is essentially to find the highest
yielding return, grab that individual, turn him upside down, shake him by
the ankles, take the money, put it in the bank, and move on to the next
one, that is a terribly short-sighted and | believe counterproductive way of
administering the tax laws.*

The former Commissioner’s point was that IRS enforcement efforts are not compliance driv-
en. Thus, one aspect of Compliance 2000 was the realization that enforcement activities
alone cannot keep pace with the increase in filing requirements, taxpayer population growth,
and the expansion of the tax gap. The initiative recognized that the cost of one-on-one
enforcement is prohibitive as the sole tool for addressing compliance problems.
Consequently, alternative strategies need to be developed, particularly for unintentional non-
compliance, reserving the most aggressive collection tactics for intentional noncompliance.®

Ultimately, the Compliance 2000 efforts did not succeed due to insufficient compliance
data and infrastructure to perform market segment research, as well as tensions that arose
between district and national research priorities.®® Ironically, while the IRS abandoned
Compliance 2000, the private collection industry has evolved to recognize five important
aspects of modern collections theory and practice:

prompt person-to-person contact with debtors;

the importance of focusing on the why of debtor noncompliance;

applying the appropriate collections “touch” to the appropriate cause of noncom-
pliance;

% General Accounting Office, IRS Has Made Progress but Major Challenges Remain, GAO/GGD-96-109, 2-7 (June 1996).
' Fred T. Goldberg, Jr., Opening Remarks, November 15, 1990 Research Conference, Impact of Collection

SECTION Enforcement Activities on Taxpayer Behavior, Document 7302 (3-91), 1.
% Internal Revenue Service Compliance 2000 Orientation Guide, Document 9102 (7-93), 19.
0 N E % General Accounting Office, IRS Has Made Progress but Major Challenges Remain, GAO/GGD-96-109, 2-7 (June 1996).
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¢ research based approach; and
¢ preventing opportunities for noncompliance.*

It is critical to point out that while IRS tax collectors and private debt collectors have sim-
ilar responsibilities, such as the collection of revenue at minimum expense, they have very
different obligations as well, such as the IRS’ duty to ensure that taxpayers are provided
with Collection Due Process (CDP) rights.® Additionally, private collection agencies are
concerned only with maximizing profit on debtor accounts rather than promoting a long-
term goal of debtor compliance.”® Despite these differences, the IRS should employ the
successful collection methods of private industry where those methods are consistent with
the other functions of the IRS.
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Prompt Person-to-Person Contact with Taxpayers

Table 1.14.1 above demonstrates the critical nature that the passage of time plays in the
debt collection process. Tax debts that are older than three years are on average nearly
uncollectible. The IRS has placed its most valuable tool, i.e. its collection professionals,
at the end of the collection process when the value of the account has been severely
diminished. In many instances, as time passes and an account gets more delinquent,
debtors make critical decisions about their expenditures which cannot be altered by corre-
spondence from creditors.” If this type of taxpayer is reached earlier in the collection
process by phone, the IRS can affect the taxpayer’s willingness to comply, which is benefi-
cial for the IRS and for the taxpayer.®® The IRS should place a priority on prompt
person-to-person contact for delinquent taxpayers. While this approach will entail a real-
location of resources, it can also make better use of existing resources, including the
automated predictive dialer systems that efficiently contact taxpayers and automatically
transfer calls to trained collection professionals.

 Ann McDonald, Better Connections, 9 Coll. & Credit Risk, March 2004, 68, noting that modern collections
strategy is no longer about “yelling to get dollars,” it is about working with willing debtors; see also Darren
Waggoner, Not Your Father’s Call Center, 8 Coll. & Credit Risk, September 2003, 46, noting that with cash-
strapped debtors in a difficult economy creditors need to be at maximum flexibility to get debtors current; see
also Peter Lucas, Building a Better Pipeline, 9 Coll. & Credit Risk, January 2004, 22, noting a creditor needs to
access all pertinent customer information including the why of noncompliance in order to determine the right
collection touch for that customer; see also Elayne Robertson Demby, Custom Built, 9 Coll. & Credit, April
2004, 54, noting that concerns over profitability have caused credit grantors to focus on perfecting custom
analytics software to predict which borrowers will default and take steps to prevent default including early
intervention and denial of credit.

% |RC §§ 6320 and 6330.

% For this reason among others, the National Taxpayer Advocate does not favor private collection agencies
assuming control of parts of the IRS collection function. See Collection of Federal Tax Debts by Private Collection
Agencies: Hearing Before the House of Representatives Committee on Ways and Means, Subcommittee on Oversight, 108th
Cong., 1st Session (2003) (statement of Nina E. Olson, National Taxpayer Advocate). The American Jobs
Creation Act of 2004, H.R. 4520, has now authorized the use of private collection agencies by the IRS. The
National Taxpayer Advocate will monitor this development closely.

% Darren Waggoner, Not Your Father’s Call Center, 8 Coll. & Credit Risk, September 2003, 46

% Existing IRS policy recognizes that taxpayers can move from a “will pay” category to a “won’t pay” category
during the delinquency. IRM 5.10.1.4(2).
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Finding Out Why Taxpayers Do Not Comply

In this report’s companion Examination Strategy analysis, we identified seven types of non-
compliance: procedural, lazy, unknowing, asocial, brokered, symbolic and habitual
noncompliance.” These categories can assist us in understanding the levels of intentional
and unintentional noncompliance and can help the IRS apply the appropriate collection
strategy depending on the cause of noncompliance. For example, placing a habitually non-
compliant taxpayer into the six-month notice stream is likely to have no effect on that
taxpayer’s compliance, whereas an attempt to seize assets may be the only action that will
ever get that taxpayer’s attention. In contrast, an inadvertently noncompliant taxpayer will
benefit from a notice stream which includes educational information and an offer to discuss
the problem person-to-person, rather than threats to seize the taxpayer’s assets. In the private
collection industry, companies have begun to try to understand why debtors are noncompli-
ant with their payment obligations and have identified similar categories of noncompliance.”
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In limited circumstances, the IRS collections function takes into consideration the taxpayer’s
individual circumstances. For example, when a case reaches the Collection Field function
and the IRS is considering an asset seizure, revenue officers are required to consider into
which of the following categories a taxpayer falls: “will pay,” “can’t pay,” or “won’t pay.”™ A

5 See this report, Most Serious Problem, Examination Strategy, infra; see also Leslie Book, The Poor and Tax
Compliance: One Size Does Not Fit All, 51 U. Kan. L. Rev. 1145, 1168-1177 (2003), setting forth types of non-
compliance: procedural (fails to follow rules), lazy (taxpayer can but does not take action required);
unknowing (errors are attributable to ignorance of complex rules); asocial (classic case of tax cheating by indi-
vidual who feels no obligation to pay taxes); brokered (occurs on the advice of tax professional); symbolic
(refusal to pay because of perceived unfairness in the law); social (pattern of social or economic circumstances
in which a taxpayer’s nonpayment may come from social norm of noncompliance); and habitual noncompli-
ance (where a pattern of noncompliance has developed because earlier attempts at noncompliance were
successful).

™ John Bachman, Ph.D., The Psychology of Debt, 6 Coll. & Credit Risk, April 2001, identifying six basic categories
of noncompliance, including: imprudent (have no money stored away and live financially one day at a time),
naive (ignorant of the consequences of too much debt), fortune’s victim (despite adequate planning a cata-
strophic event causes financial collapse), reckless spender (who spends beyond means), unethical (has no
intention to repay debt) and the impoverished (always a high-risk default risk).

™ IRM 5.10.1.4(1) provides that taxpayers falling into the “will pay” or “can’t pay” categories are those taxpayers
who:

« Do not agree with the assessment and are working with the Service to properly adjust their account;

« Require a reasonable period of time to sell an asset or secure a loan;

« Qualify for and submit an Offer-in-Compromise;

+ Have no ability to make payments and have no distrainable assets (currently not collectible);

« Request and qualify for an installment agreement.

IRM 5.10.1.4(2) provides that taxpayers falling into the “won’t pay” categories are those who:

« Have the ability to remain current and/or resolve their delinquent taxes through an alternative collection
method but will not do so;

« Taxpayers who do not have the ability to remain current and/or resolve their liability, but who have assets
in excess of exempt amounts that will yield net proceeds to apply to the liability and are unwilling or
unable to borrow on or liquidate those assets;

« Taxpayers who are pyramiding tax liabilities;

« Taxpayers who use unsupported tax arguments and continue to resist the requirements to file and pay;

« Taxpayers who will not cooperate with the service;

« Taxpayers who will not comply with the results of the Service’s financial analysis or will not enter into an
installment agreement, or OIC;

SECTION « Wage earners who have not paid their tax liability and will not adjust their withholding to prevent future
delinquencies;
« Taxpayers who do not meet their commitments (without a valid reason) as set forth by an installment
agreement, OIC or extension of time to pay.
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seizure of assets should only take place if the taxpayer is in the “won’t pay” category.”
There are three significant aspects of this policy. First, it recognizes that the seizure of
assets is an extreme collection tool and should be applied primarily to those taxpayers
whose noncompliance is intentional. Second, IRS policy on seizures acknowledges that
no case should result automatically in a seizure and that seizures should only occur after
a careful weighing of all the facts and circumstances.” Third, this policy recognizes that
taxpayers move from one category to the next during the life of a tax delinquency, i.e.
from a “will pay” to a “won’t pay.”™ This acknowledgement is critical since it suggests
that with the right contact we can keep the taxpayer in the “will pay” category.
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The IRS also encourages Collection Representatives in the ACS to consider whether the
taxpayer “will pay,” “can’t pay” or “won’t pay.”” While the IRS acknowledges that tax-
payers can move among the categories of “will pay,” “can’t pay” and “won’t pay,” the
IRS does not know what types of actions tend to keep taxpayers from slipping into the
“won’t pay” category because it does not research the why of payment noncompliance.
Without such knowledge, it is impossible for the IRS to properly train its employees to
help taxpayers become compliant while collecting tax debts. Thus, if the IRS is to adopt
a modern collection approach, it needs to research and understand how taxpayers react
to different collection touches, and train its employees to apply that knowledge toward
the long-term goal of taxpayer compliance and not just tax collection.”

The Appropriate Collection “Touch”

We have noted that contacts early in the delinquency cycle result in collection of a larg-
er amount of debt. Given that long-term compliance is the tax system’s ultimate goal,
however, the IRS must ensure that the collection contact pushes the debtor in the right
direction.” The content of general messages to taxpayers from tax authorities can have a
positive impact on compliance.” Moreover, the tone utilized by tax authorities can

" IRM 5.10.1.4.

" IRM 5.10.1.4(3).
™ IRM 5.10.1.4(2).
" IRM 5.19.1.1(3).

™ The IRS has outstanding research capabilities and can provide answers to questions such as: What types of
notices are most effective in the notice stream to induce payment? What is the effect of penalty assessments
on taxpayer’s willingness to pay? What actions are most likely to cause a taxpayer to move into the “won’t
pay” category? What are the indirect effects of aggressive collection policies among market segments? What
underlying causes of noncompliance respond best to what types of education and outreach?

” Ann McDonald, Better Connections, 9 Coll. & Credit Risk, March 2004, 68.

™ Stephen Coleman, The Minnesota Income Tax Compliance Experiment State Tax Results, p. 6 (April 1996), finding
that letters to taxpayers providing information that rates of tax cheating are actually lower than commonly
believed resulted in higher payments of tax.
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affect compliance.” For example, the IRS often sends a first notice followed by progres-
sively sterner correspondence. The subsequent notices are sent out automatically
without taking into account any actions the taxpayers have taken, or communications
they have had with collection agents.* The IRS also utilizes sanctions to compel tax
compliance;® however, sanctions as a tool against noncompliance may actually under-
mine compliance.”? The IRS needs to research and understand what types of
communications and actions facilitate tax compliance.
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When the IRS knows what types of communications facilitate tax compliance, it can
target its collection strategies more appropriately. While the IRS is now using risk
based determinants to establish which cases should be worked and which cases should
be shelved,® it does not use customized analytics to decide which strategies will suit dif-
ferent taxpayers, though such software is commercially available.** By failing to
establish collection strategy alternatives depending on the types of noncompliance, the
IRS is handicapping itself from addressing those taxpayers who might individually score
as a low collection priority but who in the aggregate with other similarly situated tax-
payers are significant contributors to the tax gap.

An example of a taxpayer who may score low in a collection risk model is a sole propri-
etor with a relatively small delinquency. The amount of unreported and underreported
income tax attributable to individual taxpayers engaged in trades or businesses is
approximately $81.2 billion dollars and constitutes the single largest component of the
gross tax gap.* Sole proprietors who are compliant with their filing obligations file
Schedule C (Profit or Loss from Business). Schedule C filers are not subject to income
tax withholding and are only subject to information reporting above a certain

™ See Michael Wenzel, Centre for Tax System Integrity, Principles of Procedural Fairness in Reminder Letters: An
Experimental Study, 5 (Working Paper No. 42, Dec. 2002) at http://ctsi.anu.edu.au/UP.Wenzel.reminder.doc,
concluding that the tone of letters may affect taxpayer compliance.

| eandra Lederman, Tix Compliance and the Reformed IRS, 51 U. Kan. L. Rev. 971, 1005 (2003).

8 See as examples: IRC § 6662, assessing penalties for accuracy related noncompliance; IRC § 6661, assessing
penalty for understatement of tax; and IRC § 6651, assessing failure to file and pay penalties.

% | eandra Lederman, The Interplay Between Norms and Enforcement in Tax Compliance, 64 Ohio St. L. J. 1453, 1461
(2003).

8 Treasury Inspector General for Tax Administration, The New Risk Based Collection Initiative Has the Potential to
Increase Revenue and Improve Future Collection Design Enhancement, Reference No. 2004-30-165, 2 (September 2004).

 Lois Brown, Making the Right Collections Calls, 8 Coll. ¢ Credit Risk, March 2003, indicating that in order to
recoup millions of dollars of uncollected revenues many financial institutions are supplementing behavioral
based scoring with action-specific modeling solutions that predict responses to particular actions, such as send-
ing a letter versus making a collection call. Action based analytics help creditors tailor collection actions to fit

SECTION the debtor by using all available information about the debtor, including payment history, calls, promises
made, promises kept, geography, delinquency history and many other factors.
0 NE % See IRS National Headquarters Office of Research, Tax Gap Map for Year 2001 (Feb. 24, 2004).
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threshold.** Random taxpayer audits have consistently shown higher compliance rates
among income items subject to third-party withholding and reporting requirements.”
Schedule C taxpayers also account for 58.6 percent of total dollars due from individual
non-filers, representing a balance due of $15.9 billion.®® When a class of taxpayer consti-
tutes such a significant contributor to the tax gap, the IRS needs to consider
incorporating the taxpayer classification into the risk based criteria used to decide priority
among cases to be worked.
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Research Based Approach

Throughout this analysis, we have identified information that the IRS needs in order to
employ a modern collection strategy, which includes tailoring collection strategies to fit
the different causes of noncompliance.®” We have demonstrated that a farsighted compli-
ance based collection strategy implies understanding the effects of collection strategies on
taxpayers whose noncompliance stems from different causal factors. The IRS needs to
research the effect of its collection actions on taxpayers in order to help it establish these
collection strategies. While most collection professionals agree that optimum collection
tactics will vary depending on a range of criteria, such as payment behavior, payment fre-
quency and payment ability, they also acknowledge that research is the key to developing
these collection strategies.”

Reducing Opportunities for Payment Non-Compliance

With improvements to the collection process and a compliance-based collection strategy,
the IRS can reduce the tax gap and increase compliance. However, the IRS would need
to rely less on its collection function if it could reduce the opportunities for noncompli-
ance. Researchers have concluded that noncompliance with the tax laws has proven to be
highest where the opportunity for noncompliance is greatest.” This fact suggests a strate-

% |RC §§ 6041A and 6050A require information returns (Forms 1099) to be filed if any service recipient in a
trade or business pays to the service provider in the course of such trade or business during any calendar year
the aggregate of $600 or more.

¥ Kim M. Bloomaquist, Tax Evasion, Income Inequality and Opportunity Costs of Compliance, 96th Annual
Conference on Taxation, 2 (Nov. 2003).

® Internal Revenue Service, Compliance Risk Assessment Document, FY 04-05 Strategic Planning Cycle, 47.

% In the Examination Strategy piece above, we emphasized the need for research into the indirect effects of
audits within a market segment so that limited exam resources can be maximized. See Most Serious Problem,
Examination Strategy, /zfra. The same research needs to be conducted into whether there are similar indirect
effects within market segments based on the IRS collection strategy.

% Karl Boone and lan Roberts, A Formula for Success, 9 Coll. & Credit Risk, February 2004.

° Alan H. Plumley and C. Eugene Steuerle, The Crisis in Tax Administration, Ultimate Objectives for the IRS:
Balancing Revenue and Service, 311, 314.
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gy which emphasizes removing opportunities for noncompliance. Because compliance
approaches 100 percent when adequate provisions for withholding are made under with-
holding laws, this strategy should include strengthening and expanding tax withholding
programs. The National Taxpayer Advocate again advocates this year for the expansion of
withholding requirements into the area of federal contracting.”

CONCLUSION

In this analysis, we identified flaws in the IRS collection process which are both strategic
and structural in nature. Strategically, the IRS has emphasized direct enforcement efforts
without an appropriate emphasis on the future tax compliance of taxpayers. Structurally,
the IRS has not designed a collection function which takes advantage of sound modern
collections practice, such as emphasizing prompt person-to-person contact with delin-
quent taxpayers. The IRS does not target collection strategies to fit the causes of
noncompliance and does not research which collection strategies will have the desired
impact on different taxpayers. The problems with the IRS collection strategy predated
RRA 98 and contributed to the expansion of the tax gap long before the enactment of
RRA 98.

(-]
—J
ew
bl
s
i |
-
A
e =
eﬂ-
=

We have suggested a multifaceted approach that would harmonize a modern collection
strategy with an emphasis on tax compliance. This approach includes a reallocation of
resources to make person-to-person contacts early on in the collection process. When the
IRS makes these contacts, it should tailor its contacts with the taxpayer towards the causes
of noncompliance and employ the most appropriate collection strategy for that taxpayer.
Moreover, the IRS should take all possible steps to remove opportunities for payment
noncompliance.”

IRS COMMENTS

The Internal Revenue Service (IRS) agrees that the tax gap is a serious problem, and we
are taking actions to improve the IRS’s collection program. e also agree with the gen-
eral message that the Service could benefit from a “modernized” collection process and
are committed to conducting an ongoing analysis of our structure to ensure maximum
organizational efficiency, effectiveness, and customer service. The IRS SBSE Compliance
organizations have recently realigned along functional lines. Now, Collection executives,
managers, and employees, with functional expertise and knowledge, are working within
one organization to best meet the needs of taxpayers. We believe this new structure will
provide increased opportunities for issue identification and process improvements within
the Collection program.

SECTION

% See Key Legislative Recommendation, 7nfra.
0 NE % National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2003), 256.
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The scope of the problem involving unpaid taxes is large and complex. In the report, the
National Taxpayer Advocate identified several aspects of modern collections theory and
practice, such as prompt person-to-person contact with debtors, focusing on the “why” of
debtor noncompliance, and applying the appropriate collection “touch” to the cause of
noncompliance. e agree that these aspects are important in an effective collection pro-
gram. However, our efforts, both past and current, to address these aspects have been
constrained by budget, resource, legislative, and technology limitations.
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Once an assessment is made, the IRS attempts to collect the amount due in the most effi-
cient manner. The IRS contacts taxpayers through notices and phone calls before
utilizing enforcement treatments. If the taxpayer chooses not to interact with IRS,
enforcement may be pursued. Given certain legal notification requirements, coupled with
limited IRS collection resources, it is not economically feasible to attempt face-to-face
contact as an early treatment. Although early personal contact would be ideal for identify-
ing the reasons for the delinquency at hand and going beyond that to foster future
compliance, we must use our limited resources to address the most egregious cases, which
are usually those who do not respond to the early phone calls.

The IRS continues to conduct research on the causes of noncompliance to understand
what drives delinquent taxpayers’ behavior. There are many human motivations, personal
preferences, and business decisions that drive such behavior; understanding these different
behaviors can be complex and costly. Based on the analysis of numerous studies, using
alternative treatments and educational outreach targeted to specific populations, IRS has
made changes in its collection case selection and processing criteria. Additional research
projects are underway to better understand why taxpayers do not file and do not pay, so
that additional alternative treatments can be developed. In addition, Collection employ-
ees are required to address the cause of a delinquency and to conduct a full compliance
check on all delinquent accounts.

As the IRS has continued to enhance its collection strategy, we have implemented several
initiatives to deter the growth of accounts receivable and to maximize our effectiveness in
identifying and collecting unpaid taxes. Recent performance indicators show that these
efforts are having a positive impact on compliance. In January 2003, the IRS began using
collection models to identify accounts likely to be full paid or currently not collectible,
with the intent to direct resources to those cases deemed to be more collectible. The
Federal Tax Deposit (FTD) Alert system was enhanced in 2004 to more accurately detect
in-business accounts where tax deposits have fallen behind. The system’s new criteria are
expected to reduce the number of nonproductive FTD alerts and free valuable resources
to work delinquent accounts in a more proactive manner.
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The Federal Payment Levy Program was expanded to more efficiently address Federal con-
tractor noncompliance. In addition, legislation was enacted in November 2004 to allow
the IRS to proceed with the Collection Contracting Support project. This new provision
recognizes that the IRS will benefit from the assistance of outside contractors in collecting
outstanding taxes.

The IRS also continues to expand its pre-filing activities, especially in stakeholder and tax-
payer partnership programs. e encourage new and innovative ways to increase taxpayer
compliance through more effective communication and outreach before returns are pre-
pared and filed. Examples of such initiatives include penalty relief to promote
compliance and improved websites to assist taxpayers and to promote IRS messages.
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TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate is pleased that the IRS acknowledges that the “why” of debtor non-
compliance and applying the appropriate collections “touch” are important components of an effective
collection strategy. We also appreciate the role that limited resources play in the establishment of a
comprehensive collection strategy. The problem of scarce resources prevents the IRS from more effec-
tively addressing the twin threals to our nation’s lax administration system: the growing tax gap and
the erosion of tax compliance. Howeuver, 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 limita-
tions may make the need to address those flaws more acute.

In its response, the IRS indicates that face-to-face contact is cost probibitive and ought to be reserved
Sfor the most egregions noncompliant taxpayers, and we agree. However, person-to-person contact via
telephone is efficiently and effectively utilized by the private collection industry through predictive
dialer systems. Once debtors are reached by telephone, private creditors advocate reasons why the
debtor should return to compliance with that creditor. The IRS cannot cede this important opportu-
nity to communicate with delinguent taxpayers early on in the process. The IR S needs to take the
initiative to call delinquent taxpayers and not wait for them to call. Once communication is estab-
lished, the IRS can:

& Advocate the important reasons why taxpayers should remain compliant in their obligations
to the Federal government;

& Understand the causes of noncompliance; and

& Tailor the collection strategy to fit the cause of noncompliance.

As technologies change and taxpayers become more reliant on cell phones and alternative means of

communication, some laxpayers may become harder to contact. Other taxpayers will continue to

avoid IRS initiated contact. Thus, vigorous local enforcement initiatives will remain vital to the IRS

collection effort. The Failure to Deposit Alert system described in the IRS response is a positive exam-
SECTION Ple of attempting to reach noncompliant taxpayers faster.
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Throughout its collection efforts, the IRS’ collection strategy must remain consistent with the overall
goal of tax compliance and take into consideration the collection due process rights of taxpayers.
Implementing a modern tax collection strategy requires resources, taxpayer information, trained pro-
Jessionals, and complex information systems. The IRS is best suited to this task, although it will
require a reallocation of resources in order to focus not just on today’s delinquent tax dollars but also
on tomorrow’s tax obligations.
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PROBLEM
TOPIC D-18

MOST SERIOUS PROBLEM: FEDERAL CONTRACTORS
AND THE FEDERAL PAYMENT LEVY PROGRAM

RESPONSIBLE OFFICIALS

John M. Dalrymple, Deputy Commissioner for Operations Support
Kevin M. Brown, Commissioner, Small Business/Self Employed Division
Henry O. Lamar, Jr., Commissioner, Wage and Investment Division
Steven T. Miller, Commissioner, Tax Exempt and Government Entities

DEFINITION OF PROBLEM

In February 2004, the General Accounting Office (GAO)' found that in 2002, more than
27,000 Department of Defense (DOD) contractors owed about $3 billion in unpaid feder-
al taxes and many contractors with outstanding liabilities continued to receive federal
contract awards and payments.” The National Taxpayer Advocate believes Federal con-
tractor noncompliance is among the most serious problems facing taxpayers because it
contributes to the growing federal tax gap,® and thus forces law-abiding taxpayers to subsi-
dize these contract awards by making up for the resulting revenue shortfall. This
noncompliance also places law-abiding contractors at an unfair competitive disadvantage
because nonpaying contractors can use their “tax savings” to underbid compliant ones.
There is an inherent unfairness when those who “reap the benefits of Federal contracts”
refuse to fulfill their federal tax obligations.”

The IRS and other responsible agencies are not effectively administering the law or proce-
dures meant to remedy this problem. The Internal Revenue Code requires federal
agencies to report both contract awards and payments to the IRS, and provides a mecha-
nism for automatically collecting outstanding taxes from payments. However, there are
numerous deficiencies in both reporting and collection, including errors in information
reported on required forms; abundant missteps in form processing (including the IRS
having no record of required forms being filed after the 2001 tax year and failing to asso-
ciate information on various required forms to identify noncompliance), and
underutilization of the automated federal payment collection system.

-

Now the Government Accountability Office.

~

GAO Report to Congressional Requesters, DOD Pays Billions of Dollars to Contractors That Abuse the Federal Tax
System, GAO-04-95, 3 (Feb. 2004). The GAO report concerned only DOD contractor tax liabilities. /4. at 2.
The total amount of unpaid taxes for all federal contractors is not known /4. at 9. Non-DOD federal con-
tractors accounted for 34 percent of total federal contract awards in 2002. /4 at 7. GAO looked at only one
DOD database, thus the reported 27,000 contractors is likely only a fraction of defense contractors with out-
standing Federal tax liabilities /4. at 21.

See Key Legislative Recommendation, Tax Gap Provisions, infra.

* H.R. Rep. No. 426, 99th Congress, 1st Sess. 855 (1985), 1986-3 (Vol. 2) C.B. 855 (legislative history of Internal
Revenue Code section 6050M).
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ANALYSIS OF PROBLEM

Current Law

The IRC requires federal agencies to report information about contract awards and con-
tract payments to the IRS. Section 6050M of the Code provides that the head of every
federal agency who enters into certain contracts shall make a return reporting information
for contracts greater than $25,000 on Form 8596 (Information Return for Federal
Contracts) and Form 8596-A (Quarterly Transmittal of Information Returns for Federal
Contracts).® The required information includes the contractor’s name, address and
Taxpayer Identification Number (TIN); the contract date and expected completion date;
and the total contract obligation amount.®
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Congress added 8 6050M to the Code to prevent contractors from “reap[ing] the benefits
of Federal contracts” without fulfilling tax obligations.” The information returns were
designed to facilitate the collection of delinquent taxes by notifying the IRS of a source
for collection.® The contractor’s TIN and name combination reported on Form 8596 is
used to associate information returns with corresponding information on tax returns.’

The Code also requires federal agencies to report payments to contractors.”® Section
6041A(a) requires service recipients to report payments of $600 or more on Form 1099-
MISC. Federal agencies must file this form to report payments to both individuals and
corporations.*

When a Federal contractor”” has an outstanding tax liability, IRC § 6331(h) allows the IRS

o

No information return is required for: any contract of $25,000 or less; any contract with a contractor who is
acting in his or her capacity as an employee of a federal executive agency; any contract between a federal exec-
utive agency and another federal government unit; any contract with a foreign government; any contract with
a state or local government unit; any contract with a person who is not required to have a TIN; any contract
whose terms provide that all amounts will be paid on or before the 120th day following the date of the con-
tract action; any contract under which all money (or other property) that will be received by the contractor
after the 120th day after the date of the contract action will come from persons other than a federal executive
agency or an agent of such an agency (e.g., a contract under which the contractor will collect amounts owed to
a federal executive agency by the agency’s debtor and will remit to the agency the money collected less an
amount that serves as the contractor’s consideration under the contract); or any contract for which the IRS
determines that information described in Treas. Reg. § 1.6050M-1 will not facilitate the collection of federal
tax liabilities because of the manner, method, or timing of payment by the agency under that contract. Treas.
Reg. § 1.6050M-1(c)(1) and (d).

Treas. Reg. § 1.6050M-1(a). And, if the contractor is a member of an affiliated group of corporations that files
its Federal income tax returns on a consolidated basis, the name and TIN of the common parent of the affili-
ated group. IRC § 7701(a)(41) defines the term "TIN" as meaning the identifying number assigned to a
person under IRC § 6109.

H.R. Rep. No. 426, 99th Congress, 1st Sess. 855 (1985), 1986-3 (Vol. 2) C.B. 855, (legislative history of
Internal Revenue Code section 6050M)

I
° Rev. Proc. 99-9, 1999-2 1.R.B. 17 Section 10.02.
° Or any service providers.

=3

~

" IRC § 6041A(d)(3)(A). Service recipients that are not federal agencies generally do not have to report pay-
ments to corporations on Form 1099-MISC.

2 Or any taxpayer receiving federal payments.
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to continuously levy up to 15 percent of Federal payments to the contractor.® This contin-
uous levy system, the Federal Payment Levy Program (FPLP), began operating in July 2000.
The FPLP was designed to ease the administrative burdens of collecting taxes by levy.*
With Form 8596 requiring federal agencies to report contract awards to the IRS, Form
1099-MISC requiring agencies to report payments to contractors, and the FPLP allowing
the IRS to levy on payments to delinquent or non-compliant contractors, it would seem
that Congress has given the IRS the necessary tools to remedy federal contractor tax avoid-
ance. The IRS, however, is not using these tools effectively. The problems in the
administration of Forms 8596 and 1099-MISC and the FPLP are numerous.
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Form 8596 - Information Return for Federal Contracts

Filing Procedures

Depending on specific circumstances, federal agencies can file Forms 8596 and 8596-A via
magnetic media,”® on paper,” or have the Federal Procurement Data Center (FPDC) file
forms on the agency’s behalf.”

Magnetic Media

Federal agencies expecting to enter into 250 or more reportable contracts during a one-
year period beginning October 1 must file Forms 8596 on magnetic media for each
quarter of that period. Agencies entering into fewer than 250 reportable contracts are not
required to file on magnetic media but may choose to do so.*

Paper Filing

Federal agencies that expect to enter into fewer than 250 reportable contracts are directed
to mail their Forms 8596 and 8596-A to the IRS center in Kansas City, Missouri.”® There,
the forms are to be verified, photocopied, and hand delivered to the Integrated

¥ Unless the eligibility for the payments are based on the payee’s income and/or assets. IRC § 6331(h)(2). The
American Jobs Creation Act of 2004, P.L. 108-357, effective October 22, 2004, amended IRC § 6331(h) to
allow the IRS to levy up to 100 percent of specified payments due to vendors of goods or services sold or
leased to the Federal Government. IRC § 6331(h)(3). The Joint Committee on Taxation expressed some con-
cerns with this new provision. Specifically that it "might discourage vendors who owe amounts to the IRS
from selling goods or services to the Federal government,” and that it could lead to the bankruptcy of Federal
contractors who have substantial business with the Federal Government. Staff of the Joint Comm. On Tax’n,
108th Cong., Description of Revenue Provisions Contained in the President’s Fiscal Year 2005 Budget
Proposal 341 (Comm. Print 2004).

“ Revenue Reconciliation Act of 1997, Pub. L. No. 105-34 as explained in the Joint Committee on Taxation,
General Explanation of Tax Legislation Enacted in 1997 (JCS-23-97) (Dec. 17, 1997), 216.

' Treas. Reg. § 1.6050M-1(d)(3) includes Magnetic media as a filing option. Magnetic Media is any disk, tape,
cartridge, diskette, cassette or other devise that is used to store data.

' Treas. Reg. § 1.6050M-1(d)(3)(ii) and Form 8596 instructions advise taxpayers to mail forms to the Internal
Revenue Service Center, Kansas City, MO. 64999-222

' Treas. Reg. § 1.6050M-1(d)(5).
SECTION "
Treas. Reg. § 1.6050M-1(d(2).

0 NE % Rev. Proc. 99-9, 1999-2 1.R.B. 17, § 11.
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Submission and Remittance Processing (ISRP) Area for computer data input.®® However,
the program used to convert paper information to an electronic format will not accept
Forms 8596 and 8596A. Thus, the IRS center is unable to process paper forms.

FPDC Election

The FPDC, which is part of the General Services Administration (GSA), operates and
maintains the Federal Procurement Data System (FPDS) — the central repository of statisti-
cal information on Federal contracting.” This system contains detailed information on all
contract actions over $25,000 and summary data on procurements of less than $25,000.
Federal agencies that are required to submit contract information to both the FPDC and
the IRS may elect to have the FPDC file Forms 8596 and 8596-A on their behalf.?
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Problems With Form 8596

The Case of the Missing Forms

The main problem with Form 8596 is that it seems to have disappeared in the IRS system
after the 2001 tax year. Federal agencies have been required to file Forms 8596 since
January 1, 1987 Startlingly, however, the IRS has no record that any Forms 8596 have
been filed since tax year 2001.>* Nor are there records to indicate that the IRS itself filed
any required Forms 8596 for IRS contracts entered into after the 2001 tax year.”® Table
1.16.1 presents the history of Form 8596 receipts from the 2001 tax year forward.”

TABLE 1.16.1, FORM 8596 RECEIPTS

Tax Year Received Flectronically from FPDC Paper Forms Mailed to KCSC Filed on Magnetic Media
2001 316,703 0 0
2002 0 0 0
2003 0 0 0

" |RM 3.24.8, Information Return Processing, ISRP System, does not contain instructions for entering and veri-
fying data.

%1 In 2003, GSA awarded a contract to Global Computer Enterprises, Inc. for the design, development, opera-
tion and maintenance of the Federal Procurement Data System-Next Generation (FPDS-NG). Beginning
October 1, 2004 Global Computer Enterprises, Inc. is the owner and operator of the FPDS-NG. FY 2004
Federal contract information is being reported in the FPDS-NG system.

% Rev. Proc. 99-9, 1999-2 |.R.B. 17, § 5. The Rev. Proc. does not address procedures for transmitting the election
when the FPDC files electronically. In 2002, the last year the FPDC filed Forms 8596, the returns were filed
electronically.

Z pub. L. No. 99-514 § 1522(a) added § 6050M effective for contracts (and subcontracts) entered into, and
licenses granted, before, on, or after Jan. 1, 1987. The Reg. 1.6050M-1(f)(1) became effective on Jan. 1 1989.

% E-mail from IRS Modernization and Information Technology Services (MITS) Specialist (Policy & Planning)
received on Aug. 11, 2004.

% |RS has elected to have GSA report Form 8596 information via FDPS. Agency-Wide Shared Services, Sept. 1,
2004.

% E-mail from IRS Modernization and Information Technology Services (MITS) Specialist (Policy & Planning)
received on Aug. 11, 2004.
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This missing information is not insignificant. In fiscal years 2002 and 2003, Federal exec-
utive departments and agencies granted nearly $525 billion in Federal contract actions.”
The Forms 8596 reporting this $525 billion are nowhere to be found.

What happened? What became of these forms that are required by law to be filed with
the IRS? This mystery has yet to be solved, but three clues may serve as a starting point
for investigation.
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The first clue is that it is unclear who, if anyone, in the IRS was responsible for Form
8596 until sometime in 2004. The Office of Federal, State and Local Governments
(FSLG) in the Tax Exempt/Government Entities (TE/GE) operating division recently dis-
covered it had ownership of Form 8596 after the Forms and Publications office asked
FSLG if it wanted to revise Form 8596, since it had not been revised since 1999.% The
Taxpayer Advocate Service has not been able to find out which IRS division “owned”
these forms before FSLG assumed responsibility in 2004. One explanation could be that
the program was lost when the IRS was restructured by the Internal Revenue Service
Restructuring and Reform Act of 1998.* Since becoming aware of its responsibility for
Form 8596, FSLG has attempted to work with the IRS’ Modernization and Information
Technology Services (MITS) function and the FPDC to discover why the IRS has no
records of any Form 8596 filings since the 2001 tax year. So far, FSLG has not reached a
determinative conclusion about the missing forms, or even whether the error lies with the
IRS or FPDC.*
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In fact, the second clue is that the problem may lie with the FPDC and not the IRS. So
far, FSLG has determined: (1) most federal agencies elect to have the FPDC file Forms
8596 on their behalf,* and (2) the IRS has no record of any Form 8596 transmissions
from FPDC for more than 11 quarters (i.e., since the 2001 tax year).* FSLG is still trying
to determine whether the FPDC did not transmit any Forms 8596 for those 11 quarters
or if the IRS did not receive or record transmissions.*

" Information posted to the Federal Procurement Data Center (FPDC) Website, http://www.fpdc.gov.
According to this website, a "contract action" is any "obligation or deobligation of funds." Approximately 60
Executive Branch agencies report procurement contract actions to the FPDC. Thus the $525 billion repre-
sents the net obligation and deobligation amount for these agencies for fiscal years 2002 and 2003.

% Telephone conversation with the FSLG Field Operations Coordinator on Aug. 3, 2004.
% pub. L. No. 105-206 (July 22 1998).
% Information provided by FSLG Field Operations Coordinator in an e-mail received Oct. 25, 2004.

* Approximately 60 executive branch agencies report their procurement contract obligations to the FPDC. The
largest exception to the requirement to report is the U.S. Postal Service. The legislative branch (Congress) and
the judicial branch (U.S. Courts) do not report to the FPDC. State and local governments do not report their
contracts to the FPDC. Source: FPDC website at http://www.fpdc.gov. .

SECTION % E-mail from TEGE/FSLG program analyst received on August 24, 2004.
* Transmissions for the four quarters of FY 2002 and FY2003, plus the first, second, and third quarters of FY
2004. Source: E-mail from TEGE/FSLG program analyst received on Aug. 24, 2004.
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The third, and most insightful, clue is that the IRS and FPDC computer systems may not
be compatible. The IRS system that is meant to receive Form 8596 transmissions from
the FPDC employs outmoded languages and technology that are not generally used in
today’s web-based environment. FSLG and the FPDC discovered this incompatibility
when attempting to arrange the transmission of Forms 8596 due on October 31, 2004. As
a result, the FPDC will begin to develop a program that is compatible with the IRS sys-
tem.* The FPDC estimates this program will be ready no earlier than February 2005.
This will be too late for the January 31, 2005 filing date, but the FPDC hopes to transmit
Form 8596 information for all missing quarters when it has a program compatible with
IRS computer systems.®
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Inaccurate Information

Not only is the IRS missing any and all Forms 8596 filed since tax year 2001, but the
information on the forms the IRS has received is suspect. According to MITS, the Forms
8596 submitted electronically by the FPDC for 2001 appear to contain incorrect
amounts.® The Taxpayer Advocate Service understands that the IRS contacted the FPDC
three separate times to request a corrected replacement file which the FPDC never sent
and instead instructed the IRS to process the original submission. Thus, even the Form
8596 information from 2001 that the IRS does possess is not useful.

The IRS is not alone in questioning the accuracy of FPDS data. The GAO expressed
“serious and continuing” concerns about FPDS reliability to the Office of Management
and Budget (OMB) in December 2003.*

Repeating the past

Interestingly, the problems with Form 8596 are not new. The House of Representatives
Committee on Ways and Means held a hearing on problems with federal contractor infor-
mation reporting in March 1992. The problems discussed at that hearing are nearly
identical to those of today. In 1992, more than 5,700 Federal contractors owed in excess
of $770 million in taxes, interest and penalties; 536 Federal contractors had simultaneous
contract payments and tax delinquencies; and almost 1,100 taxpayers with Federal con-

% This program will be developed by the FPDC’s contractor, Global Computer Enterprises. See supra.

% FSLG Outreach Planning and Review Monthly Briefing, Oct. 2004. It is also notable that the United States
Postal Service (USPS), who does not file its Forms 8596 through the FPDC, made an electronic Form 8596
submission to the IRS in June 2004. The IRS, however, could not process this submission because it was in a
format that was not compatible with the IRS system. The IRS has requested a replacement submission from
the USPS. FSLG Outreach Planning and Review Monthly Briefing, Oct. 2004.

% According to the IRS Modernization & Information Technology Services, examples of suspected inaccurate
data included a $117.94 total contract obligation amount and a total contract amount for one federal agency
of $328.59.

¥ GAO, Reliability of Federal Procurement Data, GAO-04-295R (Dec. 2003). The GAO recommended that the
Director of OMB request that major agencies, in consultation with GSA, conduct regular reviews of their pro-
cedures for collecting and reporting information to the next generation FPDS (FPDS-NG). On October 1,
2004, Federal agencies began entering contract information on the FPDS-NG system.

2004 ANNUAL REPORT o TAXPAYER ADVOCATE SERVICE 251



MOST SERIOUS PROBLEM: FEDERAL CONTRACTORS TOPIC D-16

AND THE FEDERAL PAYMENT LEVY PROGRAM

tracts were under investigation for failing to file Federal tax returns.® A GAO representa-
tive testified that, despite the 1986 Tax Reform Act requiring federal agencies to report
information on federal contracts, the IRS had not developed procedures to fully use the
information received from these agencies and had no procedure to ensure that all
required information was properly reported.* The GAO representative also recommend-
ed that the IRS “establish a mechanism to ensure that federal agencies and FPDC report
all required information on federal contract actions.”
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At this hearing, the Deputy Commissioner of Internal Revenue recognized the problems
and presented ways that the IRS could increase and improve its use of Form 8596 data.
The Deputy Commissioner also committed the IRS to perform “a regular Federal contrac-
tor match against the entire accounts receivable and currently-not-collectible inventories
to ensure that those who benefit from Federal contracts also meet their delinquent tax
obligations.”* As the current problems demonstrate, the IRS has yet to follow through
on these 1992 commitments.

Form 1099-MISC

The IRS uses the information on Forms 1099-MISC to identify non-filers and taxpayers
who do not report all of their income on filed returns. The IRS enters Form 1099-MISC
information into two databases: (1) the Payer Master File (PMF)“ and (2) the Information
Returns Master File (IRMF).*

The IRS enters basic information into a temporary database when a Form 1099-MISC is
received, comparing the payee TIN/name combination with TIN/name combinations in
IRS records. If it matches, the information is entered in the IRMF. If there is no match,

# Delinquency information was extracted from IRS’ business master file on July 31, 1991. GAO used the infor-
mation to determine the amounts of taxes due and to identify accounts where returns had not been filed.
General Accounting Office (now known as the Government Accountability Office), Testimony Before the
Subcommittee on Oversight, Committee on Ways and Means House of Representatives, Federal Contractor Tax
Delinquencies and Status of the 1992 Tax Return Filing Season, GAO/T-GGD-92-23, 3 (March 17, 1992).

¥ IRC § 6050M which was added by section 1522 of the Tax Reform Act of 1986 (Pub. L. No. 99-514 ) and
amended by section 1015(f) of the Technical and Miscellaneous Revenue Act of 1988 (Pub. L. No. 100-647)
requires Federal Executive Agencies to file an information return with the IRS reporting the name, address
and TIN of each person and/or corporation with whom the agency enters into a contract.

“° General Accounting Office (now known as the Government Accountability Office), Testimony Before the
Subcommittee on Oversight, Committee on Ways and Means House of Representatives, Federal Contractor Tax
Delinguencies and Status of the 1992 Tax Return Filing Season, GAO/T-GGD-92-23 (March 17, 1992).

4 Statement of Michael P. Dolan, Deputy Commissioner of Internal Revenue, before the Subcommittee on
Oversight, House Committee on Ways and Means (March 17, 1992), 15.

“2 The PMF is a database that includes all entities that make payments subject to information return reporting
and includes general information on the total number and dollar value of information returns, including
Forms 1099-MISC, filed by each payer for each year. GAO Report to Congressional Requesters, More Can be
Done to Ensure Federal Agencies File Accurate Information Returns, GAO-04-74, 5 (Dec. 2003).

“ The IRMF is a database that includes specific information on the type and amount of payments made to each

SECTION payee, including whether the payee TIN was valid upon receipt of the information return, and if the TIN was
invalid, whether IRS subsequently corrected it. GAO Report to Congressional Requesters, More Can be Done
0 N E to Ensure Federal Agencies File Accurate Information Returns, GAO-04-74, 5 (Dec. 2003).
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the IRS attempts to validate the TIN/name combination.*

1099-MISC information is also entered into the Information Returns Program (IRP). IRP
information is matched against individual income tax return information to determine if
an individual who received a payment reported on a 1099-MISC reported this payment as
income on his or her return.® IRP information is not, however, matched against returns
for business entities such as corporations, partnerships and trusts.*
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Problems with Federal Contractor Form 1099 Reporting

The problems with Federal contract information reporting do not stop with Form 8596
but extend to Form 1099-MISC reporting as well. In December 2003, the GAO reported
that in tax years 2000 and 2001, approximately 152,000 information returns for Federal
payments totaling about $5 billion were not filed with the IRS. Meanwhile, about
170,000 information returns including $20 billion in Federal payments reported invalid
TINS. According to IRS records, about 8,800 of these payees, who collectively received
payments totaling about $421 million dollars, failed to file tax returns for these two years.
The GAO report also noted that few agencies take advantage of IRS’s TIN-Matching pro-
gram to validate vendor TINS before submitting information returns to the IRS.”

The IRS does not match the information reported on Forms 8596 against information on
Forms 1099-MISC. This is because: (1) Form 8596 reports total contract obligations,
while Form 1099-MISC reports amounts actually paid during a particular tax year;*® and
(2) Form 1099-MISC shows only the total payments to a specific service provider, not the
payments attributable to a particular contract. The IRS could, however, link or associate
the information on these two forms to determine 1099-MISC and return filing compli-

“ TIN Validation takes all the reformatted records containing all-numeric TINs and attempts to validate them
against the source master files of TIN/Name Control combinations. The source files used in this validation
are the DM-1 File and the EIN/Name Control File. The DM-1 file is provided by the Social Security
Administration (SSA) and contains all Social Security Numbers (SSNs) issued, along with their associated
name controls. The EIN/Name Control file contains all EINs in use since 1984 or issued by IRS since 1984.
This list is developed based on extracts from the Business Master File (BMF) and Employee Plans Master File
(EPMF). All valid documents go to the IRMF. Any invalid TIN documents go to TIN Perfection. The only
documents that go through the TIN Perfection process are those containing invalid TINs (TINs which were
not validated during TIN Validation), blank TINs, all zero TINs, or TINs with less than nine numerical char-
acters. IRM 4.6.1.6.4 and 5.

“IRM 4.6.1.6.8.1 “The information returns profiles for the current primary and secondary files are matched to
Individual Master File account data for the respective returns.”

“ |IRM 4.6.1, Examining Process, Payer Compliance, Information Returns Program (IRP) is silent on matching
information to Business Master File account data.

“ GAO Report to Congressional Requesters, More Can be Done to Ensure Federal Agencies File Accurate Information
Returns, GAO-04-74, 7 (Dec. 2003).

“¢ Revenue Ruling 2003-66 clarifies that sections 6041A and 6050M impose separate information reporting
requirements and have different underlying purposes. The purpose of IRC § 6041A is to identify unreported
income, according to S. Rep. No. 494, 97th Cong. 2d Sess. 247 (1982), July 12, 1982 (Senate Report) and the
purpose of IRC § 6050 is to provide the IRS with information concerning sources from which it can collect
delinquent taxes owed by Federal contractors, according to H.R. Rep. No. 426, 99th Congress, 1st Sess. 855
(1985), 1986-3 (Vol.2) C.B. 855
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ance, and identify future income sources for any necessary levies.”

Obviously, there is no current Form 8596 and 1099-MISC association because the IRS
has not received any Forms 8596 since the end of 2001. But it also appears that the IRS
has never had a program in place to associate the information on these forms even when
Forms 8596 were being received. In researching this problem, TAS found no record of
any Form 8596/Form 1099-MISC linking or association program since Form 8596 has
been required (January 1, 1987). Because information from both forms was reported on
the IRMF, individual revenue agents could have done independent information associa-
tion for taxpayers whose accounts they examined, but there is no evidence of any
IRS-wide program.
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Another problem is that Forms 1099-MISC are not matched with income tax returns filed
by business entities. One reason business returns are not matched to Forms 1099-MISC
is that service recipients are generally not required to issue a Form 1099-MISC to a corpo-
rate service provider.® There is an exception to this rule, however, for Federal contactors.
Federal agencies are required to issue a Form 1099-MISC to all Federal contractors,
including corporations.® Thus, the IRS is not using existing and available information to
determine whether corporate Federal contractors are reporting income from Federal con-
tract payments. And these payments are significant.

In fiscal years 2001, 2002 and 2003, Federal agencies awarded contracts worth over $215
billion, $234 billion and $290 billion, respectively.* In FY 2001, the “Top 100 Federal
Contractors” were all corporate entities.* In FY 2002, more than 70 Top Federal
Contractors were corporations; and in FY 2003, 90 of the Top 100 were corporations.*

Interestingly, in September 2002, the Treasury Inspector General for Tax Administration
(TIGTA) recommended that the IRS evaluate the feasibility of matching business informa-
tion returns with business tax returns.®* A recent SB/SE study of this issue recommended
that the IRS develop and implement a business income-matching compliance program,
but only for business nonfilers.®

“ The IRS could check Forms 8596 against Forms 1099-MISC to determine if Federal agencies were filing and
issuing Forms 1099-MISC against the listed contractors’ tax returns for both filing and reporting compliance.

% Treas. Reg. § 1.6041-3(p)(1).
SLIRC § 6041(A)(d)(3).
%2 Federal Procurement Data Center (FPDC) website, http://www.fpdc.gov.

%% The Top 100 Federal Contractors are the 100 Federal contractors receiving the highest percentage of total con-
tract dollars awarded during a fiscal year. Federal Procurement Data Center (FPDC) website,
http://www.fpdc.gov.

“Id.

% Treasury Inspector General for Tax Administration (TIGTA), The Internal Revenue Service Should Evaluate the
Feasibility of Using Available Documents to Verify Information Reported on Business Tax Returns, Reference No. 2002-
30-185 (Sept. 2002).

SECTION % Internal Revenue Service, Dallas/New Orleans/Oklahoma City Research site, Report of Business Master File
(BMF) Information Returns Program (IRP) Nonfilers for Tax Year 2000, Research Project 02.08.003.03 (July
2004). Review results indicated IRS would benefit by matching IRP information to the BMF nonfiler data
prior to conducting delinquency checks and issuing notices,13.
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Federal Payment Levy Program

Operation and Procedures

As explained above, Congress established the Federal Payment Levy Program (FPLP) to
ease the administrative burdens of collecting taxes by levy.” Internal Revenue Code sec-
tion 6331(h) authorizes the IRS to continuously levy up to 15 percent of certain
payments, including contractor/vendor payments that were previously exempt from con-
tinuous levy.*

=
=)
-
=
—
=
=
=
==
)
=
)

The IRS administers the FPLP jointly with the Department of the Treasury’s Financial
Management Service (FMS), which “provides central payment services to federal program
agencies, operates the federal government’s collections and deposit systems, provides gov-
ernment wide accounting and reporting services, and manages collection of delinquent
debt.”® To identify taxpayer accounts for the FPLP, the IRS electronically sends to the
FMS a file of delinquent accounts, which are matched against FMS records to locate fed-
eral payment recipients with delinquent tax debts. When a match is found, FMS notifies
the IRS, which sends the taxpayer a final notice with appeal rights (if one has not already
been issued). If the delinquency is not resolved though an appeal, the IRS sends FMS a
levy electronically. FMS can then reduce any payments subject to the levy by 15 percent
until the delinquency is paid, other arrangements are made to satisfy the debt, or the IRS
otherwise releases the levy.*

Table 1.16.2 shows the number and dollar amounts collected through the FPLP for the
past three fiscal years.*

TABLE 1.16.2, FPLP LEVY STATISTICS

FY 20014 FY 2002 FY 2003
Total number of levies on federal payments 778,158 1,435,386 1,011,448
Total number of fms matches on 3,600 3,500 3,701
Federal contract payments
Collect from federal contract payments $11.6 million $10.2 million $6.8 million

" IRC § 6331(h). Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997 (JCS-
23-97), Dec. 17, 1997.

% |RC § 6331(h)(2) Certain specified payments include any federal payments other than those for which eligibil-
ity is based on the income and/or assets of the recipients, and any annuity or pension payment under the
Railroad Retirement Act or benefit under the Railroad Unemployment Insurance Act. Specified payments
include unemployment benefits, worker’s compensation, wages or salaries, and certain public assistance pay-
ments as described in IRC § 6334(a)(4,(7)(9)(11).

% Available at http://www.fms.treas.gov.
% |RM 5.19.9.3.1, Federal Payment Levy Program.
% Data provided by Wage and Investment, Filing and Payment Compliance on Sept. 8, 2004.
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Problems with Federal Payment Levy System and Federal Contractors

In a February 2004 report, the GAO found the FPLP could become more effective in col-
lecting delinquent taxes owed by DOD contractors. As pointed out above, the GAO
noted that as of September 2002, over 27,000 DOD contractors owed $3 billion in unpaid
taxes, and many of them continued to receive contract payments without paying taxes.”

The GAO attributed this problem to several factors. Two major factors were (1) DOD did
not report all contractor information to the Treasury Offset Program for IRS matching; and
(2) certain IRS policies and procedures delayed delinquency cases from entering the FPLP.%

(-]
—J
ew
bl
s
i |
-
A
e =
eﬂ-
=

The Treasury Offset Program (TOP) is an FMS debt collection program that matches the
names and TINS of recipients of federal payments against names and TINS on the IRS
delinquent accounts file.** If a federal payee has a delinquent account in the FPLP, the
TOP system will match the delinquency to the payment and collect the 15 percent levy.®
The GAO reported, however, that the DOD only reports payments to the TOP for one of
its sixteen vendor payment systems. In 2002, DOD paid out $97 billion to contractors
through systems not reported to the TOP.”* Thus, these payments were not available for
TOP matching and collection.

Another issue addressed by the GAO was IRS policies and procedures that restrict and
delay FPLP cases.” According to the GAO, taxpayer accounts cannot enter the FPLP if
they are also in the IRS Automated Collection System (ACS) or are waiting to be assigned
to a revenue officer.®® The GAO report explains that “IRS policy is to exclude accounts in
the ACS . . . primarily because officials believed they lack the resources to issue levy
notices and respond to the potential increase in telephone calls from taxpayers responding
to the notices.”® The report adds that the IRS excludes cases from the FPLP while they
await assignment to a revenue officer to ensure that affected taxpayers receive proper
notice of the potential levy.” Under these policies, it may take several years for a delin-
guent account to be assigned to a revenue officer.”

%2 GAO Report to Congressional Requesters, DOD Pays Billions of Dollars to Contractors That Abuse the Federal Tax
System, GAO-04-95, 3 (Feb. 2004).

% Id at 3-4.

% Jd at. 2

% Id. at 10
% Id. at 3.
 Id. at 22.

% Id. at 22, 23.
% Id. at 23.

™ Id. The GAO report notes, however, that IRS policy with respect to FPLP exclusion during the assignment
phase was expected to change in early 2004.

™ Id. As of September 30, 2002, the IRS listed $81 billion of cases in these four phases: 17 percent were in
SECTION notice status, 17 percent were in ACS, 26 percent were in field collection, and 40 percent were in the queue
awaiting assignment to the field. At the same time these four phases take place, sometimes over the course of
NE years, DOD contractors with unpaid taxes continue to receive billions of dollars in contract payments.
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The Senate Permanent Subcommittee on Investigations held a hearing in response to the
GAO’s findings. At this hearing, Commissioner Mark Everson testified that the IRS had
recently changed procedures in order to allow the FPLP to capture more delinquent tax-
payer accounts. Delinquent accounts residing in the IRS collection queue™ are now to be
included in the FPLP unless they meet criteria for exclusion, along with delinquent
accounts assigned to revenue officers, which were previously excluded from the FPLP.
Revenue officers will continue to assess each case individually subsequent to the 15 per-
cent FPLP levy and may either remove the case from FPLP or manually attach 100
percent of the levy proceeds.” The IRS communicated these changes to employees by
posting alerts on its internal Servicewide Electronic Research Program website and revising
the relevant Internal Revenue Manual provisions. IRS employees were also alerted to the
increased taxpayer contracts they will receive from additional FPLP cases.™
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FPLP collections have increased since the change in policy. From January through June
2004, the IRS received 207 levy payments on DOD contractors totaling $2.4 million,
compared to 43 levy payments and $323,000 for the same period in 2003.” These
changes also made an additional 3.1 million Federal contractor tax debts totaling $28.9
billion available for levy during the first six months of 2004, compared to 680,061 tax
debts totaling $5.1 billion available for the same period in 2003.™

Central Contractor Registration Database

In 1998, the Department of Defense established the Central Contractor Registration (CCR)
as the primary repository for contractor information shared with other Federal agencies.”
CCR is a web-based database that provides a common source of vendor data for govern-
ment agencies. The Office of Management and Budget (OMB) instructed Federal agencies
to use the CCR as the single validated source of information about vendors doing business
with the Federal government. Federal Acquisition Regulations require nearly all Federal
contractors to register in the CCR prior to the award of a contract or agreement.™

" The queue contains collection cases awaiting assignment to a revenue officer.

" DOD Contractors That Cheat on Their Taxes and What Should Be Done About It: Hearing Before the
Permanent Subcommittee on Investigations, Senate Committee on Governmental Affairs, 108th Cong., 2nd
Sess. (Feb. 12, 2004) (Statement of Mark W. Everson, Commissioner, Internal Revenue) 4.

™ IRM 5.19.3.2.1, FPLP Selection Criteria

™ Report to Senate Committee on Governmental Affairs Permanent Subcommittee on Investigations, Federal
Contractor Tax Compliance Task Force, 2.

" Id.

" GAO Report to Congressional Requesters, Some DOD Contractors Abuse the Federal Tax System with Little
Consequence, GAO-04-95, 7 (Feb. 2004).

™ Federal Acquisition Regulation Subpart 4.11, implemented Oct. 1, 2003. Exceptions include purchases that
use a government wide commercial purchase card as both the purchasing and payment mechanism; classified
contracts which could compromise the safeguarding of classified information or national security; contracts
awarded by deployed contracting officers in the course of military and emergency operations; contracts to sup-
port unusual or compelling needs; awards made to foreign vendors for work performed outside the United
States, and micro-purchases that do not use the electronic funds transfer (EFT) method for payment and are
not required to be reported. Federal Acquisition Regulation, Subpart 4.1102(a).
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Contractors are also required to keep their information in the CCR current and annually
confirm that the information is correct.”

The CCR includes various information, including a contractor’s name and TIN.* In its
February 2004 report, the GAO noted that the CCR contained nearly 4,900 business
TINSs that that did not match IRS Master Files.** If a contractor has an invalid TIN in the
CCR, there will be no match in the FMS’ TOP if the contractor also has an unpaid tax
liability.® At the February 2004 hearing, Commissioner Everson testified that the IRS is
working with DOD to ensure that the vendor TINS on the CCR are accurate to the
extent permitted by IRC § 6103.%
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Federal Contractor Compliance Task Force

As a result of the February GAO report and the subsequent hearing, the DOD, Defense
Financial Accounting Service, IRS, FMS, GSA, OMB and Department of Justice formed
the Federal Contractor Compliance Task Force (Task Force) to study ways to improve
Federal contractor tax compliance. The Task Force issued a report to the Senate
Permanent Subcommittee on Investigations and recommended four ways to improve the
effectiveness of the FPLP:

1. Maximize the number of delinquent tax debts that the IRS makes available for
matching.
2. Maximize the number of DOD payments available for matching.

3. Improve the timing of Collection Due Process notices that are required to be
issued to taxpayers before a levy can be made.

4. Establish a process for validating Federal contractor TINs.*

™ Federal Acquisition Regulation; Central Contractor Registration, 68 Fed. Reg. 56,669 (2003) (to be codified at
48 C.FR. pts. 1, 2, 4, 13, 32, and 52).

& Jd.

& General Accounting Office Report to Congressional Requesters, Some DOD Contractors Abuse the Federal Tax
System with little Consequences, GAO-04-95, 17 (Feb. 2004).

A

¥ DOD Contractors That Cheat on Their Taxes and What Should Be Done About It: Hearing Before the

Permanent Subcommittee on Investigations, Senate Committee on Governmental Affairs, 108th Cong., 2nd
Sess. (Feb. 12, 2004) (statement of Mark W. Everson, Commissioner, Internal Revenue). IRC § 6103 governs

SECTION the confidentiality and disclosure of returns and return information.
# Report to Senate Committee on Governmental Affairs Permanent Subcommittee on Investigations, Federal
0 NE Contractor Tax Compliance Task Force, i.
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IRS COMMENTS

In General

The IRS Wage and Investment Operating Division administers the Federal Payment Levy
Program (FPLP) jointly with the Department of Treasury’s Financial Management Services
(FMS). The Office of Federal State and Local Government (FSLG) in the Tax Exempt and
Government Entities Operating Division is responsible for federal tax administration issues
relating to Federal agencies, state and local government units and their subordinate agencies.
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We appreciate the TAS report’s acknowledgment that the IRS has increased collections
through the FPLP and that the IRS has numerous efforts underway to resolve remaining
issues with contractor noncompliance.

The TAS report notes that, in the past, there was substantial noncompliance with the
requirement to report Federal contracts in excess of $25,000 under section 6050M of the
Internal Revenue Code. The IRS has addressed this issue. Effectively, there are two enti-
ties that file quarterly returns related to Federal contracts (Forms 8596). One of these is
the United States Postal Service, which files on its own behalf. The other is the Federal
Procurement Data Center (FPDC), which files on behalf of other Federal agencies. Past
filing problems arose for two principal reasons. First, the USPS was unable to file with
the IRS after January 1, 2000, because the USPS did not conform its file format to the
IRS’s post-Y2K format. This situation has been corrected and the USPS has resumed fil-
ing. Second, the FPDC’s filings were interrupted in tax year 2002 due to outsourcing of
certain of its data-gathering processes and other considerations. This situation also has
been corrected and filing will resume in February, 2005.

The IRS will continue to pursue noncompliance in this area. For example, as part of its
FY 2005 strategic initiatives, FSLG will examine Federal agency compliance with the infor-
mation reporting requirements of sections 6050M and 6041A. Among other things, the
examinations will enable FSLG to determine the extent of noncompliance by Federal
agencies, and then respond with appropriate enforcement and educational strategies.

The TAS report’s discussion regarding the filing requirements under section 6050M does
not take into account the fact that reporting has changed from paper forms to electronic
media. The report also misapprehends the filing requirements under section 6041A when
it concludes that all Federal contracts reported under section 6050M must also satisfy fil-
ing requirements under section 6041A. As discussed below, these two separate filing
requirements do not always overlap.

Improving tax compliance by Federal contractors is a goal that requires the combined
efforts of the IRS and the responsible Federal agencies. Recognizing this, the IRS, joined
by the Department of Defense (DOD), the Defense Finance and Accounting Service
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(DFAS), the Financial Management Service (FMS), the General Services Administration
(GSA), the Office of Management and Budget (OMB), and the Department of Justice
(DOJ) established the Federal Contractor Tax Compliance Task Force (FCTC) in March
2004. The FCTC has identified improvements that would enhance the effectiveness of
the FPLP, and these improvements are now being implemented.

Current Law

IRC § 6050M requires each Federal executive agency to file a return (Form 8596), on a
quarterly basis, for all contracts entered into in excess of $25,000. Section 6050M
requires reporting when the contract is entered into, not when payment is made. Further,
section 1.6050M-1(d)(5) of the Treasury Regulations provides that a Federal executive
agency may elect to have the Director of the Federal Procurement Data Center (FPDC)
make the required returns to the IRS with respect to such contracts. Virtually all Federal
agencies other than the United States Postal Service (USPS) have elected to file through
the FPDC.
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Section 6041A requires every person engaged in a trade or business to file an information
return (Form 1099-MISC) with respect to payments made by such person during a calen-
dar year with respect to its trade or business.

Section 6331(h) authorizes the IRS to continuously levy up to 15 percent of certain pay-
ments, including contractor/vendor payments.

Form 8596 - Information Return for Federal Contractors

The IRS has worked diligently over the past two years to improve compliance by Federal
agencies and the USPS. Wk are pleased to note that the FPDC and the USPS are now
positioned to file all required Forms 8596 electronically. Further, we believe that past fil-
ing problems have been corrected and should not recur.

With respect to this point, we wish to note that the IRS has met its filing requirements
under Section 6050M for all tax years. The IRS’s Office of Procurement Policy annually
has filed the Service’s procurement data with the FPDC, in accordance with section
1.6050M-1(d)(5). Suggestions in the report that the IRS has not met its filing obligations
are inaccurate.

In September 1997, the FPDC began accepting only electronic/magnetic media filings
from Federal agencies. This coincides with and explains the cessation of paper filings of
Forms 8596 with the IRS. Further, beginning October 1, 2004, Federal procurement
information is electronically input directly into the FPDC-New Generation (FPDC-NG)
system at the time a Federal agency executes a contract, rather than quarterly, as was the
case under the old system.

SECTION
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The TAS report describes the filing requirements contained in existing regulations but
does not take into account changes in information technology that have occurred since
Form 8596 was first developed. The regulations do speak of paper filing of Form 8596,
but all Federal agencies and the FPDC have moved beyond paper to electronic filing.
The lack of paper Forms 8596 is not a systemic problem, but rather reflects technological
advances since 1986, when the regulations were adopted. In light of the current electron-
ic filing regimes, FSLG has recommended that those sections of the regulations
concerning paper filing be updated, and the IRS Office of Chief Counsel has accepted
the project.
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Form 1099-MISC

The TAS report’s discussion of filing requirements under section 6041A (Form 1099-
MISC) indicates a misunderstanding of the different requirements under sections 6050M
and 6041A. Section 6050M requires reporting all contracts entered into by a Federal
agency relating to goods and services. Section 6041A requires reporting payments made
for services only. Reporting under section 6050M is triggered by the execution of a con-
tract. Reporting under section 6041A is based on the timing of the payment for services
made under the contract.

Due to these differing requirements, reports on Form 8596 filed on behalf of a Federal
agency by the FDPC will not necessarily match the Forms 1099-MISC filed by the
Federal agency itself. For example, suppose the FDPC files a Form 8596 on behalf of
Federal agency A with regard to a contract with Corporation B under which Corporation
B will provide paper goods to Federal agency A during calendar years 2002-2005. Under
section 6041A, during each tax year, Federal agency A is required to file Forms 1099-
MISC only for payments it makes for services received. Thus, no Form 1099-MISC
would be filed for the payment made by Federal agency A to Corporation B for the paper
goods received.

Matching of Taxpayer Identification Numbers (TINs)

The TAS report accurately notes that a major issue confronting the IRS is the continuing
use of incorrect Taxpayer Identification Numbers (TINSs) in the filing of Forms 1099 and
Forms 8596 by Federal agencies. On October 26, 2004, the FCTC Task Force reported to
Congress that the IRS is developing a consent based TIN verification system in conjunc-
tion with the Contractor Central Registration (CCR)® program. When section 6103
taxpayer information disclosure issues are resolved, the planned system will substantially
reduce the use of erroneous TINs by Federal agencies. Among other things, the planned
system will:

% The CCR is a Department of Defense database of vendors that have registered to do business with the Federal
government. This system is maintained by the Department of Defense.
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¢ Require taxpayers to consent to TIN/Name verification as a condition of compet-
ing for Federal contracts;

¢ Make use of the CCR as the repository for correct TINs to be used by Federal
agencies.

Federal Payment Levy Program

The TAS report further notes that the IRS has implemented a number of changes intend-
ed to increase the number of tax debts available for levy in the FPLP. These changes are
already producing results. The levies on which Federal contractor payments were received
through the FPLP increased 103 percent from 10,228 in FY 2003 to 20,720 in FY 2004.
The total number of levies overall on which payments were received through the FPLP
increased by 8 percent to 667,885.* Financial Management Service (FMS) matches on
Federal contract payments increased by 208 percent, from 3,701 to 11,401.% Additionally,
from FY 2003 to FY 2004, the amount collected from Federal contractor payments rose
by 160 percent, from $6.1 million to $15.9 million, while overall collections in the FPLP
increased by 28 percent to $113.7 million.
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The FCTC Task Force continues to oversee implementation of recommendations to
improve the effectiveness of the FPLP as outlined in its October 26, 2004 report to the
Senate Permanent Subcommittee on Investigations. Members of the FCTC Task Force
also are working with the Department of Defense (DOD) to ensure that vendor TINs on
the CCR are accurate to the extent permitted by section 6103. As additional recommen-
dations are implemented through FY 2006, the IRS anticipates continued improvements
in the collection of delinquent tax debts through the FPLP.

TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate commends the IRS for its stated efforts to assist the FPDC and the
USPS in filing Forms 8596 electronically (resuming in February 2005 for FPDC filings). As of
December 31, 2004, however, the IRS had no record of any Forms 8596 filed by the FPDC since the
2001 tax year® This affected all Federal Agencies who elected to have the FPDC file the required
forms on their behalf™ The National Taxpayer Advocate notes, however, that there should have been
a better system in place to identify and correct the electronic transmission problems that appear to
have been the cause of the missing Forms 8596.

% The FPLP Levy Statistics chart cited in the Report represents the total number of tax account modules on
which levies were issued on Federal payments in the FPLP, not the “Total Number of Levies on Federal
Payments.”

& Each time the FPLP receives a first-time match from FMS, if a Final (Collection Due Process) Notice has not
been issued, the FPLP will issue the Final Notice. This count is based on how many notices were issued on
non-duplicative matches. The same explanation applies to the “Total Number of FMS Matches on Federal
Contract Payments” cited on the FPLP Levy Statistics chart in the report.

SECTION # Email from IRS MITS Specialist (Policy & Planning), received on Aug. 11, 2004. See TAS report supra.
® Including the IRS. Email from IRS Office of the Chief Financial Officer, Accounts Payable Section, Beckley
Finance Center, received on Sept. 1, 2004.
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The National Taxpayer Advocate believes that once these electronic filing problems are corrected, the
IRS will again be receiving the information it needs to satisfy its Congressional mandate to prevent
Federal contractors from reaping the benefits of Federal contracts without fulfilling their tax obliga-
tions. While the National Taxpayer Advocate commends the IRS’ efforts to ensure that Forms 8596
are filed once again, she is concerned that the IRS response seems to place more emphasis on efforts to
receive the forms themselves rather than on improved efforts to use the information contained on the
forms to more closely monitor Federal contractor compliance.
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The IRS response goes to great lengths to point out that the reporting requirements of IRC §§ 6050M
and 6041A are distinct and serve different purposes. But the IRS response says nothing about how

the information obtained by these requirements could be used to monitor and enhance Federal contrac-

tor compliance.

The TAS report also explains the differences between these two reporting requirements (see TAS report
supra) and recommends that the information obtained be associated to the extent possible to deter-
mine both information and tax return filing compliance, and to identify future income sources for
any necessary levies. Using the information in this manner also seems consistent with Congressional
intent, as explained in the TAS report. The National Taxpayer Advocate recommends that the IRS
continue its efforts to receive the information required by IRC §§ 6050M and 604 1A, and begin
exploring ways that it could use this information to enhance Federal contractor compliance.

The National Taxpayer Advocate agrees with the IR S recommendation to eliminate the paper filing
option for Form 8596. The IRS should also update the applicable IRM sections, Revenue
Procedures, forms and instructions to be consistent with this change.

We commend the efforts of the Federal Contractor Compliance Task Force to enhance the effectiveness
of the FPLP and to work with the DOD to ensure CCR TIN accuracy. The National Taxpayer
Advocate notes, however, that the IRS initiative to develop a “consent” based TIN verification sys-
tem is not consensual if it is required. A consent cannot be mandatory.

In short, the National Taxpayer Advocate supports IRS efforts to address the problem of Federal con-
tractor noncompliance. TAS will continue to work with the IRS to ensure that taxpayer rights are
protected while the IRS remedies the Federal contractor noncompliance issues that Congress first
brought to light in 1992.
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PROBLEM
TOPIC E-17

MOST SERIOUS PROBLEM: INDEPENDENCE OF THE OFFICE OF APPEALS

RESPONSIBLE OFFICIAL
David B. Robison, Chief of Appeals

DEFINITION OF PROBLEM

The mission of the IRS Appeals division (Appeals) is to “resolve tax controversies, without
litigation, on a basis which is fair and impartial to both the government and the taxpayer
and in a manner that will enhance voluntary compliance and public confidence in the
integrity and efficiency of the Service.”* To achieve this mission, Appeals must possess
true independence from the IRS compliance functions and enforcement divisions, and
afford all taxpayers reasonable access to the Appeals process. If taxpayers perceive that
Appeals does not provide a fair and independent forum for resolving tax controversies, or
if they do not believe they can reasonably access Appeals, they will bypass Appeals and
proceed directly to litigation. Worse, they may give up on the system and feel cheated,
becoming more receptive to not fully complying with the tax laws. Since few taxpayers
have the resources, time or gumption to undertake litigation, they may become disaffect-
ed and more prone to cheat on taxes. Thus, without independence and reasonable access,
Appeals cannot accomplish its mission and the costs of tax controversy resolution
increase for both taxpayers and the government.

In recent years, Appeals has experienced an increase in case receipts that has led to cycle
time delays. When these delays are unreasonably lengthy, they can limit taxpayer access
to Appeals. Appeals recognizes that it has inventory and cycle time problems.
Unfortunately, however, some of its remedies for these problems are compromising its
independence. If taxpayers perceive that Appeals is not truly independent of the IRS,
they will not use Appeals.

ANALYSIS OF PROBLEM

Background: History

The federal government has provided an administrative appeal to taxpayers who do not
agree with proposed tax assessments since the Treasury Department was established by the
Act of 1789.° Since its inception, Treasury has maintained a general policy preference for
settling tax disputes administratively rather than by litigation. In accordance with this
policy, the IRS Office of Appeals was established in 1927 as the “Special Advisory
Committee” (SAC).°> The SAC was formed in an attempt to deal administratively with

' IRM 8.1.1(2) (Feb. 1, 2003).

% See Appeals Strategy and Program Plan, FY 2005/2006.
® Act of Congress Establishing the Department of the Treasury, September 2, 1789, Chapter XI1, Section 5.
4IRS Document 7225, “History of Appeals” (Nov. 1987).

> Id.
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the backlog of cases pending before the Board of Tax Appeals — the predecessor of the
United States Tax Court.® Since the beginning, Appeals’ primary responsibility has been
to “facilitate and expedite the settlement of tax disputes without formal trial.””

The Internal Revenue Service Restructuring and Reform Act of 1998 (RRA 98)° recognized
Appeals’ historical responsibility and mandated that it continue. RRA 1998 requires the
IRS to “ensure an independent appeals function within the [IRS], including the prohibi-
tion . . . of ex parte communications between appeals officers and other [IRS] employees
to the extent that such communications appear to compromise the independence of the
appeals officers.”

INDEPENDENGE

RRA 98 mandates that Appeals be independent from IRS enforcement and compliance
functions. Even before RRA 1998, Treasury Regulations required Appeals officers to exer-
cise “strict impartiality between the taxpayer and Government.” Appeals has long
recognized that independence is essential to its mission of resolving tax controversies
without litigation. On its 60th anniversary, Appeals explained the necessity of independ-
ence in both fact and appearance:

To be effective, the administrative appeals function must not only be fair
but must appear to be fair and free of conflict of interest. This is done by
separating personnel involved in the final administrative appeals process
from personnel responsible for the original examination or assessment.
Experience has taught the Internal Revenue Service the wisdom of placing
the appeals machinery outside the control of the functions which initiated
the proposed liability. Otherwise, it is not possible to assure taxpayers that
their cases will receive impartial consideration. This . . . recognizes that tax-
payers believe impartiality can be assured only if a dispute is considered by
someone outside the area which originally raised the issue.™

The actuality and perception of an independent Appeals function are particularly impor-
tant as the IRS continues to emphasize enforcement measures.” Even if Appeals maintains
independence in fact, taxpayers will bypass the Appeals process if Appeals does not also
convey the appearance of fairness to taxpayers and independence from IRS enforcement.

¢ Jd. There were over 18,000 cases pending before the Board of Tax Appeals when the SAC was created.

" IRS Document 7225, “History of Appeals,” 7 (Nov. 1987).

® Pub. L. No. 105-206.

° Pub L. No. 105-206 § 1001(a)(4).

' Treas. Reg. § 601.106(f)(1).

"' IRS Document 7225, “History of Appeals,” 7-8 (Nov. 1987) (emphasis added).
2 See IRS Strategic Plan for 2005-2009.
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SPECIFIC ACCESS AND INDEPENDENCE CONCERNS

Taxpayers have concerns about their ability to access Appeals, and Appeals’ independence
and fairness. A January 2004 IRS customer satisfaction survey found that Appeals cus-
tomers are most dissatisfied with independence and access issues. Independence issues
include both Appeals independence and fairness. Access issues include the length of the
Appeals process, the time it takes to hear from Appeals, and the adequacy of resources
applied by Appeals. The survey findings revealed that although 63 percent of surveyed
Appeals customers were satisfied with their overall experience with Appeals:
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39 percent were less than satisfied with the independence of Appeals;

*

41 percent were less than satisfied with Appeals’ fairness in resolving their cases;

*

52 percent were less than satisfied with the length of the Appeals process;

*

57 percent were less than satisfied with the time it took to hear from Appeals after
they first notified the IRS that they wanted an Appeals conference; and

¢ 43 percent were less than satisfied with the adequacy of resources applied by
Appeals.”

These findings are significant because they present taxpayers’ perceptions about Appeals.
Taxpayer perception is a critical measure for Appeals because the Appeals process is vol-
untary. In other words, if taxpayers believe they cannot reasonably access the Appeals
process, or believe that Appeals will not give their case a fair and independent review,
they will bypass Appeals and proceed to litigation or noncompliance.*

ACCESS CONCERNS

Appeals Inventory Delays

Taxpayers do not have adequate access to Appeals when the process is unreasonably
lengthy. Appeals inventory and case processing delays have caused taxpayers significant
concerns about the timeliness of resolving their cases through Appeals.® The National
Taxpayer Advocate previously raised this issue in her 2003 Annual Report to Congress.*
Table 1.17.1 shows Appeals’ total case receipts, closures and ending inventory numbers for
both docketed and non-docketed cases from fiscal years 1997 through 2004."

3 |RS Customer Satisfaction Survey, Appeals National Report results covering October 2003 through March
2004, Pacific Consulting Group, Report Summary, 6 (Sept. 2004).

' See IRS Document 7225, “History of Appeals,” 7-8 (Nov. 1987).

3 IRS Customer Satisfaction Survey, Appeals National Report results covering October 2003 through March
2004, Pacific Consulting Group, Report Summary, 6 (Sept. 2004).

'S National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. Dec. 2003), 182-196.

' Extracted from Appeals Centralized Database Systems, Unistar Reports, Table 17, and selected statistics com-
piled by the Office of Appeals Tax Policy and Procedure. Note that a docketed case involves a taxpayer who

SECTION has petitioned the United States Tax Court and is scheduled to the court’s docket. A non-docketed case is one
that typically involves an administrative protest by the taxpayer of the findings and conclusions of the
Examination, Collection, or other IRS function that initially considers a taxpayer’s case.
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TABLE 1.17.1 APPEALS HISTORICAL DATA FY 1997 TO FY 2004®

97 FY 98 FY 99 FY 00 01 FY 02 FY 03 04
Receipts 76,684 | 65,434 | 58,679 | 55,431 | 68,198 | 76,397 | 98,378 | 98,677
Non-Docketed 54,753 | 48,482 | 43,513 | 44,454 | 57,700 | 66,106 | 83,918 | 81,657 - E
Docketed 21,931 | 16,952 | 15,166 | 10,977 | 10,498 | 10,291 | 14,460 | 17,020 g =]
Closures 75,331 | 71,918 | 61,507 | 55,088 | 54,748 | 68,015 | 84,677 103,946 D
Non-Docketed 50,998 | 49,120 | 41,878 | 39,181 | 43,394 | 56,077 | 70,167 | 86,123 % E
Docketed 24,333 | 22,798 | 19,629 | 15,907 | 11,354 | 11,938 | 14,150 | 17,823 5,
Ending Inventory Totals 59,329 | 51,143 | 47,461 | 46,519 | 58,968 | 66,174 | 79,213 | 73,308
Non-Docketed 33,321 | 29,350 | 28,524 | 30,405 | 43,348 | 50,185 | 61,094 | 53,444
Docketed-Appeals Judicated | 16,625 | 13,216 | 11,196 | 7,662 | 8,934 | 9,075 | 10,901 | 11,343
Docketed-Counsel Judicated | 9,383 | 8,577 | 7,741 | 8,452 | 6,686 | 6,914 | 7,218| 8,521

Table 1.17.1 shows that from FY 2000 to FY 2004, Appeals case receipts have increased by
78 percent.” Receipts are also expected to rise by an additional 16 percent in FY 2005
and another 12 percent in FY 2006.* Much of this growth is attributable to the change in
Appeals’ customer base resulting from RRA 98, which gave Appeals jurisdiction over
Collection Due Process (CDP) hearings, Offer in Compromise (OIC), Earned Income Tax
Credit (EITC) and joint and several liability (innocent spouse) cases.

TABLE 1.17.2, CLOSED CASE CYCLE TIME (IN DAYS)
FY 2002, FY 2003 AND FY 2004

Cycle Days FY 02 FY o3 FY o4
CDP (Collection Due Process) 274 253 241
OIC (Offer in Compromise) 331 313 253
INNSP (Innocent Spouse) 384 446 450
POST PEN (Post Penalty) 166 194 166
Exam/TEGE 391 372 333

Tables 1.7.1 and 1.17.2 indicate that Appeals case cycle time generally improved during FY
2004.% A cycle time of 261 days for non-docketed cases, however, demonstrates that

'8 Historical Data Report 1994 through 2004, compiled by the Office of Appeals, Director of Tax Policy &
Procedures (Nov. 26, 2003 and Oct. 26, 2004).

'® Appeals Strategy and Program Plan FY 2005/2006.
1

* Appeals Inventory Reports, FY 2002, FY 2003 and FY 2004, compiled by the Office of Appeals, Director of
Tax Policy & Procedures.

22 With the notable exception of innocent spouse cases, which have increased from 384 days in FY 2002 to 450
days in FY 2004 Appeals Inventory Reports, FY 2002, FY 2003 and FY 2004, compiled by the Office of
Appeals, Director of Tax Policy & Procedures.
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much work remains to ensure that taxpayers have reasonable access to the Appeals
process.”

THE RIGHT TO AN APPEAL

In addition to the problems caused by cycle time and inventory delays, the IRS has also
made overt efforts to limit certain taxpayers’ access to the Appeals process. Appeals pro-
cedure regulations describe a taxpayer’s access to Appeals as a “right.”* In 1988, Congress
directed the IRS to prepare a simple, non-technical statement setting forth taxpayer rights,
including “the procedures by which a taxpayer may appeal any adverse decision of the
Service (including administrative and judicial appeals).” The IRS responded with
Publication 1, Your Rights as a Taxpayer”® Section V11 of Publication 1's “Declaration of
Taxpayer Rights” says, “If you disagree with [the IRS] about the amount of your tax liabil-
ity or certain collection actions, you have the right to ask the Appeals Office to review
your case. You may also ask a court to review your case.” IRS Publication 5, Your Appeal
Rights and How 10 Prepare a Protest If You Don’t Agree,”® and Publication 556, Examination of
Returns, Appeal Rights, and Claims for Refund” also address appeal rights. Publication 556
explains that a taxpayer’s appeal “must come within the scope of the tax laws,” and can-
not be based only on “moral, religious, political, constitutional, conscientious, or similar
grounds.”®
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Oral Appeal Rights

The Treasury Regulations setting forth the procedural rules for Appeals provide that a tax-
payer can orally request Appeals consideration of an assessment (1) in all office interview
or correspondence examination cases; or (2) in field examination cases if the total pro-
posed additional tax including penalties, proposed overassessment, claimed refund, or
Offer in Compromise is $2,500 or less for any taxable period.* In 1993, the IRS pro-
posed new Appeals procedure regulations that eliminated taxpayers’ oral Appeal rights.*
Although these regulations are not in final form, the IRS appears to be following them
with respect to oral appeal rights because there are no references to the possibility of an
oral appeal in any of the IRS publications setting forth a taxpayer’s appeal rights.* In

 Historical Data Report 1994 through 2004, compiled by the Office of Appeals, Director of Tax Policy &
Procedures (Nov. 26, 2003 and Oct. 26, 2004).

* Treas. Reg. § 601.106(b).
% pub. L. No. 100-647, Title VI, § 6227(a) (Nov. 10, 1988).
IRS, Your Rights As A Taxpayer, Publication 1 (Rev. 08-2000).
27 Id
B\RS, Your Appeal Rights and How To Prepare a Protest If You Don’t Agree, Publication 5 (Rev. 01-1999).
2 \RS, Examination of Returns, Appeal Rights, and Claims for Refund, Publication 556 (Rev. 06-2004).
% Jd. See also Treas. Reg. § 601.106(b).
SECTION *! Treas. Reg. § 601.106(a)(1)(iii)(a).

% Treas. Reg. § 601.106, (Proposed Sept. 20, 1993)
0 NE * See IRS Publications 1, 5 and 556.

268 MOST SERIOUS PROBLEMS EnCOUNTERED BY TAXPAYERS




MOST SERIOUS PROBLEM: INDEPENDENCE OF THE OFFICE OF APPEALS TOPIC E-17

fact, these publications specifically note that an appeal must be in writing. The National
Taxpayer Advocate also understands that the IRS is considering permanently eliminating
oral Appeal rights.

The National Taxpayer Advocate has concerns about the effects of eliminating oral
Appeal rights in de minimus cases. These small cases typically involve low to moderate
income taxpayers who do not have representation. Eliminating oral Appeal rights for
these taxpayers may saddle them with an unreasonable burden. The National Taxpayer
Advocate suggests that rather than eliminate oral Appeal rights, the IRS could electroni-
cally document oral Appeal requests and prepare computer generated acknowledgement
letters to send to taxpayers. These procedures would place minimal administrative bur-
dens on the IRS and relieve taxpayers of the burden of preparing a written protest in very
small cases.

INDEPENDENCE CONCERNS

Appeals recognizes that it has access problems attributable to increased inventory and
processing delays. Some of Appeals’ efforts to alleviate inventory and processing prob-
lems, however, appear to favor processing speed and inventory management over
independence. Other initiatives call into question the independence of all Appeals’ deci-
sion making. Evidence of these compromises is found in Appeals’ new Campus
Settlement Initiative, the current state of the rule prohibiting Appeals ex parte communica-
tions, and Appeals participation in recent IRS enforcement activities directed at abusive
tax shelters.

Campus Specialization Initiative

In an attempt to answer taxpayers’ concerns about inventory and case processing time and
to better allocate resources, Appeals recently implemented the Campus Specialization
Initiative (CSI), moving certain cases from the field to be worked in IRS campuses.
Appeals believes the CSI will improve cycle times and increase cost effectiveness and effi-
ciency by working cases at the source of most of Appeals’ inventory.*

Under the CSI, each campus will specialize in a particular type of case. Appeals believes
that this will standardize its processing procedures and enable the field offices to concen-
trate on more complex cases.*

In FY 2004, Appeals initiated campus operations in the IRS Brookhaven, Fresno, and
Covington campuses and expanded operations in the Ogden and Philadelphia campuses.

* Appeals Friday Report, April 9, 2004. Sixty-five percent of Appeals’ workload comes from compliance func-
tions at the campuses. Compliance functions are those that originate at the campus, such as penalty appeals,
automated underrreporter, computer notice and matching programs. Information supplied by Director of
Appeals Tax Policy and Procedure, W&I and SB/SE.

% Appeals Friday Report, New Campus Team = Employee Satisfaction, April 9, 2004.
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¢ Appeals is fully operational at the Brookhaven campus, handling penalty appeals
(PENAP) cases, and two-thirds of Appeals Centralized Offer in Compromise
(COIC) inventory.

# In the Fresno campus, Appeals is working docketed “S” cases® from its own com-
pliance function and, in October 2004 will receive additional compliance work
from the Austin, Texas campus. In the first quarter of fiscal year 2005, Fresno will
begin working CDP cases from the Fresno Automated Collection Services (ACS)
site and from the Kansas City campus.
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¢ Appeals designated the Covington campus to work Joint and Several Liability
(innocent spouse) cases. Covington is projected to handle about 50 percent of
these cases.”

¢ In the Ogden campus, Appeals is working both docketed and non-docketed exam
cases and PENAP cases.

& Appeals is also working docketed and non-docketed exam cases in the Philadelphia
campus.

During FY 2005, Appeals expects to establish campus operations in Memphis with
approximately 100 employees.® Appeals will work OIC, CDP and docketed and non-
docketed exam cases in Memphis.

Appeals’ FY 2005/2006 Strategy and Program Plan explains that the CSI is part of Appeals’
strategy of “Getting the Right Work to the Right Employee” — or “matching case work to
the skills and grade level of the individual employee.”® Under this strategy, Appeals plans
to shift its focus from its traditional “face-to-face” approach to a more flexible model.
Appeals explains that certain case work is “highly portable” and that taxpayers would rather
have a quicker resolution of their case than face-to-face contact with Appeals.”

Part of Appeals’ Right Work/Right Employee strategy is also using IRS early retirement
programs™ “to optimize our resource alignment in support of our strategic objectives.” If
the Office of Personnel Management approves Appeals’ early retirement program request,
Appeals will use these programs to “target offices with staffing and workload imbalances.”*

% g cases are docketed Tax Court cases that stem from compliance issues totaling less than $50,000, under IRC
§ 7463.

%" Appeals Friday Report, Status Report on Campus Operations, May 21, 2004. Fifty percent (50%) of the Innocent
Spouse cases are handled at Compliance level in Covington.

%8 Appeals Strategy and Program Plan, FY 2005/2006.
*Id.
“"The Strategy and Program Plan, FY 2005/2006 does not provide a source for these assertions.

SECTION “ Early re_tirement programs include both Volu_ntary Early Retirement Authority (VERA) and Voluntary
Separation Incentive Payment (VSIP) Authority.

0 NE 2 Appeals Strategy and Program Plan, FY 2005/2006.
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Taken together, the Right Work/Right Employee strategy and the CSI strategy indicate
that Appeals plans to increase efficiency by replacing a number of seasoned Appeals per-
sonnel who have worked in the traditional face-to-face model with campus employees
who will work in the new “flexible model.”

Appeals does indicate that it will develop a “competency-based Strategic Training Plan”
that will “align with the long-term vision of the Appeals organization and position
[Appeals] to provide the skills and knowledge . . . employees will require to effectively
perform their duties.” Appeals also plans to develop measures to evaluate its strategies
to more effectively utilize its existing staff to meet expected workload demands. Appeals
is also exploring the possibility of implementing an Appeals-wide mentoring program.*
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Although the CSI may help to decrease Appeals case cycle time and reduce inventories,
the National Taxpayer Advocate has several concerns about this initiative. The first con-
cern is limiting taxpayers’ access to face-to-face contact with Appeals. The opportunity
for face-to-face interaction with an Appeals officer is a significant feature of locating
Appeals offices throughout the country. For example, one of the reasons that EITC exam
cases often end up in Appeals is the taxpayer’s need for face-to-face interaction and the
personal attention that was not received during the exam process. It is not clear whether
taxpayers will have any face-to-face contact with Appeals if their cases are assigned to a
campus. Even if such contact is available upon request, transferring cases to local offices
that provide it may cause backlogs at the local offices and further increase processing
time. Further, taxpayer representatives will probably ask for face-to-face meetings in most
cases, while unrepresented taxpayers will not know that face-to-face meetings are available.
This places unrepresented taxpayers at an unfair disadvantage.

This lack of face-to-face contact is of particular concern for docketed “S” cases.” It seems
doubtful that the campus environment will provide adequate personal attention for pro se
or low income taxpayers in these cases. Many of these taxpayers are unclear about the
difference between the Office of Chief Counsel and the IRS. Adding the IRS campus to
the equation will only cause more confusion. The National Taxpayer Advocate is also
concerned that handling docketed S cases in campuses may cause mailing delays in the
time-sensitive trial calendar context. We wonder how the campuses will coordinate these
cases with local IRS district counsel offices and if anyone from Appeals will be present to
help settle these cases when they reach the Tax Court’s calendar. It also seems reasonable
to assume that docketed cases handled exclusively by telephone or correspondence in the
campus environment will result in less case resolution, more poorly developed cases, and
more litigation.

“® Appeals Strategy and Program Plan, FY 2005/2006.
“Id

“In FY 2003, 93 percent of all petitioned S cases were handled pro se. In FY 2004, 92 percent of all petitioned S
cases were handled pro se.
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Another concern with the CSI is the ability of campus Appeals employees to exercise
independent judgment in the campus environment. The IRS campus culture has tradi-
tionally been production oriented with limited employee discretion and decision-making.
Campus procedures do not lend themselves to the facts and circumstances analysis that is
necessary in an Appeals case. These traditional restraints on judgment could hinder the
effectiveness of Appeals in the campuses. Several Low Income Taxpayer Clinics (LITCs)
have already expressed dissatisfaction with Appeals campus employees in joint and several
liability and Offer in Compromise cases, commenting that the campus centralized review-
ers apply a mechanical analysis.
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A major concern with the CSI is the risk that Appeals will be seen as creating a “second
class” of Appeals. The National Taxpayer Advocate understands that no Appeals employ-
ees at the campuses will be above the GS-12 level. In accordance with Appeals’ strategy
of “getting the right work to the right employee,” taxpayers whose cases are assigned to a
campus may feel as though they were not worthy of a “good” Appeals officer. Moreover,
because there are no Grade 13 or 14 Appeals officers at the campuses, Appeals employees
may perceive a campus as a second-class assignment. Additionally, the National Taxpayer
Advocate questions Appeals assumption that OIC, EITC and CDP cases are “simple” and
can be routinely handled by lower graded employees. In fact, the Taxpayer Advocate
Service (TAS) itself has recognized that these cases can be complex and is revamping its
case assignment methodology accordingly.

The National Taxpayer Advocate believes that for Appeals’ CSI to be effective, Appeals
must ensure that the traditional Appeals values of independence, fairness, and discretion
are made part of its campus operations. This poses a challenge in the typical IRS campus
environment. Some steps that may help Appeals successfully integrate traditional Appeals
values into the campuses include employee training in exercising fairness and independ-
ent judgment, and working will various “levels” of taxpayers. Appeals should also train
employees to communicate effectively using non face-to-face methods, such as telephone
and written correspondence. Appeals should also meet with LITC programs and the
Taxpayer Advocacy Panel to discuss the effects of the CSI on taxpayers and identify areas
for improvement. Appeals appears to be taking steps in the right direction with its stated
plans to develop measures to evaluate the effectiveness of its CSI and Right Work/Right
Employee strategies, and to implement a mentoring program. The National Taxpayer
Advocate believes it is imperative that Appeals follow through with these plans.

SECTION
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EX PARTE COMMUNICATION

A key component of Appeals independence is the prohibition against ex parte communi-
cations. Ex parte communications are “communications that take place between Appeals
and another [IRS] function without the participation of the taxpayer or the taxpayer’s
representative.”® RRA 1998 prohibits “ex parte communications between Appeals
Officers and other [IRS] employees to the extent that such communications appear to
compromise the independence of the Appeals Officers.” Rev. Proc. 2000-43 contains the
official IRS guidance concerning the ex parte communications prohibition, stating that
the prohibition is not absolute:

The procedures set forth in this Revenue Procedure are designed to accom-
modate the overall interests of tax administration, while preserving
operational features that are vital to Appeals’ case resolution processes with-
in the structure of the IRS and ensuring more open lines of communication
between Appeals and the taxpayer/representative. Thus, in order to preserve
the informal give-and-take and flexibilities that have been conducive to
achieving settlements in Appeals, the guidance provided in this Revenue
Procedure does not adopt the formal ex parte procedures that would apply in
a judicial proceeding. The guidance is designed to ensure the independence
of the Appeals organization, while preserving the role of Appeals as a flexi-
ble administrative settlement authority, operating within the [IRS’] overall
framework of tax administration responsibilities.

Rev. Proc. 2000-43 thus appears to set forth a framework of independence vs. flexibility
for Appeals ex parte communications with several exceptions to the prohibition:

¢ Appeals can obtain legal advice from the IRS Office of Chief Counsel as long as it
is not provided by the same field attorneys who have previously given advice on the
same issue to the IRS officials who made the determination Appeals is reviewing.

& The ex parte prohibition does not apply to certain cross-functional meetings, such
as Appeals, Counsel, Collection and Examination (ACCE) meetings, industry wide
ISP coordination meetings, Compliance Council meetings, or Large Case Policy
Board meetings, as long as specific taxpayers are not identified.

¢ The IRS Commissioner and others responsible for overall IRS operations may
communicate ex parte with Appeals to fulfill their responsibilities. These communi-
cations can be about specific cases and issues.

“® Rev. Proc. 2000-43, 2000-2 C.B. 404.
“pub. L. No. 105-206, § 1001(a)(4).
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¢ Appeals can communicate ex parte concerning questions that involve “ministerial,
administrative, or procedural matters and do not address the substance of the
issues or positions taken in the case.”

& The ex parte communications prohibition does not apply to issues that IRS
Examination case managers can settle under Delegation Order 247. Examination
case managers have authority to settle Industry Specialization Program (ISP) coor-
dinated issues that have Appeals Settlement Guidelines if the settlements are
reviewed and approved by both the Examination and Appeals ISP Coordinators.
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& The taxpayer or taxpayer’s representative may waive the prohibition on ex parte
communications. Taxpayers were required to waive the ex parte provision in order
to participate in one of the IRS’ first three tax shelter settlement initiatives.”

& The ex parte prohibition does not apply in Appeals’ Fast Track Mediation or Fast
Track Settlement programs.®

Many of these exceptions have weakened the Congressional prohibition on ex parte com-
munications. The independence vs. flexibility approach to ex parte communications
adopted by Rev. Proc. 2000-43 has resulted in an integrated, rather than independent,
Appeals function. This integration is most evident in the tax shelter initiatives and the two
Fast Track programs. Appeals participated with IRS enforcement functions in developing
three of the four tax shelter settlement initiatives.® The IRS expects to offer additional tax
shelter initiatives with Appeals fully integrated in their development and implementation.®

Practitioners have expressed concern that the ex parte exceptions that have allowed Appeals
to be integrated in the settlement initiative process, and that allow Appeals to communi-
cate with Compliance and Counsel in a taxpayer’s absence in the Fast Track programs,
have created the perception that Appeals is not independent from IRS enforcement.*

“81996-1 C.B. 356.

“ See Announcement 2002-96, 2002-2 C.B. 756, (concerning Corporate Owned Life Insurance (COLI));
Announcement 2002-97, 2002-2 C.B. 757 (concerning section 302/318 basis shifting); and Rev. Proc. 2002-67,
2002-43 I.R.B. 733, (concerning contingent liabilities). In the IRS’ most recent tax shelter settlement initiative,
dealing with “Son of BOSS” transactions, taxpayers were required to forfeit Appeals rights. See discussion
mjra.

%% Rev. Proc. 2003-40, 2003-1 C.B. 1044 and Rev. Proc. 2003-41, 2003-1 C.B. 1047.

1 Announcement 2002-96, 2002-2 C.B. 756; Rev. Proc. 2002-67, 2002-43 I.R.B. 733; Announcement 2002-97,
2002-43 I.R.B. 757.

%2 Sheryl Stratton, IRS Appeals, Audit Initiative Announcements Abound at Conference, 2004 TNT 192-4, October 1,
2004.

%3 See Vincent S. Canciello, Tazx Shelter Resolution Initiatives and the Independence of Appeals, Vol. 5, No. 2, Journal of
Tax Practice and Procedure, May 2003; Lee A. Sheppard, Basis-Shifiing Settlements not Playing Well, 2002 TNT 232-
7, December 3, 2002; and Sheryl Stratton, /RS Appeals on the Move, Playing Offense and Defense, 2003 TNT
115-2, June 16, 2003. When providing comments to the draft ex parte revenue procedure, the Tax Executives
Institute said, “In developing guidance on the prohibition against ex parte communications, the question
should not be, “Is this a communication legally permissible under the statue?” but rather, “Could this commu-

SECTION nication create an impression that Appeals’ mission to provide a fair, impartial hearing has been
compromised?” In other words, the guidance should err on the side of open communications between the IRS
and the taxpayer.” Comments on Notice 99-50, Ex Parte Communications, The Tax Executive, Dec. 15, 1999.
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One practitioner (a former Chief of Appeals) argued that the ex parte waiver in settlement
initiatives compromises Appeals independence by allowing Appeals to “discuss the
strengths and weaknesses of a taxpayer’s position with compliance and counsel in the
absence of the taxpayer.”™ Similarly, the absence of the ex parte prohibition in the Fast
Track programs compromises Appeals independence by allowing Appeals to discuss the
merits of the issues with compliance and counsel before the negotiation session.”
Allowing ex parte communications in Fast Track also permits the IRS to “compliance
proof” Appeals’ settlement offers by allowing Compliance to “preclude or influence a
future Appeals settlement in which Compliance couldn’t concur should a taxpayer subse-
quently go the traditional Appeals route.”®

The National Taxpayer Advocate shares the concerns of these practitioners. The purpose
of the ex parte communications rule is to “ensure an independent Appeals function.”™ If
the exceptions to this rule create the perception among taxpayers and practitioners that
Appeals is part of, rather than independent of, the IRS, taxpayers will bypass Appeals, and
its mission of “resolving tax controversies without litigation” will be frustrated.®® This
frustration is particularly acute in an environment of increased enforcement.

The National Taxpayer Advocate is also concerned with the ex parte exceptions that allow
Appeals to participate in enforcement oriented partnerships with IRS operating divisions.
For example, Appeals is a member of the Servicewide Abusive Transaction Executive
Steering Committee, where “executives from Counsel, Appeals, Criminal Investigation and
the [IRS] operating divisions provide oversight for the IRS response to abusive tax transac-
tions, schemes and devices.” In contrast, the National Taxpayer Advocate is not a member
of this committee in order to preserve her independence and the independence of TAS.

Tax Shelter Settlement Initiatives

Appeals has participated in three of the four IRS settlement initiatives for abusive tax
shelters. The IRS also expects to offer more tax shelter settlement initiatives with Appeals
fully integrated in the development and implementation process. The Chief of Appeals
publicly warned taxpayers electing not to participate in these settlement initiatives that
they would not receive a better deal if they instead chose to take their case to Appeals:

% Vincent S. Canciello, Tax Shelter Resolution Initiatives and the Independence of Appeals, Vol. 5, No. 2, Journal of Tax
Practice and Procedure, May 2003.

A
*Id.
" IRS Restructuring and Reform Act of 1998, Pub. L. No. 105-206, § 1001(a), (112 Stat. 685) (1998)

%8 See Vincent S. Canciello, Tax Shelter Resolution Initiatives and the Independence of Appeals, Vol. 5, No. 2, Journal of
Tax Practice and Procedure, May 2003; Lee A. Sheppard, Basis-Shifting Settlements not Playing Well, 2002 TNT 232-
7, December 3, 2002; and Sheryl Stratton, |RS Appeals on the Move, Playing Offense and Defense, 2003 TNT
115-2, June 16, 2003. See also Kenneth A. Gary, Appeals Division Strong, IRS Official Says, 2004 TNT 113-3,
June 11, 2004 (quoting practitioners as “reluctant” and “unwilling” to “expose . . . clients to the appeals
process”).

% Process Guide for Combating Abusive Transactions, 3.
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For each of the settlement initiatives, Appeals has set parameters based on
an assessment of the hazards of litigation. Taxpayers who do not avail
themselves of these settlement initiatives should not expect a later adminis-
trative resolution of their case that is more advantageous.”

The fourth IRS settlement initiative addressed so-called son-of-BOSS transactions and
prohibited non-participating taxpayers from taking their case to Appeals.”* Those taxpay-
ers wishing to test the merits of their particular case were told that “anyone who doesn’t
come forward can still take the IRS to court. In such instance, the government will vigor-
ously purse the full tax due, applicable interest and the maximum penalty.”® Taxpayers
were also told not expect to settle court cases on terms “more favorable than those offered
in the settlement initiative.”®
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The IRS estimates that approximately 78 percent of eligible taxpayers elected to take part
in the son-of-BOSS settlement initiatives, but about 400 have indicated they will not par-
ticipate.** The participation percentage could also decrease if some taxpayers who initially
joined in the initiative do not sign closing agreements.® Thus, the “one-size-fits-all” Son-
of-BOSS settlement initiative has deprived at least 400 taxpayers (fully one-third of
eligible taxpayers) of the opportunity to have an Appeals Officer evaluate the specific facts
and merits of their particular case. These taxpayers and the government must now incur
the expense of litigating these cases. Further, there is no guarantee that the government
will come away from this litigation with results that are better, or even comparable to, the
settlement initiative terms.®

More recently, Appeals participated in an IRS news release dealing with tightening settle-
ment terms for certain abusive tax shelter transactions.” The news release was in response
to the government’s victory in Long-Term Capital Holdings v. United States® and set forth

502002 TNT 194-34, statement of David B. Robison, IRS Chief of Appeals.

& Announcement 2004-46, 2004-21 I.R.B. 1. Son-of-BOSS transactions are described in Notice 2000-44, 2000-2
C.B. 255.

52 IRS News Release, “IRS Offers Settlement for Son of Boss Tax Shelter,” IR-2004-64 (May 5, 2004) (statement
of IRS Commissioner Mark Everson).

% Id. (statement of IRS Chief Counsel Donald Korb).
o4 Sheryl Stratton, /RS Officials Provide Shelter Initiative Update, 2004 TNT 193-4, October 5, 2004.
% See Sheryl Stratton, RS Riding High on Shelter Enforcement Initiatives, 2004 TNT 201-2, October 18, 2004.

% In Black &~ Decker Corp. v. United States, 94 A.F.T.R.2d 2004-6437 (D.Md., 2004), the court granted the taxpayer a
full refund for an assessment involving the taxpayer’s participation in a Code section 357(c) contingent liability
transaction. These transactions were listed as tax shelters in Notice 2001-17, 2001-1 C.B. 730, and the IRS
offered a global settlement initiative for these transactions in Rev. Proc. 2002-67,2002-43 I.R.B. 733. The taxpay-
er in Black ¢ Decker had not been allowed to participate in the settlement initiative because the IRS did not
believe the taxpayer had met the requirements for participation. The taxpayer then litigated the case and pre-
vailed when the court held the taxpayer’s particular contingent liability transaction had economic substance.

SECTION
5 IRS News Release, “IRS Tightens Position on Abusive Tax Shelter Settlement Terms,” IR-2004-128 (Oct. 20, 2004).

0 NE %8 2004-2 USTC P 50,351 (D.Conn., Aug 27, 2004)
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new settlement guidelines requiring taxpayers to concede 100 percent of claimed loss or
deductions and 50 percent of assessed penalties in certain lease stripping transactions.
This news release contained statements by the IRS Commissioner, IRS Chief Counsel,
LMSB Commissioner and the Chief of Appeals. One practitioner reacted to the news
release by saying, “the announcement has more to do with Appeals agreeing to rattle
sabers on behalf of the IRS Commissioner and less to do with rational analysis of the
facts of the case by someone who is supposed to be serving the noble role of an inde-
pendent administrative law judge.”

The National Taxpayer Advocate recognizes the problem with the recent proliferation of
abusive corporate tax shelters and their effect on the Federal tax gap. The National
Taxpayer Advocate also believes that Appeals can sustain well-reasoned and supported IRS
examination adjustments and still maintain independence. In fact, Appeals has historical-
ly served as the “check and balance” on IRS enforcement, holding the IRS to enforcing
the law correctly and properly.

The National Taxpayer Advocate is concerned, however, that Appeals’ direct participation
with IRS enforcement in these shelter settlement initiatives compromises Appeals inde-
pendence in both fact and appearance. Appeals itself has emphasized the importance of
separating itself from IRS enforcement:

Effectiveness of [Appeals] depends a great deal upon the confidence and
trust taxpayers have in its fairness, objectivity, and impartiality. Appeals’ mis-
sion s to resolve disputes; and this mission cannot be accomplished if. in either fact or
appearance, it seems to be an extension of the Examination process. 1f the appeals
office is burdened with the responsibility to perfect the audit or unreason-
ably develop the issues in controversy, taxpayers will bypass the
administrative process and deprive the Service of the opportunity to settle
cases in non-docketed status. Therefore, Appeals must not be viewed by
taxpayers as an arm of the Examination function or an adversary seeking to
strengthen the government’s case.”

Appeals participation in these initiatives has communicated the message that there is no
possibility of an administrative resolution in shelter cases unless taxpayers are willing to
accept the settlement terms set by IRS enforcement. The National Taxpayer Advocate
also wonders if Appeals participation in these initiatives is also sending the message that
Appeals has become an IRS Examination support function. These messages have two
consequences. First, if affected taxpayers believe that the facts and circumstances of their
particular case warrant a better settlement, they must bypass Appeals and proceed directly

% See Sheryl Stratton, Appeals Tightens Screws on Shelter Investors, 105 Tax Notes 487 (Oct. 25, 2004).
™ IRS Document 7225, “History of Appeals” at 7-8 (Nov. 1987) (emphasis added).
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to litigation. Second, and more significant, taxpayers in general may view Appeals as
merely another arm of IRS enforcement and bypass the Appeals process in favor of litiga-
tion, or even noncompliance. Forcing taxpayers into these situations seems to be a
curious action for an organization whose mission is to fairly resolve tax controversies
without litigation. The National Taxpayer Advocate is concerned that if Appeals is per-
ceived as a mere extension of IRS enforcement in a climate of increased enforcement,
Appeals will begin to fail its historical mission.
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IRS COMMENTS

The National Taxpayer Advocate is concerned that recent changes within Appeals opera-
tions undermine Appeals’ ability to fairly and impartially resolve cases—generally called
Appeals “independence”. According to the TAS report, if Appeals independence is in
doubt, taxpayers will lose confidence in the Appeals process and go elsewhere, i.e., litiga-
tion. We appreciate the Advocate’s concern—in essence, she expresses support and
confidence in the Appeals process. She recognizes the value Appeals brings to tax admin-
istration, and wants to preserve it.

Congress enacted RRA § 1001(a)(4) requiring the Commissioner to ensure an independ-
ent Office of Appeals “within the Internal Revenue Service”. This qualification is very
important. By placing Appeals within the Internal Revenue Service, Congress imposed
inherent limitations on its independence. Hence, in defining Appeals' role, it is necessary
to balance competing interests. For example, it makes clear that while Appeals should not
be subordinate to other IRS functions, Appeals must still operate consistently with IRS
policies, practices, and positions. Thus, consistent with this statutory provision, Appeals
reports to the Commissioner, who is charged with the overall responsibility for adminis-
tering the internal revenue laws. The structure supports Appeals independence.

Without some participation in multifunctional meetings and discussions where agency pol-
icy is set, Appeals would be operating in a vacuum with little or no understanding of the
IRS's mission and goals. Appeals would then not be able to effectively serve as the IRS's
administrative dispute resolution arm. In short, Appeals would not be operating within
the IRS as required by Congress; rather, it would be functioning as an isolated entity.

Additionally, the new Appeals processes causing the Advocate’s concern bring opportuni-
ties to better serve taxpayers with fair, correct, and timely case resolutions. They expand
case resolution options—not eliminate them. For the first time in its history, Appeals has
an integrated, national structure that reports directly to the Commissioner. Under this
structure, customer satisfaction surveys show increased satisfaction with Appeals services.

SECTION
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Nevertheless, some concerns have been raised about these new case resolution approach-
es, as happens whenever new processes are rolled out. To ensure the careful and complete
consideration of the concerns, the IRS asked the Treasury Inspector General for Tax
Administration (TIGTA) to review Appeals to ensure the modernized structure and
processes adhere to the intent of RRA 98. This audit is already underway.

ACCESS AND INDEPENDENCE CONGERNS

The TAS report indicates that if taxpayers believe they cannot reasonably access the Appeals
process, or believe that Appeals will not give their case a fair and independent review, they
will bypass Appeals and proceed to litigation or noncompliance. The IRS would agree if
this were true; however, taxpayers do have access and confidence in our ability to resolve
the dispute in a fair and impartial manner. The data supports this perspective.

The TAS report acknowledges that from fiscal year 2000 to FY04 Appeals receipts
increased by 78 percent, from 55,431 to 98,677 cases. The report also notes that Appeals
disposals have increased 89 percent during this period, from 55,088 to 103,946 cases. In
FY 2004, cycle time dropped in all but one of Appeals major work streams. The IRS
agrees that more work needs to be done to continue this positive trend. In addition to
what is noted in the TAS report and for the first time in four years, Appeals resolved more
cases than it received last year. Productivity gains, defined as the number of cases
resolved per Appeals employee, were about 80 percent between FY00 to FY04. This data
argues that taxpayers do not see major problems with accessing Appeals. Our customer
satisfaction data reveals confidence in Appeals independence.

The TAS report questions Appeals’ efforts to focus on reducing cycle time. The Advocate
believes achieving these goals will come at the expense of full and fair consideration, espe-
cially for the low income or pro se taxpayer. Indeed, she says that the IRS has “made
overt efforts to limit certain taxpayers’ access to the Appeals process”. The IRS does not
agree—these initiatives help Appeals address taxpayer needs in several ways:

1. Appeals efficiency in resolving cases frees up resources to work with other taxpayers;
and

2. Working cases at the appropriate employee grade level to their complexity enables
Appeals to dedicate more personnel to taxpayer cases.

These efforts, then, enable Appeals to more fully address the specific issues in each tax-
payer’s case, rather than limiting them.

The IRS believes the focus on reducing cycle time does not come at the expense of full
and fair consideration. Data reflects that taxpayers concur. Appeals most recent cus-
tomer satisfaction survey, issued in September 2004, confirms that it retains taxpayers’
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overall confidence. Nearly two-thirds of the respondents (63 percent) indicated that they
were satisfied with Appeals services; the proportion of dissatisfied customers dropped to
less than one-quarter (23 percent). The remainder was neutral. The 8 percent increase in
overall satisfaction from the prior period (3.3 to 3.6 on a five-point scale) is statistically
significant indicating this is a genuine trend. The ratings for specific survey questions rose
in 15 of the 17 categories over the prior period. Three of the four categories where
Appeals achieved statistically significant improvement relate directly to issues raised in the
TAS report—Appeals independence, adequacy of resources applied by Appeals, and fair-
ness in resolving the case. This certainly contradicts the Advocate’s concerns for each of
these issues. In other words, Appeals is making steady progress in resolving disputes in a
manner that meets the taxpayers’ needs--even as it experiences increased receipts. While
there remains room for improvement, the data shows Appeals is on the right track.
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Campus Specialization Initiatives

The TAS report correctly identifies the various challenges and potential concerns about
creating campus operations. Within its campus strategy, Appeals intends to create an
environment that resolves disputes correctly and timely. If challenges come with these
efforts, the IRS is confident we can overcome them.

One factor driving this campus strategy has been changing customer expectations. When

a customer has a credit card problem, the customer can pick up the phone and resolve the
matter immediately. When a prescription needs to be refilled, the customer wants to pick
up the phone and give an automated reorder number and have the prescription filled.

Another factor is Appeals’ experience in managing campus operations successfully since
1988. Employees at those campuses have long resolved centralized “S” docketed cases
very effectively. The current campus strategy builds on this success.

By creating a flexible conferencing approach, all taxpayers are better served—both because
their own case is resolved more effectively, and because Appeals’ enhanced efficiency
enables it to handle a4/ cases effectively. The campus strategy means Appeals can have the
resources ready and available to handle and resolve each and every case.

Appeals is committed to holding the right kind of conference for each case. Appeals
believes that most taxpayers want easy and immediate access to Appeals—in a way that
inconveniences them the least. The campus operations can support that. Appeals will
always encourage taxpayers and practitioners to request the right kind of conference for the
case. Where a letter properly articulates the issue—taxpayers should write a letter. Where a
personal explanation of the matter will communicate the issues better—taxpayers can pick
up the phone and discuss the issues in their case. Where there are complicated fact pat-
terns and voluminous documentation to present—taxpayers should ask for a face to face

SECTION
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conference. Appeals and the Taxpayer Advocate Service need to advise taxpayers to ask for
the right type of conference for the type of case. The only caveat would always be that this
should always be done before initiating significant settlement discussions with Appeals.

The TAS report raises a legitimate question about whether taxpayers will be allowed to
have a face-to-face conference. Appeals is on record that if a face-to-face conference is
requested Appeals will provide it—either through video conferencing or by transferring the
case to a local field office for consideration. This is unlikely to be a major concern
because taxpayers currently do not overwhelmingly request such conferences.
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The IRS is troubled, however, by the TAS report’s emphasis on face-to-face conferences as
the only way to successfully resolve a dispute. The IRS believes this emphasis may, in
fact, unnecessarily burden the very taxpayers about whom the Advocate is most con-
cerned. The cost of commuting and lost wages for time spent getting to a local Appeals
office are significant to the smaller, low income taxpayer. Access by phone is necessary
for these individuals.

The IRS has kept statistics on the type of conference held only since 2/20/04. More than
three-quarters (78 percent) of Appeals conferences (field and campus cases) since then
have been through telephone or correspondence. Even in field offices, 73 percent have
been resolved through telephone or correspondence. Recently in a “Tax Talk Today”
show the IRS asked practitioners the question on how they were conferencing the cases.
Three-quarters (75 percent) of them said their conferences were either by phone or by cor-
respondence; they had no complaints or objections regarding access to Appeals.

The TAS report notes that Appeals campus efforts favor “processing and speed” over inde-
pendence. The IRS does not agree. The goal is to get to the right answer 100 percent of
the time wherever the case is worked. To ensure this focus, all Appeals employees receive
the same training, oversight, quality review, or automation resources regardless of where
they are located. The IRS is aware that there are issues unique to a campus operation.
Appeals’ strategy includes revised correspondence for campus cases. The training plan
includes components on exercising independent judgment and effective telephone tech-
niques, just as the TAS report recommends. Appeals has an on-the-job training
component as well. Some of the Low Income Tax Clinic’s (LITC) concerns are more like-
ly the result of newer Appeals employees handling the case than because they are campus
employees. Taxpayers concerned about the way their case is being handled in a campus
location can raise these to the manager, just as in field offices.

The IRS is analyzing the quality of Appeals case resolution through the Appeals Quality
Measurement System (AQMS). Those results are being separately measured for campus
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operation so that the IRS can ensure the same level of quality as field operations. Here
are some results.

Score
§ - Current overall Appeals score 79
E = Range for campus operations 73-86
: s Range for field operations 71-86
e =
P—9 (-9
=

This data shows that the Appeals’ campus strategy not only allows all the offices to con-
centrate on the cases they do best, they do it with the same quality.

The TAS report expresses concern over the grade level of Appeals campus employees. In
the IRS’s experience, taxpayers want a knowledgeable tax professional handling their dis-
pute. When employees are knowledgeable, well-trained and given the resources necessary
to do their jobs—then their grade and even location are irrelevant. The goal is to get to
the right answer in a timely manner. Appeals is doing that more and more.

The TAS report recommends that Appeals meet with LITC programs and the Taxpayer
Advocacy Panel to discuss the effects of the campus strategy. Appeals currently meets
with these groups and intends to continue such meetings in the future. The IRS wants to
effectively serve all of its customers.

Ex Parte Communications

As ultimately enacted, § 1001(a)(4) of RRA 98 did not impose a comprehensive overhaul
of Appeals’ processes. Instead, it required the Commissioner to ensure an independent
Office of Appeals within the Internal Revenue Service. It prohibited ex parte communica-
tions "to the extent such communications appear to compromise the independence" of
Appeals. When considering the evolution of § 1001(a)(4) of RRA 98 during the 1998 leg-
islative process and in light of Appeals longstanding methods of operation, it can be fairly
concluded Appeals must be accorded a significant degree of independence from other IRS
components. All within Appeals must be mindful to avoid ex parte communications with
other IRS functions that might appear to compromise Appeals independence.

The TAS report states that the exceptions to ex parte communications provided in Rev.
Proc. 2000-43 integrate Appeals into the IRS and weakens its independence. The report
states that Appeals involvement in the tax shelter initiatives and its Fast Track strategies
are the two clearest examples of this erosion of Appeals independence. The IRS disagrees
because Appeals is invited by both the taxpayer and Compliance to participate in any fast
track process. Appeals personnel do not operate in their traditional role and the case
itself remains in Compliance’s jurisdiction.

SECTION

282 MOST SERIOUS PROBLEMS EnCOUNTERED BY TAXPAYERS




MOST SERIOUS PROBLEM: INDEPENDENCE OF THE OFFICE OF APPEALS TOPIC E-17

With regard to the ex parte waiver in settlement initiatives and the fast track programs, the
prohibition against ex parte communications between Appeals Officers and other IRS
employees does not apply. Since mediation is a process where each party caucuses with
the mediator separately, ex parte communications are required.

Appeals personnel, in facilitating an agreement between the taxpayer and Compliance, are
not acting in their traditional Appeals settlement role. Again, the case itself remains in
Compliance’s jurisdiction. The taxpayer’s involvement is at their own election, not the
government’s. Taxpayers may opt out of either fast track program and exercise their tradi-
tional appeal rights, where ex parte prohibitions apply. As long as the taxpayer clearly
understands the process their rights are protected and Appeals independence is not at issue.

The TAS report also expresses concern that knowledge gained during the fast track pro-
grams may serve to “compliance proof” Appeals’ settlements prior to the traditional
Appeals process. This has not been the IRS’s experience with the large case program.
Fast Track Settlement has been an effective means of enhancing communication between
all related parties so they understand and accept the basis for the resolution.

Tax Shelter Issues

The TAS report notes concern that Appeals’ direct participation with IRS compliance in
tax shelter initiatives compromises Appeals independence in both fact and appearance.
The IRS agrees that all IRS functions need to operate transparently to combat even the
appearance of lack of independence. The IRS strongly disagrees, however, that Appeals
independence is compromised.

Appeals’ participation in developing global tax shelter settlement initiatives does not prevent
Appeals from maintaining its independence or satisfying the goals of the provision restrict-
ing ex parte communications with Appeals. First, the issue management process focuses the
IRS's attention and resources on selected transactions and issues generally, not on the facts
of any particular taxpayer's case. This enables the IRS to share its collective expertise and
knowledge, increasing the likelihood of achieving both the right result and consistent treat-
ment. Appeals’ participation provides the process with needed information and technical
expertise that help evaluate the IRS's hazards of litigation and make informed decisions
regarding settlement guidelines. Also, it allows Appeals to provide meaningful input into
formulating the IRS's strategy for handling various types of tax shelters.

Second, and perhaps more importantly, including Appeals in the process furthers the
chances that the IRS's global tax shelter settlement initiatives will be successful. When
Appeals is not part of the global tax shelter settlement initiatives, taxpayers have less
incentive to participate because they may anticipate a “better deal” by going to Appeals.
This would undermine this approach’s usefulness for handling tax shelter cases, depriving
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the IRS of an opportunity to resolve large numbers of these cases using fewer resources.
This would also result in Appeals working at cross purposes to the objectives of the IRS as
a whole. Appeals would not be functioning within the IRS, as contemplated and
required by Congress. In short, an independent Appeals office is intended to assist the
IRS in meeting its responsibilities to fairly and impartially administer the internal revenue
laws, not undercut the Service's efforts to do so. When it participates in the issue man-
agement process, Appeals can positively influence the IRS’s decision making from its
unique vantage point. If Appeals were to operate completely outside of the system, as
advocated in the TAS report, it would lose the ability to be part of the solution, as
Congress envisioned.
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Certainly, the current tax shelter settlement initiatives represent a new cross-functional
effort by Appeals, Counsel and Compliance to carrying out their respective roles in tax
administration. However, the critical piece to recognize is that within an “Issue
Management Team” each function maintains its unique role (i.e. Compliance develops the
facts, Counsel articulates the applicable legal arguments, and Appeals assesses the respec-
tive litigating hazards). The roles, procedures and operation of the team are clearly
outlined in the “Process Guide for Combating Abusive Tax Transactions.” It confirms
that Appeals has neither assumed the roles and responsibilities of another function nor
delegated or ceded its own.

Oral Request for Appeals

The TAS report states that the elimination of an oral request for an appeal in smaller cases
creates an unreasonable burden on unrepresented taxpayers. While the IRS understands
these concerns, it believes that the current procedures are appropriate and protects taxpay-
ers’ rights to easy access to Appeals. The IRS does not believe that this issue impacts on
Appeals independence, the subject of this most serious problem.

To make it easier for a taxpayer to request a small case appeal and to ensure its timely
consideration, Appeals has developed Form 12203, Small Case Request, a very brief, easi-
ly completed document. This “tear off” form will be included in publications sent to the
taxpayer with each proposed adjustment. Form 12203:

¢ \rifies that the taxpayer indeed wants to go to Appeals;

¢ Frames the issues so both Compliance and Appeals understand the reasons for the
protest;

¢ Enables Compliance to consider and perhaps even concede the issues based on the
taxpayer’s stated position; and

¢ Allows Appeals to assign the work and plan for our conferencing immediately
upon receipt of the case rather than waiting for taxpayer contact.

SECTION
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The small case request form is a much more reliable way to request an appeal. Many tax-
payers do not respond nor provide any documentation regarding their issues. While the
small case request doesn’t guarantee the presentation of documentation, it helps to articu-
late the disagreement. The Advocate supports implementation of the small case request
(Form 12203). This process protects the small case taxpayer much more than any poten-
tial concern raised by eliminating the oral request for appeal.

The IRS has had success with similar appeal request forms specific to collection due
process and collection appeals cases.

Conclusion

In summary, Appeals structural alignment strongly supports its independence within IRS
and customer satisfaction results indicate that Appeals is getting to the right answer at the
right time more and more often. Appeals new processes allow taxpayers to resolve their
disputes at the earliest time with full confidence that traditional Appeals options remain
available to them if needed.

TAXPAYER ADVOCATE SERVICE COMMENTS

Based on the IRS response, it appears that the National Taxpayer Advocate and Appeals agree that
the Appeals process has great potential to resolve controversies inexpensively without litigation and to
improve voluntary compliance. The process has the potential to benefit both the government and tax-
payers. However, because participation in the Appeals process is voluntary, taxpayers will not use it
unless they can easily request an appeal and participate in the process, and feel assured that Appeals
will give their case fair and independent consideration — a de NOVO review of issues. Without full
confidence in Appeals, taxpayers will be more likely to resort to litigation or noncompliance. For
these reasons, ready access to the Appeals process and taxpayer perceptions that Appeals is fair and
independent are critical to its mission.

Appeals’ efforts to reduce the cost of the program, exceptions to the ex parte rules, Appeals’ participa-
tion in forming IRS enforcement strategies and tax shelter settlement initiatives, and eliminating the
right to an oral Appeal request — all of these initiatives have the potential to damage Appeals’ ability
to fulfill its mission if these efforts threaten either access or perceptions of Appeals’ independence. The
National Taxpayer Advocate raises these issues precisely because she believes an independent Appeals
Sfunction is vital to fair tax administration.

The IRS asserts that including Appeals in the planning of the IRS’ global tax shelter settlement ini-
tiatives while denying taxpayers their ability to seek an appeal in these cases prevents Appeals from
“working at cross purposes to the objectives of the IRS as a whole.” The National Taxpayer
Advocate believes that Appeals can still adbere to IRS strategic objectives, such as cracking down on
corporate technical tax shelters and abusive tax schemes, without compromising its ability to decide
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taxpayer cases on their specific facts and circumstances. Contrary to the IRS’ suggestion, it is possible
that many taxpayers will participate in shelter initiatives in order to obtain certainty while others will
not litigate if a reasonable facts-and-circumstances settlement can be reached with Appeals. It is also
possible for Appeals to exercise its independent judgment in making a de NOVO review of the case and
still come out very closely aligned with IRS Examination’s position. If the IRS’ position is carefully
and correctly reasoned, then Appeals can sustain it without fear of compromising its independence.

There are three reasons why the IRS might want to deny taxpayers access to Appeals in tax shelter
settlement initiatives. First, the IRS may believe that Appeals cannot be trusted to uphold the IRS
where appropriate. Second, the IRS may fear that the IRS’ position cannot withstand an independ-
ent administrative de Novo review. Third, the IRS may have concluded that the transactions are so
per se outrageous that it doesn’t want to waste Appeals resources on them. This latter approach may
be appropriate where all of the cases follow the same fact pattern. But it is the experience of the
National Taxpayer Advocate that once you look beyond “page one” of many of these cases, you come
up with different sets of facts and circumstances, and different taxpayer situations. In fact, the IRS is
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still struggling today with many cases in which taxpayers chose not to participate in the earlier tax
shelter settlement initiatives from 20 years ago. Moreover, the IRS has never done any rigorous
analysis of just how many administrative and judicial resources it conserves as a result of its one-size-
Sfits-all settlement initiatives.

In its response, the IRS seems to have defined away the role of an independent de NOVO administra-
tive review. The IRS states that “an independent Appeals office is intended to assist the IRS in
meelting its responsibilities to fairly and impartially administer the internal revenue laws, not under-
cut the Service’s efforts to do so.” This extraordinary statement declares that Appeals exists at and for
the convenience of the IRS and literally writes the needs of taxpayers out of the picture. It is also con-
trary to Treasury Regulations that mandate that Appeals exercise “strict impartiality between the

taxpayer and the Government.”™

Notwithstanding the IR S’ statements, it is possible for Appeals to take a position different from the
IRS’ general administrative position in specific cases without necessitating its move outside the IR S.
Indeed, that independent facts-and-circumstances analysis was the genesis for Appeals’ creation back
in 1927, It is both possible and necessary for Appeals to adopt an approach that is somewbere
between totally inside and outside the IRS — the role of the neutral, administrative appeal function.

One reasonable explanation for Appeals’ placement within the IRS is to provide taxpayers exposed to
the Appeals process with the impression that the IRS itself (rather than some independent quasi-judi-
cial body) is fair and reasonable, thereby promoting voluntary compliance among the general
population. The National Taxpayer Advocate believes that the IR S response reads too much into
RRA 98’s language requiring the Commissioner to ensure an independent Office of Appeals within

SECTION

0 N E ™ Treas. Reg. § 601.106(f)(1).
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the IRS. As explained in the TAS report, Appeals has been part of the IRS since 1927, when it was
established to provide a de NOVO review of tax disputes and lower the number of taxpayers seeking
such de Novo review in the Board of Tax Appeals. The statutory language is merely a statement of
structural convenience, not an imposition of limits on Appeals’ independence, as the IRS suggests. In
Sact, the legislative history of RRA 98 indicates that Congress specifically envisioned an Appeals
Sfunction independent of IRS enforcement:

One of the major concerns we’ve listened to throughout our oversight initiative — a
theme that repeated itself over and over again — was that the taxpayers who get
caught in the IRS hall of mirrors have no place to turn that is truly independent and
structured to represent their concerns. With this legislation, we require the agency to
establish an independent Office of Appeals — one that may not be influenced by tax
collection employees or auditors.

This statement emphasizes the point Appeals itself made in 1987: taxpayers will bypass Appeals it is
viewed as an “arm of the Examination function or an adversary seeking to strengthen the govern-

ment’s case.” "

The National Taxpayer Advocate agrees that, in addition to independence, efficiency is an important
component of Appeals’ success. She is concerned, however, about efficiency measures that come at the
expense of fairness or quality. As pointed out in the TAS report, Appeals’ Campus Specialization
Initiative appears to present the potential for increased efficiency at the possible expense of quality and
Sfairness. In fact, the IRS response on this issue raises new concerns with Campus centralization.

The National Taxpayer Advocate is especially concerned by the IRS’ likening the resolution of tax dis-
putes to resolving a credit card problem or ordering a prescription. Neither of these transactions
involves government action, or possesses the potential for serious consequences to the caller as the does
the failure to obtain a fair or impartial decision in a tax dispute based on all the facts and circum-
stances. We are certainly not suggesting that face-to-face meetings are the only approach to Appeals
conferences. Indeed, many taxpayers may be happy to have a telephonic conference. But they must be
given a choice, and that choice must be meaningful. The choice will not be meaningful if the taxpayer
must choose between having an immediate conference over the phone or a face-to-face conference two or
three montbhs later (because of lower field office staffing or delay in transferring the files). As Appeals’
own customer satisfaction data show, laxpayers want a speedy resolution to their tax problems. So the
average taxpayer will take speed over delay, even if a face-to-face hearing is to bis or her advantage.

The National Taxpayer Advocate is also concerned by the IRS’ statement that if taxpayers want to
talk with Appeals, they can pick up the phone. This is one of the specific drawbacks of the campus
environment. In the field, Appeals Officers call taxpayers or their representatives to get information

2144 Cong. Rec. $4182 (1998).
™ IRS Document 7225, "History of Appeals,” 7-8 (Nov. 1987).
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needed to make a decision or settlement offer. This interactivity and “reaching out” has significant,
positive resulls for low income taxpayers and is one of the reasons Appeals’ ofien reverses decisions
made by IRS examination employees in EITC and other cases. Campus employees, on the other
hand, are routinely instructed not to call taxpayers. If this approach is adopted by Campus Appeals
officers, taxpayers will be harmed. Campus Appeals officers must be encouraged to pick up the phone
and call taxpayers to flesh out facts and clear up issues. And they must be trained to recognize when
1t is appropriate or even necessary to do so.™
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Afier expressing these concerns, however, the NTA commends Appeals for:

& Requesting the Treasury Inspector General for Tax Administration (TIGTA) to audit
Appeals’ adberence to the intent of RRA 98;

Making strides in improving its productivity;
Training its employees to use independent judgment and effective telephone technigues;

Soliciting feedback from LITC programs and the Taxpayer Advocacy Panel; and

* ¢ o o

Developing Form 12203, Small Case Request, which provides taxpayers with a “tear off””
form for requesting an Appeals conference.

These developments are likely to facilitate program improvements and increase the likelihood that tax-
payers will continue to use Appeals. However, Appeals should do more to give taxpayers access to
and confidence in the Appeals process and to protect its own independence within the IRS.

RECOMMENDATIONS

The National Taxpayer Advocate makes the following recommendations:

Access to Appeals
& Appeals should permit oral appeals to be requested as provided by existing regulations. It
should electronically document such requests and prepare computer generated acknowledgement
letters.  Although we applaud the development of Form 12203, Small Case Request, and
believe that it will reduce burden for some taxpayers, requiring any form of written request is
more burdensome than an oral request, especially for taxpayers for whom English is a second
language. In this, as in many other aspects of tax administration, no one size fits all.”

™ In its response, the IRS cites a survey of practitioners watching "Tax Talk Today" for the proposition that prac-
titioners have no complaints or objections to phone or correspondence communications with Appeals. This
data is irrelevant to the National Taxpayer Advocate’s concerns, which focus on the ability of unrepresented tax-
payers to communicate with Appeals officers. Her long experience representing middle and low income
taxpayers who have attempted, on their own, to navigate the IRS, causes her to question IRS’ position that
placing Appeals in a campus, correspondence-driven environment will have no impact on access to the
Appeals function.

™ It is disturbing that the IRS is ignoring the clear requirement of Treasury regulations with respect to oral
appeal requests. Treas. Reg. § 601.106(a)(1)(iii)(a) provides that “an oral request is sufficient to obtain Appeals

SECTION consideration in (1) all office interview or correspondence examination cases or (2) a field examination case if
the total amount of proposed additional tax including penalties, proposed overassessment or claimed refund .
.. 15 $2,500 or less for any taxable period. No written protest or brief statement of disputed issues is
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& Appeals should revise its procedures so that Appeals officials verbally inform every taxpayer
making an Appeal that they have the right to a face-to-face appeals conference upon request.
This will promote participation in the Appeals process by unrepresented taxpayers, who might
not otherwise know that they can request an oral conference. Once so informed, taxpayers can
decide for themselves whether it is uneconomical, in time or money, lo elect such a hearing. Of
course, Appeals must ensure that there is sufficient staffing in the field offices to promptly han-
dle cases in which a face-to-face hearing is requested.
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& [RS should research the effectiveness of its tax shelter global settlement initiatives to determine
whether, in fact, they resolve taxpayer cases, from assessment to collection of tax due, in a
more expeditions and less expensive manner than the traditional controversy approach that
allows for access to Appeals as well as litigation.

Appeals Independence
& Appeals should limit its participation in enforcement oriented partnerships with IRS operat-
ing drvisions, including the development of tax shelter settlement initiatives, to an advisory
role and ensure that the right to an administrative de NOVO appeal is not curtailed in such
cases. Moreover, Appeals officials should avoid public statements indicating that it has pre-
Judged any cases or issues.

& In connection with its mediation programs, Appeals should revise its ex parte rules to probib-
it Appeals from discussing the substantive issues with compliance before Appeals has
discussed them with the taxpayer or, alternatively, the parties have discussed them jointly.

This approach may reduce the perception that Appeals has prejudged the case.

Appeals’ Quality and Participation Rate
& Appeals should rapidly follow through with its plans to develop measures to evaluate the effec-
tiveness of its CSI and Right Work/Right Employee Strategies, and implementation of its
mentoring program.

& Appeals should re-evalnate its definition of complexity to ensure that complex cases are
worked by appropriately trained and skilled personnel, regardless of whether the case origi-
nates in a campus or involves a low income or EITC taxpayer.

required.” Regulations have the force and effect of law on both taxpayers and the IRS. If the IRS can ignore
regulations, then, as a practical matter, the IRS has a way to circumvent Treasury directives and guidance with
which the IRS does not agree. Certainly the IRS cannot comply with those regulations that provide an advan-
tage to the government while ignoring those that grant taxpayers additional rights and protections.
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PROBLEM
TOPIC E-18

MOST SERIOUS PROBLEM: IRS MEDIATION PROGRAMS

RESPONSIBLE OFFICIALS
David B. Robison, Chief Appeals
Kevin M. Brown, Commissioner, Small Business/Self-Employed Division

DEFINITION OF PROBLEM

Alternative dispute resolution (ADR) techniques such as mediation* have “yielded decisions
that are faster, less expensive, and less contentious;... can lead to more creative, efficient,
and sensible outcomes;... [and] effective use of such procedures, will enhance the opera-
tion of the Government and better serve the public.”> On this basis, Congress directed the
IRS to prescribe procedures under which a taxpayer or the IRS’ Appeals function may
request mediation.* The IRS has two primary mediation programs, post-Appeals mediation
and Fast Track Mediation (FTM).* The FTM process involves mediation between the IRS
examination or collection division and the taxpayer after the parties have failed to reach a
settlement but while the case is still under the jurisdiction of examination or collection.®
Post-Appeals mediation involves mediation between Appeals and the taxpayer after negoti-
ations have failed to reach a settlement and the case is still in Appeals’ jurisdiction.®

Evaluation is a critical component of any government mediation program.” However, the
IRS has not fully evaluated whether its programs are achieving the benefits identified by
Congress or how the programs could be improved, as recommended by the Government
Accountability Office (GAO) and the Treasury Inspector General for Tax Administration
(TIGTA).® Among the areas of concern (in need of further evaluation) are:

& Education and Publicity. At present, the IRS is not measuring the effectiveness of
its efforts to educate IRS personnel (e.g., examination, collection and Appeals
employees), taxpayers, or tax professionals about its mediation programs.

N

Mediation is a process by which a neutral mediator assists disputing parties to reach a voluntary resolution of
the dispute. See generally, Kimberlee K. Kovach, Mediation Principles and Practice, 3rd ed., West, 2004, 26-28.

See Administrative Dispute Resolution Act, Pub. L. No. 101-552, 104 Stat 2736 § 2 (Nov. 15, 1990) (reenacted
in 1996).

IRC § 7123(b).

Other IRS mediation procedures exist, for example, IRS Chief Counsel has procedures for utilizing mediation
to resolve docketed cases. IRM 35.3.20 (Rev. 1-24-1996). These other procedures are not the focus of this dis-
cussion.

Rev. Proc. 2003-41, 2003-25 1.R.B. 1047 (Jun. 3, 2003).

Rev. Proc. 2002-44, 1.R.B. 2002-26 (Jun. 7, 2002).

See Department of Justice/Federal Alternative Dispute Resolution Counsel, Evaluation of Federal ADR
Programs, 65 Fed. Reg. 59,200, 59,208 (Oct. 4, 2000); Jeffrey M. Senger, Federal Dispute Resolution, Using ADR
with the United States Government, Jossey-Bass, 2004, Chapter 10. See also Government Performance and Results
Act of 1993, Pub. L. No. 103-62, 107 Stat. 285 (Aug. 3, 1993) (requiring an evaluation of all government pro-
grams exceeding certain thresholds).

8 See General Accounting Office, IRS Initiatives to Resokve Disputes Over Tax Liabilities, GAO/GGD-97-71, 10-15

(May 9, 1997); Treasury Inspector General for Tax Administration, Taxpayers Should Be Informed of the Benefits of
the Fast Track Mediation Program, Reference No. 2002-10-070, 6-7 (March 29, 2002).
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& Exclusions from IRS Mediation. Many types of disputes are excluded from IRS
mediation (such as offer in compromise issues worked in a campus), without any
evaluation of whether mediation might prove effective in such cases.

& IRS Decision Making Authority. In many cases, IRS participants in Fast Track
Mediation do not have authority to resolve cases on the basis of “hazards of litiga-
tion.”

o Conflict of Interest and Confidentiality Concerns. The IRS mediation programs
require the use of an IRS employee as a mediator, potentially producing conflict of
interest and confidentiality concerns that may reduce the programs’ effectiveness
and deter taxpayers from utilizing them in the first place.
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& IRS Mediator Training. IRS mediators do not receive frequent mediation experi-
ence or regular continuing education in mediation.

BACKGROUND

Benefits of Mediation

Congress has determined that in comparison to litigation, mediation and other forms of
ADR offer a more prompt and inexpensive means of resolving disputes.”® Various govern-
ment agencies have demonstrated the value of ADR. For example, the Department of the
Air Force used ADR in over 100 contract disputes in recent years and 90 percent have
been settled.” ADR reduced the average time to process Armed Services Board of
Contract Appeals cases by 50 percent, saving $40,000 per case involving less than $1 mil-
lion and $250,000 per case involving more than $1 million.”* The Army Corps of
Engineers, which resolved 95 percent of cases taken to ADR, reduced its caseload of both
contract claims and appeals by 80 percent.”® Faced with over 14,000 formal employment-
related complaints per year, the United States Postal Service adopted a workplace
mediation program that resolved over 80 percent of its cases, reduced complaints by 30
percent, saved millions in legal costs, and resulted in job satisfaction gains.*

° The term “hazards of litigation™ refers to the ability to settle a case based upon the uncertainty of the outcome
in litigation. See IRM 8.6.1.3 (Rev. 12-18-2001).

10 See Administrative Dispute Resolution Act, P.L. 101-552, 104 Stat 2,736 § 2 (Nov. 15, 1990) (reenacted in
1996). The IRS’ Appeals process may be regarded as negotiation, which may be a form of ADR. However,
the GAO has observed that “[u]nlike the 1990 act, the 1996 act did not include a reference to ‘settlement
negotiations’ in the list of ADR techniques. The deletion was made to clarify Congress’ intent to encourage
the use of neutral third-party methods. According to ACUS [the Administrative Conference of the US], set-
tlement negotiations do not use a neutral third party, and do not constitute an ‘alternative’ resolution method
because agencies already had been using them.” General Accounting Office, IRS Initiatives to Resolve Disputes
Ower Tax Liabilities, GAO/GGD-97-71, 6 (May 9, 1997).

1 Jeffrey M. Senger, Federal Dispute Resolution, Using ADR with the United States Government, Jossey-Bass, 2004, 4-5,
154-155.

2 Id.
B4

1 See Mickey Meece, Companies Adopting Postal Service Grievance Process, N.Y. Times Mgmt, Sept. 6, 2000, excerpts
reprinted in Lisa B. Bingham, Mediation at Work: Transforming Workplace Conflict at the United States Postal Service,
(Oct. 2003), 6 (available at http://www.businessofgovernment.org/pdfs/Bingham_Report.pdf).
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Recent Legislation and IRS Mediation Initiatives

In 1990, Congress, recognizing the potential benefits of ADR, passed the Administrative
Dispute Resolution Act (ADRA), expressly authorizing all federal agencies to use ADR
techniques and directing them to adopt ADR policies in consultation with an interagency
committee.” In 1991, President George H.W. Bush signed Executive Order 12778, further
encouraging federal agencies to utilize ADR where practical.® The ADRA and Executive
Order 12778 both apply to the Internal Revenue Service.”
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Between 1990 and 1997, the IRS initiated several dispute resolution programs.®* Among
these was a pilot of the post-Appeals mediation program for issues that were in the
Appeals administrative process and not docketed in court.”® However, this pilot was limit-
ed to disputes meeting large dollar thresholds.

In 1998, Congress codified existing IRS mediation procedures and eliminated the dollar
thresholds so that post-Appeals mediation would be available for disputes of all sizes.” In
response, the IRS extended the pilot program and in 2002 formally established the post-
Appeals mediation procedures.”> The IRS also expressly adopted a policy to support the
development and use of ADR techniques to efficiently prevent and resolve disputes.?

In 2001, the IRS’ Large and Mid-Size Business (LMSB) Division launched a Fast Track
Dispute Resolution Pilot Program to expedite case resolution and resolve outstanding
issues early in the course of examinations without transferring the cases to Appeals.”® This
program had two options: FTM and Fast Track Settlement (FTS). Under FTM, an

% Administrative Dispute Resolution Act, Pub. L. No. 101-552, 104 Stat 2,736 (Nov. 15, 1990) (reenacted in 1996
by Pub. L. No. 104-320 as the Administrative Dispute Resolution Act of 1996 and codified at 5 USC 571, ef seq.).

'8 Executive Order 12778, 56 Fed. Reg. 55,195 (Oct. 23, 1991).
Y7 See FSA 19920-326-2 (Mar. 26, 1992) (as modified by FSA 1992-0720-1 (Jun. 4, 1992)).

'8 See General Accounting Office, RS Initiatives to Resolve Disputes Over Tax Liabilities, GAO/GGD-97-71,
Appendix Il (May 9, 1997) (describing the dispute resolution initiatives begun by IRS between 1990 and
1996).

¥ Announcement 95-86, I.R.B. 1995-44 (Oct. 13, 1995); Announcement 97-1, I.R.B. 1997-2, (Dec. 12, 1996);
Announcement 98-99, I.R.B. 1998-46 (Oct. 30, 1998) (extending the pilot post-Appeals mediation program).

%0 See S. Rep. 105-174 (April 22, 1998) (stating: “The Committee also believes that mediation, binding arbitra-
tion, early referral to Appeals, and other procedures would foster more timely resolution of taxpayers’
problems with the IRS. In addition, the Committee believes that the ADR process is valuable to the IRS and
taxpayers and should be extended to «// taxpayers.” (Emphasis added)). See also IRC § 7123(b).

%! See Rev. Proc. 2002-44, 1.R.B. 2002-26 (Jun. 7, 2002) (formally establishing post-Appeals mediation procedures).

% See Policy Statement P-8-1, IRM 1.2.1.8.1 (Rev. 11-4-1998) (stating: “Pursuant to the Internal Revenue Service
Restructuring and Reform Act of 1998, P.L. 105-206, and Treasury Directive 63-01, this Policy Statement reaf-
firms the principles of the Appeals administrative dispute resolution process... The Service supports the
development and use of alternative dispute resolution (ADR) techniques by Appeals to create an administra-
tive forum, independent of compliance functions, to efficiently prevent or resolve disputes. Appeals is
encouraged to survey its customers and expand ADR test programs to enhance taxpayer service.”). In addi-
tion, it is Appeals’ mission to resolve tax controversies without litigation. See IRM 8.1.1.1 (Rev. 2-1-2003).

SECGTION 2 Notice 2001-67, I.R.B. 2001-49 (Nov. 14, 2001). The IRS's Small Business Self Employed Division and
Appeals function had been testing FTM since June 2000 and the tests confirmed that the process could short-
NE en the time it takes to resolve a dispute. 1R-2002-80 (Jun. 26, 2002).
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Appeals Officer or Appeals Team Case Leader who had received mediation training would
act as a mediator to help LMSB and the taxpayer resolve factual issues, but could not set-
tle the case on behalf of the government.* Under FTS, an Appeals Team Case Leader
would help the taxpayer and LMSB resolve both factual and legal issues. Although FTS is
similar to FTM, FTS is not mediation because in FTS Appeals is acting as a co-negotiator
with LMSB on behalf of the government and has the authority to settle the case using
Appeals’ normal “hazards of litigation” settlement authority (which exceeds the IRS exam-
ination division’s typical settlement authority). However, under either procedure, LMSB
would retain ownership of the case and the taxpayer would retain all the usual rights to
appeal unagreed issues. In 2003, the IRS formally established FTS and FTM, with the
Small Business/Self Employed (SBSE) Division and Appeals jointly administering FTM
and LMSB and Appeals jointly administering FTS.*
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Some of the benefits achieved by other government entities are evident in IRS mediation
programs. For example, IRS programs require less paperwork than the regular Appeals
process or litigation. In FTM, each party prepares a brief “summary of issues” document
for the mediator, but the taxpayer is not required to submit a formal protest, as he or she
would in Appeals.*® Similarly, in post-Appeals mediation, each party prepares a “discus-
sion summary,”” which is much less involved than the legal brief that they would draft
for litigation.

Post-Appeals mediation and FTM also resolve issues more quickly than regular IRS proce-
dures. In FTM, issues are resolved within 30-40 days on average,” as compared to an average
of 261 days (in FY 2004) for the normal Appeals process.” In post-Appeals mediation, issues
are resolved within 144 days on average, as compared to litigation, which can take years.*

2 Appeals officer mediation training was designed and delivered with input from the Federal Mediation and
Conciliation Service. See Treasury Inspector General for Tax Administration, Zaxpayers Should be Informed of the
Benefits of the Fast Track Mediation Program, Reference No. 2002-10-070, 3 (March 29, 2002).

% See Rev. Proc. 2003-40, 2003-25 1.R.B. 1044 (Jun. 3, 2003) (establishing FTS to be jointly administered by
LMSB and Appeals); Rev. Proc. 2003-41, 2003-25 I.R.B. 1047 (Jun. 3, 2003) (establishing FTM to be jointly
administered by SBSE and Appeals).

% Rev. Proc. 2003-41, 2003-25 I.R.B. 1047, § 4.03 (Jun. 3, 2003). Upon completion of FTM, the FTM Appeals
Official prepares a brief Fast Track Mediator’s Report and submits a copy to each party. Rev. Proc. 2003-41,
supra, § 6.05.

%" Rev. Proc. 2002-44, |.R.B. 2002-26, § 5.09 (June 7, 2002). At the end of the post-Appeals mediation process,
the mediator prepares a brief report and submits a copy to each party. Rev. Proc. 2002-44, supra, § 5.15.

% See General Appeals, FTM Technical and Procedural Guidelines 1 (10/8/2003). In a sample of FY 2003 cases,
IRS estimated that IRS and/or taxpayers could have saved 238 days of processing time on average by utilizing
FTM, even though sampled FTM cases took 54 days on average to complete. Memorandum from SB/SE
Director, Reporting Compliance to SB/SE Acting Deputy Director, Compliance Field Operations and
Compliance Policy Executives, regarding Guidance to the Field on the Effective Use of Fast Track Mediation
for Unagreed Examination Cases, 2 (May 27, 2004).

 Director, Appeals Tax Policy and Procedures (SBSE and W&I), Appeals Inventory Report AIR-One, Measures
and Analysis - National Consolidated, FY 2004 (reflecting cycle time for nondocketed cases closed during FY
2004).

%0 E-mail response to TAS Information Request by Director, Technical Services, Appeals (Sept. 23, 2004).
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Further, taxpayers using IRS mediation programs have been reasonably satisfied.*

ANALYSIS OF PROBLEM

Taxpayer Utilization of IRS Mediation Programs

Notwithstanding the benefits of mediation, only 112 FTM cases (less than one percent of
Appeals’ case receipts) were closed in FY 2004.* In an IRS sample of 238 unagreed field
and office examination cases during FY 2003, 91 percent of the cases were eligible for
FTM but none utilized it.* A TIGTA report estimated that only four percent of eligible
taxpayers (56 out of 1,356) participated in the pilot FTM program during a recent one-
year period.* Similarly, 3,430 Appeals cases were disposed of under IRS Counsel’s
jurisdiction in FY 2004,* but only 24 taxpayers requested post-Appeals mediation and 3
of those requests were denied.*
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IRS mediation programs will not fully achieve their laudable goals unless a greater per-
centage of taxpayers that have disputes with the IRS use them.* Increasing the use of
mediation will require the IRS to minimize the number of taxpayers and issues excluded
from the programs, effectively communicate their existence and utility to taxpayers,” and
maximize their effectiveness in quickly resolving disputes without unnecessary risk (e.g.,
risk that taxpayer confidentiality may be breached).

Education and Publicity

The IRS has not fully evaluated the effectiveness of its efforts to publicize and educate
internal and external stakeholders about the existence and utility of its mediation pro-

% On average FTM participants gave the FTM program a score of 4.2 out of 5 when rating their overall satisfac-
tion with the program. Memorandum from SB/SE Director, Reporting Compliance to SB/SE Acting Deputy
Director, Compliance Field Operations and Compliance Policy Executives, regarding Guidance to the Field on
the Effective Use of Fast Track Mediation for Unagreed Examination Cases, 2 (May 27, 2004).

%2 E-mail response to TAS Information Request by Appeals, Director, Tax Policy and Procedure (LMSB/TEGE)
(Nov. 2, 2004).

¥ Memorandum from SB/SE Director, Reporting Compliance to SB/SE Acting Deputy Director, Compliance
Field Operations and Compliance Policy Executives, regarding Guidance to the Field on the Effective Use of
Fast Track Mediation for Unagreed Examination Cases, 1 (May 27, 2004).

% See Treasury Inspector General for Tax Administration, Taxpayers Should be Informed of the Benefits of the Fast Track
Mediation Program, Ref. No. 2002-10-070, 4 (March 29, 2002). The report also estimated that 26,000 taxpayers
would be eligible annually under expanded criteria recommended by the FTM team.

% Director, Appeals Tax Policy and Procedures (SBSE and W&I), Appeals Inventory Report AIR-One, Measures
and Analysis - National Consolidated, FY 2004.

% E-mail response to TAS Information Request by Appeals, Director, Tax Policy and Procedure (LMSB/TEGE)
(Nov. 8, 2004).

% The success of the United State’s Postal Service’s mediation programs is attributed, in part, to management’s
evaluation of the program based upon the number of persons utilizing it rather than the number of settle-
ments, which avoids institutional incentives to discourage participation by persons with difficult cases. See Lisa
B. Bingham, Mediation at Work: Transforming Workplace Conflict at the United States Postal Service (Oct. 2003)

SECTION (available at http://www.businessofgovernment.org/pdfs/Bingham_Report.pdf).
% See Treasury Inspector General for Tax Administration, Taxpayers Should be Informed of the Benefits of the Fast Track
Mediation Program, Reference No. 2002-10-070 (March 29, 2002) (recommending additional measures to more
effectively communicate the existence of FTM to taxpayers).
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grams. Members of Appeals have been discussing mediation programs at compliance
group meetings, IRS Nationwide Tax Forums, American Bar Association, Tax Executive
Institute, and various other CPA and practitioner liaison meetings.* The programs are
described in a few IRS publications.” Compliance employees are also supposed to
describe FTM to taxpayers after completing an examination or collection determination.*
However, TIGTA indicates that compliance employees have not always done this on a
consistent basis.” The IRS has not determined whether its employees consistently
encourage taxpayers to utilize FTM or post-Appeals mediation. Nor has it determined
whether the programs are known to taxpayer representatives, and whether low utilization
is due to a lack of information or a conclusion by taxpayers or practitioners that the pro-
grams are unlikely to be useful (e.g., because of bias among IRS mediators) or are risky
(e.g., because of confidentiality concerns). If efforts to publicize IRS mediation programs
are ineffective, the IRS may not be obtaining the time and cost savings that might other-
wise be possible.

=
=)
-
=
—
=
=
=
==
)
=
)

Exclusions from IRS Mediation

The following cases and issues are excluded from post-Appeals mediation:®

Issues designated for litigation or docketed in any court;
Collection cases;

Issues for which mediation would not be consistent with sound tax administration
(e.g., issues governed by executed closing agreements, by res judicata,* or controlling
Supreme Court precedent);

Frivolous issues; and

Cases where the taxpayer did not act in good faith during settlement negotiations
(e.g., failure to respond to document requests, failure to respond timely to offers to
settle, and failure to address arguments and precedents raised by Appeals).

% E-mail response to TAS Information Request by Director, Technical Services, Appeals (Jul. 19, 2004). Appeals
is also developing a DVD that will include a discussion of mediation as one of several topics. 4.

“OFTM is described in Publication 3605, Fast Track Mediation — A Process for Prompt Resolution of Issues, and men-
tioned in Publication 556, Examination of Returns, Appeal Rights, and Claims for Refund, Publication 3498, The
Examination Process, Publication 594, The Collection Process, and Publication 4203, Resolving Disputes: Appeals
processes and Fast Track Mediation—CD-ROM. Both FTM and post-Appeals mediation are briefly described in
Publication 4167, Introduction to Fast Track Mediation, Fast Track Settlement, and Post Appeals Mediation.

! See General Appeals, FTM Technical and Procedural Guidelines 4 (10/8/2003) (indicating that Compliance
employees are supposed to offer FTM to taxpayers upon completion of the examination/collection determina-
tion); IRM 4.31.5.15.3 (05-31-2004). However, the IRM is not always clear in this regard. For example, it says
that revenue officers "may" offer the taxpayer the option of using FTM in connection with CDP cases. IRM
8.7.2.3.1.1 (Rev. 5-27-2004).

“2 During a period in 2001, TIGTA found that only 40 percent of the compliance employees that it interviewed
had offered FTM to qualified taxpayers. Treasury Inspector General for Tax Administration, Zaxpayers Should
Be Informed of the Benefits of the Fast Track Mediation Program, Reference No. 2002-10-070, 4 (March 29, 2002).

“ Rev. Proc. 2002-44, supra, § 5.03.

“ Res judicata refers to an issue that has been definitively settled by judicial decision. Black’s Law Dictionary 1312
(7th ed. 2000).
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The following issues and cases are excluded from Fast Track Mediation:*

+ Issues for which resolution will depend on an assessment of the hazards of litigation;
Issues designated for litigation or under consideration for designation for litigation;

Issues for which there is an absence of legal precedent, conflicts between circuit
courts of appeal, or are included in the Technical Advisor Program or in the
Appeals Technical Guidance Program (i.e., where the nationwide coordination of
issues is desirable because the potential exists for setting adverse precedent contrary
to the best interests of the IRS);
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¢ Issues for which the taxpayer has submitted a request for competent authority assis-
tance or the simultaneous Appeals/Competent Authority procedure;

¢ “Whipsaw” issues (z.e., issues for which resolution with respect to one party might
result in inconsistent treatment in the absence of the participation of another party);

Cases worked at a campus (an IRS processing center);

Collection Appeals Program cases (e.g., liens, levies and seizures, and installment
agreement terminations);*

Automated Collection System cases;
Frivolous issues;
Issues for which mediation would not be consistent with sound tax administration
(e.g., issues governed by executed closing agreements, by res judicata, or by control-
ling precedent);

¢ Cases in which the taxpayer has failed to respond to IRS communications and has
not previously submitted documentation for consideration by the examiner;
Method of accounting issues; and
Effective tax administration issues.”

The IRS has not fully explained the basis for excluding so many types of cases and issues
from its mediation processes. For example, no reason has been given for the exclusion of
all collection cases from post-Appeals mediation.” Campus cases, such as Offer in
Compromise (OIC) and Automated Collection System (ACS) cases, are excluded from
FTM because most would not have had managerial involvement and they are worked in
centralized campus locations, making it difficult for all parties to be present for mediation.”

“* Rev. Proc. 2003-41, supra § 3.02.

“® In addition, CDP cases are excluded if the taxpayer is not current with filing requirements and deposits, has
not submitted financial information, or has not had a conference with a manager. IRM 5.1.9.3.2.2 (Rev. 12-
15-2003).

" See IRS, Publication 3605 Fast Track Mediation — A Process for Prompt Resolution of Issues (Rev. 12-2001).

“® We understand that the following types of cases are excluded as “collection” cases: Collection Due Process,
Collection Appeals Program, Trust Fund Recovery Penalty, and Offer in Compromise.

SECTION “ See General Appeals, FTM Technical and Procedural Guidelines, 3-4 (Oct. 8, 2003). IRS has adopted a strategy
of centralizing processing for simple OICs (from wage earners) to be worked in campuses, while continuing to

0 NE process complex OICs in the field. See, e.g., General Accounting Office, IRS Should Evaluate the Changes to Its
Offer in Compromise Program, GAO-02-31 (March 2002).
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Excluding cases from mediation simply because IRS procedures require little management
involvement does not make sense. The decision to limit managerial involvement on cam-
pus cases is presumably based on resource concerns. However, mediation has been
demonstrated to reduce the time and costs of resolving cases. Without it, the IRS is likely
to expend additional time and costs on the same cases in Appeals or in litigation, poten-
tially eliminating any savings produced by limiting management involvement. Further,
unless a manager will decide the case, it is unclear why managerial involvement is a neces-
sary prerequisite to mediation.®
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The policy of excluding campus cases results in inconsistent treatment of similarly situat-
ed taxpayers. For example, although FTM is generally available for OICs worked in the
field,* it is not available for OICs worked at a campus.®

Excluding campus OIC cases from mediation also appears inconsistent with congressional
intent. Code § 7123(b) provides that:

The Secretary shall prescribe procedures under which a taxpayer or the
Internal Revenue Service Office of Appeals may request non-binding media-
tion on any issue unresolved at the conclusion of ... unsuccessful attempts
to enter into a ... compromise under section 7122.

Although mediation is a form of ADR that requires the consent of both parties, IRC §
7123(b) indicates that Congress intended for mediation to be available to taxpayers unsuc-
cessfully attempting to enter into an OIC, regardless of where the IRS processed the offer.
In fact, an Appeals OIC-Mediation Working Group recently recommended that certain
OIC cases that are processed in the field be eligible for post-Appeals mediation because
the existing exclusion of OIC cases from post-Appeals mediation was contrary to IRC §
7123(b).*

%0 If the manager is the decision maker, then the manager would be involved in any event.

5! However, even with respect to OICs worked in the field, FTM is available for only a limited number of issues.
FTM is not available for OICs: (1) when the taxpayer has the ability to full pay, (2) when the taxpayer declines
to increase the offer amount but does not disagree with IRS numbers, (3) when the issue is covered by proce-
dural guidance, and (4) when rejection is based on public policy. Memorandum from SB/SE Acting Deputy
Director, Compliance Policy to SB/SE Acting Deputy Director, Compliance Field Operations, Director, Case
Management, regarding Fast Track Mediation for Offers in Compromise (Feb. 27, 2004).

%2 Rev. Proc. 2003-41, supra, § 3. In addition, some taxpayers may not be taking advantage of FTM because the
information regarding what is eligible and ineligible for FTM are spread out in various documents, including
interim guidance, making it difficult for IRS personnel and taxpayers to make the critical determination
regarding whether their case is eligible.

%% Memorandum from Appeals OIC-Working Group to Chief, Appeals, regarding Expansion of the Appeals
Mediation Program (May 25, 2004). This group did not recommend extending post-Appeals mediation to
campus cases based on the fact that campus cases are excluded from FTM. /d.
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Appeals may be excluding campus cases based upon the difficulty of obtaining the pres-
ence of all parties at the mediation.* This is inconsistent with Congress’ statements to
the effect that geography should not become a barrier to taxpayers utilizing ADR. The
IRS Restructuring and Reform Act of 1998 provides that:

The Commissioner of Internal Revenue shall ensure that an appeals officer
is regularly available within each state ...[ and] consider the use of video-
conferencing of appeals conferences between appeals officers and taxpayers
seeking appeals in rural or remote areas.”
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The legislative history of the act further clarifies that “the Committee believes that the
ADR process is valuable to the IRS and taxpayers and should be extended to all taxpay-
ers. The Committee believes that all taxpayers should enjoy convenient access to
Appeals, regardless of their locality.” Therefore, instead of allowing the existing campus
organizational structure to limit the IRS’ use of successful ADR techniques that Congress
intended to be used, the IRS should find a way to use ADR effectively in connection
with cases worked in campuses.

IRS Decision Making Authority

An essential element of successful mediation is the inclusion of all decision makers. Unless
participants have full authority to resolve a dispute, it will not be resolved. Both post-
Appeals mediation and FTM recognize this by requiring the taxpayer participants to include
all decision makers.” In FTM, however, the authority of IRS participants may be diluted
because they do not always have “hazards of litigation” authority for compromise, which
may be the reason that cases involving “hazards of litigation” issues are excluded from
FTM.® If the goal of the program is to promote settlements, it makes no sense to limit the
IRS’s ability to agree to a reasonable settlement or to exclude issues from resolution through
the mediation process. In fact, mediators often help the parties focus on the weaknesses of
their cases and evaluate the likely result if the dispute cannot be resolved by mediation.
This analysis will sometimes be useless in FTM because even if the IRS agrees that it could

% See General Appeals, FTM Technical and Procedural Guide