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PREFACE: Introductory Remarks by the National Taxpayer Advocate

HONORABLE MEMBERS OF CONGRESS:

I respectfully submit for your consideration the National Taxpayer Advocate’s 2017 Annual Report to
Congress. Section 7803(c)(2)(B)(ii) of the Internal Revenue Code (IRC) requires the National Taxpayer
Advocate to submit this report each year and in it, among other things, to identify at least 20 of the most
serious problems encountered by taxpayers and to make administrative and legislative recommendations
to mitigate those problems.

As we enter the New Year, with the IRS facing the daunting challenge of interpreting and implementing
major new tax legislation, this year’s report is both a Baedeker of the current problems facing the IRS and
taxpayers, and a roadmap to a better way of doing business. We have identified 21 Most Serious Problems
affecting taxpayers, made 11 Legislative Recommendations, discussed the ten Most Litigated Issues and
significant stand-alone decisions, and published a Volume Two containing seven Research Studies.

We are also introducing a new publication with this Report — the National Taxpayer Advocate “Purple
Book.”" Over the last two years, the House Ways and Means Committee has expressed interest in passing
“IRS reform” legislation. The Purple Book is designed to assist the committee in its efforts, and we

have aimed to make it as user friendly as possible. In it, we present a concise summary of 50 legislative
recommendations that we believe will strengthen taxpayer rights and improve tax administration. Most
of these recommendations have been made in detail in our prior reports, but others are presented here for
the first time. Each proposal is presented in a format similar to the one used for congressional committee
reports, with “Present Law,” “Reasons for Change,” and “Recommendation(s)” sections. We offer these
up as an aid to Congtess, as it considers taxpayer rights and IRS reform legislation in the coming year.?

The IRS Funding Landscape and its “Present State”

In recent weeks, there has been considerable discussion about how the IRS has been beaten down by
continuing funding cuts and about concerns the agency is stretched so thin it will not be able to properly
implement tax reform.® I cede to no one in my advocacy for increased IRS funding. As the National
Taxpayer Advocate, I see daily the consequences of reduced funding of the IRS and the choices made by
the agency in the face of these funding constraints. These impacts are real and affect everything the IRS
does. Funding cuts have rendered the IRS unable to provide acceptable levels of taxpayer service, unable
to upgrade its technology to improve its efficiency and effectiveness, and unable to maintain compliance
programs that both promote compliance and protect taxpayer rights. “Shortcuts” have become the norm,
and “shortcuts” are incompatible with high-quality tax administration. There is no doubt that the IRS
needs more funding.

At the same time, limited resources cannot be used as an all-purpose excuse for mediocrity. There is
not a day that goes by inside the agency when someone proposes a good idea only to be told, “We don’t
have the resources.” In the private and nonprofit sectors, saying “we don’t have the resources” is the

1 National Taxpayer Advocate Purple Book: Compilation of Legislative Recommendations to Strengthen Taxpayer Rights and
Improve Tax Administration, infra.

2 See Kat Lucero, Tax Administration: House Panel Aims to Unveil IRS Restructuring Bill in April, BNA Daiy Tax Report (Sept. 14,
2017); see also IRS Reform: Lessons Learned from the National Taxpayer Advocate: Hearing Before the Subcomm. on Oversight
of the H. Comm. on Ways & Means, 115th Cong. (2017).

3 See, e.g., Editorial, Don’t Cheer as the I.R.S. Grows Weaker, N.Y. Tives, Dec. 30, 2017, at A22.
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beginning of the discussion, not the end. Yet with the IRS, lack of resources often has become a reflexive
excuse for not doing something, or worse, for doing things “to save resources” that harm taxpayers, foster

noncompliance, and undermine taxpayer and employee morale.
pl d und taxpayer and employ: 1

In this report, even as we catalog the consequences of reduced IRS funding on taxpayers and the tax
system, we propose reasonable and actionable steps that can reverse this decline. If the IRS were to

take these steps, many of which require no extra infusion of cash, taxpayers would receive better service,
compliance efforts would be better focused, and concrete evidence would be placed before Congress that
additional investments in the IRS would yield positive and meaningful results.

In my opinion, the discussion about IRS funding has largely proceeded based on false choices — either
“you can’t trust the IRS to administer the tax system so don’t fund it” or “because the IRS doesn’t

have enough funding, it can’t do the things it needs to do to administer the tax system.” The truth

lies somewhere in between. The IRS absolutely needs more funding. It cannot answer the phone calls

it currently receives, much less the phone calls it can expect to receive in light of tax reform, without
adequate funding. But within the budget it currently has, there are plenty of opportunities for the IRS
to demonstrate that it can do a better job of using creativity and innovation to provide taxpayer service,
encourage compliance, and address noncompliance.

In one of the Public Forums I held in 2016 on Taxpayer Needs and Preferences, a practitioner commented
that before the IRS focuses so much effort on its “Future State,” there is plenty the IRS can do to improve
its “Present State.”® This comment really struck me, because I had been feeling that the IRS, in response
to budget cuts, was trying to shoe horn the taxpayers of the United States into the IRS’s picture of the
Future State without paying sufficient attention to what taxpayers were needing today.’ In the private
sector, one must do both at the same time, or one loses market share. As someone who worked much of
my life with and in the nonprofit sector, I am accustomed to never having enough funding to accomplish
the often life-altering tasks nonprofits undertake. But we never said, “We don’t have the resources to do
this.” We found a way.

With that in mind and as the IRS moves into the 2018 Filing Season and begins to implement tax reform,
this report focuses on things the IRS can do to improve customer service and taxpayer compliance with
the resources it now has. The first step in this endeavor is to level-set the Present State.

The IRS has received more than 95 million calls each year since Fiscal Year (FY) 2008. Even
before the enactment of Public Law 115-97, the IRS estimated that during the 2018 filing season
it would only answer about six out of ten calls from taxpayers seeking to speak to a live assistor
(i.e., a 60 percent “level of service” or LOS). For the full 2018 fiscal year, the IRS estimated the
LOS for calls seeking a live assistor would be below 40 percent — that is, only 4 out of 10 calls would
get through to a live assistor.®

Since 2014, the IRS has only answered “basic” tax-law questions during the filing season, and it
has not answered any tax-law questions beyond the April 15th filing deadline either on the toll-free
telephone lines or in its Taxpayer Assistance Centers, even though more than 15 million taxpayers
file returns later in the year. Thus, taxpayers who want to learn about how the tax law affects them

viii

See Oral Statement of Tamara Borland, National Taxpayer Advocate Public Forum 16 (May 5, 2016), https://taxpayeradvocate.
irs.gov/Media/Default/Documents/PublicForums/Transcripts/RedOaklA_Transcript_050516.pdf.

For additional discussion, see National Taxpayer Advocate 2016 Annual Report to Congress 1-41 (Special Focus: IRS Future
State: The National Taxpayer Advocate’s Vision for a Taxpayer-Centric 21st Century Tax Administration).

IRS, Wage & Investment (W&I), Business Performance Review 4 (Nov. 9, 2017).
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are left searching about 140,000 web pages on irs.gov or turning to paid professionals. This does
not bode well for taxpayers seeking information about the major tax-law changes and their impact
on 2018 federal income tax returns.

" A 2016-2017 TAS survey of U.S. taxpayers who had filed at least one tax return during the
preceding year showed that 41 million taxpayers had no broadband access in their homes, and 14
million have no internet access at home.” Yet the IRS continues to direct taxpayers to create online
accounts, even though taxpayers seeking to do so have a “pass rate” of only about 30 percent —
meaning that only about 3 out of 10 taxpayers attempting to create an online account are able to do so.®
Results from IRS pilots of taxpayer digital communication (TDC) show that while some taxpayers
find submitting documents electronically during an audit to be very useful, the TDC audits
tend to have longer cycle times. Moreover, many taxpayers simply do not want to go through
the process of setting up an online account. In fact, TAS’s TDC pilot included unrepresented
taxpayers with Earned Income Tax Credit (EITC) or levy cases. Fewer than ten taxpayers opened
accounts out of the more than 700 taxpayers who were offered the opportunity to participate in
the pilot. Preliminary results from the Small Business/Self-Employed Division’s TDC audit pilot
show almost 24 percent of the taxpayers who were sent an invitation to participate in the pilot
attempted to create an account (2,194 out of 9,149). Of those attempts, less than half (971 out of
2,194) succeeded in opening an account.” Thus, however meritorious, online accounts should not
be counted on to provide significant resource savings any time soon.

u RS staffing in key taxpayer-facing professions has declined precipitously since FY 2011. Of
note is the 35 percent decline in the Stakeholder Liaison Outreach employees and Stakeholder
Partnerships, Education, and Communication employees of the IRS workforce.’® With only about
400 employees available for direct outreach and education to taxpayers, it is questionable whether
the IRS can effectively assist taxpayers in understanding their obligations under the new tax law."!

7 Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling Common
Taxpayer Service Needs, vol. 2, infra.

8 IRS response to TAS information request (Nov. 22, 2017).

9 For an in-depth discussion of the IRS online account and the Taxpayer Digital Communications (TDC) pilot, see Most Serious
Problem: Online Accounts: The IRS’s Focus on Online Service Delivery Does Not Adequately Take into Account the Widely
Divergent Needs and Preferences of the U.S. Taxpayer Population, infra.

10 The Stakeholder Liaison Outreach employees transferred to C&L on April 2, 2017.

11 Some IRS employees — although not specifically employees of an outreach and communication function — make local
appearances or speeches.
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FIGURE 0.0.1, Locations With Specified Employees in the Last Pay Period of the Fiscal

Year!?

Number of Locations, D
Change

Employees, .

or Visitors 000
FY 2011

Appeals Officers (AOs) 1,429 1,058 958 881 795 739 744 -34%

Revenue Officers (ROs) 4,402 | 4,035 3,703 3,441 3,491 3,072 2,898 -34%

Revenue Agents (RAs) 11,849 11,160 10,413 9,688 9,009 8,789 8,138 -31%

Stakeholder Liaison Outreach 137 123 119 110 105 08 105 23%

Employees

Stakeholder Partnerships,
Education and Communication 522 475 444 405 386 365 311 -40%
Outreach Employees (SPEC)

Taxpayer Assistance Centers

_79
v 401 401 398 382 378 376 371 7%
TAC Service Reps 1639 1,515 1,484 1,520 1,423 1,267 1,440  -30%
Taxpayer Advocate Service, 996 945 919 862 784 726 683 31%

Case Advocates

= The IRS has reduced its employee training budget by nearly 75 percent since FY 2009."* Not only
has the budget for training drastically declined, the way in which employees receive that training
has shifted from face-to-face training to virtual training. In FY 2017, the IRS spent $489 per
employee on training (over 0.3 percent of its budget), compared with nearly $1,450 per employee
in FY 2009."* The Wage and Investment (W&I) Division, which has the largest number of
employees of any operating division, spends only $87 per employee per year for training.'”> The

12

13

14

15

For fiscal years (FYs) 2011 through 2016, employee counts for Appeals Officers, Revenue Officers, Stakeholder Liaison
Outreach, and SPEC Outreach are from the IRS response to the TAS fact check (Dec. 16, 2016). TAC Office figures for

FYs 2011-2014 from the IRS response to the TAS fact check (Dec. 23, 2014), for FY 2015 from W&I analyst (Dec. 13, 2016),
for FY 2016 from the IRS response to the TAS fact check (Dec. 20, 2016), and for FY 2017 from the IRS response to the TAS
fact check (Nov. 3, 2017). The remaining data is obtained from a TAS query of non-supervisory positions and IRS Offices from
the IRS Human Resources Reporting Center, Position Report by Employee Listing for the ending pay period FY 2011 to FY 2017.
TAC Service representatives are non-supervisory employees in the 501 job series. Different from the data provided by the

IRS that we published last year, Revenue Agent (RA) counts now only include field RAs (non-supervisory) in the TE/GE, SB/SE,
and LB&I operating divisions. The RA data published last year from the IRS response to TAS fact check (Dec. 16, 2016)
included duplicate counts of RAs in the Appeals function; and also included non-field RAs in the Whistleblower Office and

in TAS. The counts of TAS caseworkers are from the Integrated Financial System. For 2017, the IRS responded that C&L

had 105 employees assigned to outreach activities. However, the IRS response to the TAS fact check stated that these
numbers only account for Small Business/Self-Employed (SB/SE) Stakeholder Liaison (SL) employees transferred to C&L on
April 2, 2017. Therefore, we do not have details regarding any additional outreach employees. IRS response to TAS fact check
(Nov. 20, 2017).

IRS response to TAS information requests (Nov. 22, 2013 and Nov. 7, 2017); IRS response to TAS fact check (Dec. 15, 2017).
While the budget for training has increased by approximately $17 million since a low point of approximately $22.6 million in
fiscal year (FY) 2013, the reduction from previous years of nearly $115 million spent on training is drastic.

IRS response to TAS information request (Nov. 22, 2013 and Nov. 7, 2017). IRS, Human Resources Reporting Center,
https://persinfo.web.irs.gov/ (last visited Nov. 15, 2017). The IRS had 105,783 employees as of the last week of FY 2009
and spent $153,155,686 on training. Per employee, the IRS spent $1,448 in FY 2009 and only $489 in FY 2017. IRS
response to TAS information requests (Nov. 22, 2013 and Dec. 7, 2017). IRS response to TAS fact check (Dec. 15, 2017).
IRS, Human Resources Reporting Center, https://persinfo.web.irs.gov/ (last visited Nov. 17, 2017). IRS response to TAS
information request (Nov. 7, 2017).
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IRS provides only 19 hours of training per employee in at least one key job series, which includes
nearly five hours of mandatory briefings, leaving only 14 hours of substantive training.'®

The IRS estimates that it will need about $495 million in FYs 2018 and 2019 to implement Public

Law 115-97, including programming and systems updates, answering taxpayer phone calls, drafting

and publishing new forms and publications, revising regulations and issuing other guidance, training
employees on the new law and guidance, and developing the systems capacity to verify compliance with
new eligibility and documentation requirements. The IRS has identified 131 filing season systems that
will be impacted by the new legislative provisions which, among other things, include incorporating new
individual and business tax rates, gradual inflation indexing changes for deductions and credits, threshold
changes repeal, removing existing credits from systems, and updating fraud detection filters.

Following enactment of the last major tax reform legislation, the Tax Reform Act of 1986," the IRS
made changes to 162 existing forms, developed 48 new forms, and created 13 new publications. Call
volume increased by 14 percent, and the IRS hired an additional 1,300 staff, increased phone capacity

by 30 percent, and expanded hours and phone service to Saturdays. There was a two percent increase

in tax returns that had to be corrected in processing. The IRS’s recent experience implementing the
Patient Protection and Affordable Care Act'® suggests the additional work required by the Tax Reform
Act of 1986 may be a reasonable predictor. After the passage of the ACA, calls and correspondence from
taxpayers increased by eight percent from FY 2010 to 2011, and then increased by another 18 percent the
following year.”” However, the magnitude of taxpayer confusion and the number of inquiries a new law
will generate are difficult to predict and can vary depending on the provisions in the law. After Congress
authorized Economic Stimulus Payments in 2008, for example, the IRS was deluged with taxpayer
telephone calls. Incoming calls on the Accounts Management telephone lines rose from about 66 million
in FY 2007 to about 151 million in FY 2008 — an increase of over 125 percent.

Rebuilding the IRS Customer Service Environment

As the discussion above clearly demonstrates, the IRS needs more employees simply to answer the volume
of phone calls and correspondence it annually receives. But because the IRS has focused its technology
efforts on creating an online account — an important development and long overdue — it has not

kept up with telephone technology or the approaches the private sector has adopted to deliver better
customer service.”’ Instead, it has cherry-picked the practices that suit its own goals — to limit person-
to-person contact in favor of automated and digital applications. It is doing this from a pure short-term
cost analysis. But what private sector practices show — as outlined in our Most Serious Problem and
Literature Review on telephone assistance?' — is that customers have multiple needs and choose the

16

17
18
19
20
21

IRS response to TAS information request (Nov. 7, 2017). Employees in the Tax Exempt Government Entities (TE/GE) 0592 job
series received 18.75 hours of training per employee, not even three full work days of training in an entire year. IRS, Human
Resources Reporting Center, https://persinfo.web.irs.gov/ (last visited Nov. 17, 2017). All IRS employees in FY 2017 were
required to take a series of briefing accounting for at least 4.83 hours of training. Those courses were: Information Systems
Security Refresher, Unauthorized Access (UNAX) Awareness, Facilities Management and Security Services Physical Security
Briefing, Notification and Federal Employee Antidiscrimination and Retaliation Act of 2002 (No FEAR Act) Briefing Refresher,
Records Management Awareness, Privacy, and Information Protection & Disclosure Refresher.

Pub. L. No. 99-514, 100 Stat. 2085 (1986).

Pub. L. No. 111-148, 124 Stat. 119 (2010).

IRS, TCJA Preliminary Implementation Cost Estimates (Nov. 2017) (document on file with the National Taxpayer Advocate).

For example, the IRS does not have the capability to offer customer callback or scheduled call-back options.

Most Serious Problem: Telephones: The IRS Needs to Modernize the Way It Serves Taxpayers Over the Telephone, Which Should
Become an Essential Part of an Omnichannel Customer Service Environment, infra; Literature Review: Improving Telephone
Service Through Better Quality Measures, vol. 2, infra.
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service option that best serves those needs.” Customers (taxpayers) are smart in that way, but the IRS
service strategy seeks to override taxpayers’ own assessment of how they need to receive assistance and
replace it with the IRS’s belief that it knows better than the taxpayers themselves.

What would it take for the IRS to provide 21st century customer service? First, it must acknowledge
what the private sector clearly knows: If you don’t serve customers in the way they want and need to be
served, they will look somewhere else. Of course, the IRS, as the only federal tax agency in the United
States, has a monopoly on tax administration. On the surface, it appears “customers” (taxpayers) don’t
have a choice about seeking another tax agency to work with — there are no competitors to which they
can move their “business.” In fact, however, there is a competitor, and it is the lure of noncompliance.

If the IRS isnt going to provide you the assistance you need in the manner you need it, then why bother
complying with the tax laws? Yes, taxpayers know there may be consequences for blatant noncompliance,
but if and when the opportunity presents itself for a taxpayer not to comply in subtle ways that are hard
to detect (e.g., reporting cash-economy income), the taxpayer may be more likely to take the opportunity,
because there is no “brand loyalty” to the IRS and tax compliance. Simply put, the IRS hasn’t earned
taxpayer loyalty.

Alternatively, taxpayers seck tax assistance from a variety of tax sources — which may be licensed
professionals (e.g., attorneys, certified public accountants, or Enrolled Agents) or unregulated persons or
just random internet sites. As we discuss in the Purple Book, the quality of the assistance varies wildly.??
And it is not free. Thus, because the IRS doesn’t provide top quality service to the average taxpayer, he or
she must pay for it. This increases the individual burden of tax compliance.

So how can we arrest this sad state of affairs and turn the IRS and taxpayers’ fortunes around? As a first
step, the IRS should do a better job of following the priorities its appropriators have repeatedly set. For
example, the Appropriations Committees have pushed back against the IRS’s plans to transition taxpayers
to online services, directing the agency to embrace an omnichannel customer service strategy and provide

22

23

xii

An omnichannel service environment “ensures the service level, responsiveness, and quality of service received on individual
channels and across channels would be equally high.” Aspect, What is an Omnichannel Experience?, https://www.aspect.
com/glossary/what-is-omni-channel-customer-service-experience.

National Taxpayer Advocate Purple Book: Compilation of Legislative Recommendations to Strengthen Taxpayer Rights and
Improve Tax Administration: Authorize the IRS to Establish Minimum Competency Standards for Federal Tax Return Preparers,
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it with the specifics about what it would take to deliver this approach.** To date, the IRS has not done
so. If the IRS availed itself of this opportunity and set forth a plan — with specifics — that reflected an
acceptance and understanding that taxpayers need ongoing access to a// customer service methods —
online, phone, in-person — instead of promoting the fiction of a Future State where almost everything

is done online, the IRS would probably gain more credibility with the Appropriations Committees and
would be more likely to receive additional funding. At the risk of vast understatement, a first step toward
getting additional funding is complying with what your appropriators ask you to do.

Restoring the Taxpayer Compliance Environment

In addition to concerns about the present state of customer service, there are also concerns about
declining audit rates. As noted above, the number of field revenue agents has declined from 8,652 in year
FY 2011 to 8,502 in FY 2017. But as we discuss in our Most Serious Problem on audit rates, this is only
part of the story.” In fact, the IRS underreports much of its compliance activity, because it has shifted its
resources into automated, centralized, or correspondence initiatives. When you count those initiatives,
the individual “compliance contact” rate for FY 2016 rises from 7/10ths of 1 percent to 6.2 percent!*
But this is not just about numbers — it is about the way the IRS intends to do its compliance work in
the future. Certainly, using correspondence to correct simple math or clerical errors makes sense —
although no one would say IRS math error notices are a model of clarity.”” But many tax return errors
are attributable to the complexity of either the tax laws or taxpayers’ lives. For example, while one might
think it is easy to determine whether you are eligible to claim your child for purposes of the dependency
exemption, the child tax credit, or the Earned Income Tax Credit, these provisions are highly complex,
and people’s family structures are increasingly diverse. Further, no matter how a business entity is
organized, determining the deductibility of “ordinary and necessary” trade or business expenses is no easy

24  See. e.g., Senate Committee on Appropriations, Explanatory Statement for Financial Services and General Government
Appropriations Bill, 2018, https://www.appropriations.senate.gov/imo/media/doc/FY2018-FSGG-CHAIRMEN-MARK-
EXPLANATORY-STM.PDF (last visited Dec. 31, 2017).

Future State Vision. — IRS’s future state vision of the tax administration system is to promote and improve voluntary
compliance by delivering better service to more people at a lower cost through less IRS-taxpayer personal interaction and
greater online and third-party interactions. Security concerns aside, the IRS has not demonstrated that it has analyzed the
consequences of its vision and the impact it will have on taxpayers. Additionally, it is unclear what research IRS conducted
to understand taxpayer needs. Id. at 22

The Committee remains concerned about IRS’s Future State vision where taxpayers will rely on online services for their IRS
interactions. The Committee expects the IRS to continue to improve telephone and face-to-face services and directs the
IRS to submit a report on progress made in these areas to the Committees on Appropriations of the Senate and House of
Representatives within 120 days of enactment. ... The Committee is concerned with a growing number [of] TAC closures and
decline in the number of taxpayers served. The Committee agrees with the National Taxpayer Advocate that the elimination
of a regular walk-in option for taxpayers raises significant concerns about access to IRS services. The Committee directs
the IRS to report to the Committee within 120 days of enactment of this Act the steps being taken to prevent any closures
of TAC locations, and the status of any proposed alternatives to fully staffed TACs (such as virtual customer service sites).
The Committee directs the IRS to conduct a study on the impact of closing a Taxpayer Assistance Center and the adverse
effects it has on taxpayers’ ability to interact with the IRS. Should the IRS choose to close a TAC location, the Committee
directs the IRS to hold a public forum in the impacted community at least 6 months prior to the planned closure and notify
the Committees on Appropriations of the Senate and House of Representatives. Id. at 25.

25 Most Serious Problem: Audit Rates: The IRS is Conducting Significant Types and Amounts of Compliance Activities that It Does
Not Deem to Be Traditional Audits, Thereby Underreporting the Extent of Its Compliance Activity and Return on Investment, and
Circumventing Taxpayer Protections, infra.

26 In addition to audits, the IRS makes tax adjustments through its Automated Underreporter (AUR) system, through its use of
math error authority, through its automated substitute for return (ASFR) program and its Taxpayer Protection Program and
Income Wage Verification program.

27 For a legislative recommendation about the IRS’s “math error” authority, see National Taxpayer Advocate Purple Book:
Compilation of Legislative Recommendations to Strengthen Taxpayer Rights and Improve Tax Administration: Continue to Limit
the IRS’s Use of “Math Error Authority” to Clear-Cut Categories Specified by Statute, infra.
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matter — as Supreme Court Justice Cardozo noted, “life in all its fullness must supply the answer to the

riddle.”*®

In these instances, correspondence and automated audits just don’t work. There needs to be person-to-
person communication, and one auditor needs to be assigned to the taxpayer’s case. This is essential if
one looks at audits as an educational tool foremost and a revenue protection tool secondarily. The goal of
any audit should be for the tax agency to understand the specific facts and circumstances of the taxpayer’s
situation and apply the law in light of those facts and circumstances and for the taxpayer to understand
what he did incorrectly and how to proceed going forward in compliance with the law. The IRS can’t do
that without personal interaction in the context of family status or small business or sole proprietorship
audits. And why you would want to avoid personal interaction with taxpayers is beyond me; this
represents a missed educational opportunity and a waste of those precious audit resources.

In fact, a recent study of attitudes of sole proprietors and other taxpayers toward the tax system, included
in this Report, found that only 38.8 percent of sole proprietors subject to a correspondence audit
recalled they had had such an audit (compared to 67 percent for field audits and 73.7 percent for office
audits).” This finding indicates there is not much of a “learning opportunity” with correspondence
audits. Moreover, sole proprietors who had correspondence audits reported relatively low perceived levels
of procedural, informational, interpersonal, and distributive justice, and feel less protected by the IRS. If
taxpayer attitudes towards the tax system affect their willingness to comply with the tax laws, as I believe
they do, then these findings undermine the IRS’s position that correspondence audits are efficient and

effective.

Problems of the IRS’s Own Making

In this report, many of our Most Serious Problems are a roadmap to the way in which the IRS’s
implementation of congressional mandates as well as its own “Future State” vision are either actively
harming taxpayers or are creating re-work for itself, thereby wasting resources. A few of them merit

mention here.

Private Debt Collection:** Whatever one might think about Congress’s mandate that the IRS use private
debt collectors to make a dent in the nearly $400 billion owed, everyone can agree that if the program

is going forward, we want it administered in a way that is “no more intrusive than necessary.”®' In this
Report, however, we show the IRS’s implementation of this program unnecessarily harms taxpayers and
constitutes an end-run around the significant taxpayer rights protections that Congress has enacted in the

collection arena.

To ensure the IRS does not collect a tax debt if doing so would leave a taxpayer without enough money
to meet his or her basic living expenses, Congress required the IRS to “develop and publish schedules

of national and local allowances” that ensure taxpayers “have an adequate means to provide for basic

28
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31
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Welch v. Helvering, 290 U.S. 111 (1933).

Research Study: Audits, Identity Theft Investigations, and Taxpayer Attitudes: Evidence From a National Survey, vol. 2, infra.

For an in-depth discussion of Private Debt Collection, see Most Serious Problem: Private Debt Collection: The IRS’s Private
Debt Collection Program Is Not Generating Net Revenues, Appears to Have Been Implemented Inconsistently with the Law, and
Burdens Taxpayers Experiencing Economic Hardship, infra.

The Taxpayer Bill of Rights includes the right to privacy, which the IRS describes as follows: “Taxpayers have the right to expect
that any IRS inquiry, examination, or enforcement action will comply with the law and be no more intrusive than necessary, and
will respect all due process rights, including search and seizure protections, and will provide, where applicable, a collection due
process hearing.” IRS Pub. 1, Your Rights as a Taxpayer (Sept. 2017).
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living expenses.”* These Allowable Expense Standards, or ALEs, are a key component of the IRS’s
determination of a taxpayer’s ability to pay a tax debt. If the IRS determines a taxpayer’s income is below
the appropriate ALE amount, it will classify that taxpayer as “Currently Not Collectible — Hardship” and
generally not levy or take enforced collection action.

While there is no Internal Revenue Code definition of “low income,” 250 percent of federal poverty
level has been widely used as a proxy for “low income” by Congress in setting eligibility for pro bono
representation by Low Income Taxpayer Clinics® and by the IRS in setting a carve-out level for Social
Security recipients under the automated Federal Payment Levy Program. Yet, although the IRS has the
legal authority and the capability to do so, the IRS has refused to screen out taxpayers whose incomes
are so low that they would be eligible for “Currently Not Collectible-Hardship” status and, &y law,** not
subject to a levy on salary or wages.

IRS data bear out the impact of these decisions. Approximately 2,100 taxpayers entered into installment
agreements while their debts were assigned to private collection agencies (PCAs), made payments on
which the PCAs were paid commissions, and have filed recent returns.®> According to these taxpayers
returns, more than 45 percent had income that was less than their ALEs>® Thus, these taxpayers could not
afford to pay their basic living expenses under the installment agreements organized by the PCAs.

Moreover, of the 4,905 taxpayers who made payments after their debts were assigned to a private
collection agency, 4,141 had filed recent returns as of September 28, 2017.7 The returns filed by the
4,141 taxpayers show:

= 19 percent had incomes below the federal poverty level; median income for these taxpayers was

$6,386; *® and

® 25 percent had incomes above the federal poverty level but below 250 percent of the federal
poverty level; median income for these taxpayers was $23,096.%

It is extremely likely that these taxpayers do not have the ability to meet their basic living expenses and
would be placed in CNC-hardship status if their accounts were handled by the IRS. By not screening
out these taxpayers from going to PCAs — who do not conduct financial analysis — the IRS is allowing
collection against taxpayers that Congress explicitly and specifically sought to protect.

No one is making the IRS make these bad decisions. The harm to these taxpayers is something IRS
leadership consciously decided to do despite my personal efforts, and those of my organization, to stop it.

32 IRC § 7122(d)(2)(A).

33 See IRC § 7526(b)(1)(B)(i).

34 IRC § 6343 requires the IRS to release a levy in certain circumstances, including when the taxpayer and the IRS agree that the
tax is not collectible. See IRC § 6343(e).

35 Individual Returns Transaction File (IRTF), Information Returns Master File (IRMF), Compliance Data Warehouse (CDW), data
current through Sept. 28, 2017.

36 Id.

37 Id. TAS Research identified 4,018 taxpayers who made payments to the IRS more than ten days after their accounts were
assigned to a PCA (and the payments were thus commissionable) and who filed a return for tax year 2014 or later.

38 U.S. Dept. of Health and Human Services, Poverty Guidelines (Jan. 31, 2017), https://aspe.hhs.gov/poverty-guidelines,
showing that the poverty level for a single person in 2017 (for the 48 contiguous states and the District of Columbia) was
$12,060. Thus, 250 percent of the 2017 federal poverty level for a single person was $30,150.

39 Id. As discussed below, for purposes of administering the IRS’s automatic levy program, the Federal Payment Levy Program
(FPLP), the IRS adopted 250 percent of the federal poverty level as a measure that serves as a proxy for economic hardship.
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Form 1023-EZ:% In 2014, in response to 18-month cycle times for applicants for tax-exempt status
under IRC § 501(c)(3) to receive determination letters from the IRS, the IRS introduced a radically
shortened Form 1023-EZ, Streamlined Application for Recognition of Exemption Under Section 501(c)(3)

of the Internal Revenue Code. The IRS has touted this initiative as a poster child of its “Future State”
vision — claiming that it has reduced taxpayer burden, resource demands, and cycle time for tens of
thousands of new tax-exempt organizations. In reality, what this initiative has done is allowed thousands
of organizations that do not meet the statutory requirements for exemption to operate unchecked and
uninformed. Specifically, the new procedures do not require these applicants to submit their articles of
incorporation or bylaws to ensure they are properly organized and have adopted the appropriate charitable
purpose clause as well as protections against misuse of funds.

As a result, TAS research studies have shown that for the last three years, between 26 and 42 percent

of approved entities filing Form 1023-EZ did not meet the organizational test for qualification as an

IRC § 501(c)(3) organization. This finding is even more stunning when you consider that Form 1023-EZ
applicants now outnumber applications on the full Form 1023. Improper grants of tax-exempt status
come at a huge cost to 2// U.S. taxpayers, since these entities are receiving funds tax-free and donors

are getting tax deductions for charitable contributions. Yet the IRS steadfastly refuses to either check

the online registers of articles of incorporation or to require organizations to submit their organizing
documents with their application. Instead of addressing compliance concerns upfront when the
organization is applying for recognition of its exempt status, the IRS says it will audit itself out of a
problem entirely of its own making. And it is not doing that either, as the IRS audits fewer than one
percent of tax-exempt entities every year. If this program is the apotheosis of the Future State vision, well,
no wonder Congress and other stakeholders have concerns about the agency’s direction.

Passport Denial/Revocation:*' In early 2018, the IRS will begin implementing the congressionally
mandated program that will lead to denial of passports to U.S. citizens who owe more than $51,000 in
aggregate federal tax debt and meet certain other criteria.** The IRS Office of Chief Counsel has opined
that the IRS has significant flexibility in administering this program, with even more discretion to create
exclusions under this program than under the PDC program. Yet as we discuss in this Report, the way
the IRS is administering the program arguably violates constitutional due process protections by failing
to give adequate notice to the affected taxpayers of the denial and provide them sufficient time after that

notice to come in and correct the situation before the harm (passport denial) occurs.

The IRS procedures most certainly violate the right to a fair and just tax system, which the IRS itself

says includes “the right to expect the tax system to consider facts and circumstances that might affect
[taxpayers’] underlying liabilities, ability to pay, or ability to provide information timely” and “the right
to receive assistance from the Taxpayer Advocate Service if they are experiencing financial difficulty or if

40 For an in-depth discussion of Form 1023-EZ, see Most Serious Problem: Exempt Organizations: Form 1023-EZ, Adopted to

41

42

xvi

Reduce Form 1023 Processing Times, Increasingly Results in Tax Exempt Status for Unqualified Organizations, While Form 1023
Processing Times Increase, infra.

For a detailed discussion of the IRS Passport Denial and Revocation program, see Most Serious Problem: Passport Denial and
Revocation: The IRS’s Plans for Certifying Seriously Delinquent Tax Debts Will Lead to Taxpayers Being Deprived of a Passport
Without Regard to Taxpayer Rights, infra.

See IRC § 7345. Under the statute, the federal tax debt must be an unpaid, legally enforceable federal tax liability of an
individual, which has been assessed, is greater than $50,000 (currently indexed for inflation to $51,000), and meets either of
the following criteria: (1) a notice of lien has been filed under IRC § 6323 and the Collection Due Process hearing rights under
IRC § 6320 have been exhausted or lapsed; or (2) a levy has been made under IRC § 6331. Furthermore, there are statutory
and discretionary exclusions from certification.
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the IRS has not resolved their tax issues properly and timely through its normal channels.”® Instead, the
IRS has categorically refused to exclude those taxpayers who currently have cases in the Taxpayer Advocate
Service. As of October 1, 2017, there were about 800 taxpayers who owe balances above $50,000 in the
aggregate, do not meet a statutory or discretionary exclusion criteria, and were actively working with TAS
to resolve their tax issues. Of the TAS cases with balances due over $50,000 that closed in FY 2017, more
than 75 percent involve either exam or collection issues, and TAS closed 70 percent of these cases with
full or partial relief. The IRS has the capability and authority to exclude these cases from the Passport
program, yet it has refused to do so, for the “reason” that it would be treating these taxpayers differently
from others. This is bizarre reasoning, since by statute, a taxpayer whose case is accepted in TAS has

a “significant hardship” and TAS cases are treated differently as a matter of law, presumably because
Congress believed taxpayers who approach TAS to try to resolve their problems deserve to be protected
from most adverse actions while their cases are pending. This IRS decision also makes little sense from
the standpoint of resource savings, because by certifying these cases to the Department of State, the IRS
is creating additional work for TAS and for itself. Specifically, once TAS achieves a resolution of this case
(which it usually does), we will also have to get the taxpayer “decertified.” To avoid this needless waste
of resources, I will be issuing Taxpayer Assistance Orders* (TAOs) before the program commences with
respect to every taxpayer with an assessed, unpaid federal tax debt over $51,000 who has an open case in
TAS and who does not otherwise meet an exception or exclusion from certification; the TAOs will order
the IRS to not make the referral to the Department of State.

I realize that after this high-speed road trip through the IRS Present and Future State, readers may come
away somewhat dispirited. However, I hope that readers will see, notwithstanding all the challenges the
IRS faces, that there are solutions to these problems. Some of those solutions require more funding —
for example, the IRS simply needs more staff to answer telephone calls and conduct field outreach

and education, audit, appeals, and collection activities. But for each of the problems we've identified
and discussed in the pages of this Report, there are recommendations that do not require substantial
monetary investment to achieve. What these recommendations require is a willingness on the part of IRS
leadership to look at tax administration through the eyes of the taxpayer, to be open to new approaches,
and to cultivate creativity. Challenges notwithstanding, with strong leadership of the IRS and support
from Congtess, this can happen. It won't be easy, but the taxpayers of the United States deserve a better
functioning IRS that understands and meets their needs, even as it ensures that all taxpayers comply with
the tax laws.

Respectfully submitted,
Nina E. Olson

National Taxpayer Advocate
31 December 2017

43 RS Pub. 1, Your Rights as a Taxpayer (Sept. 2017).
44  See IRC § 7811.
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TAXPAYER RIGHTS ASSESSMENT: IRS Performance Measures and Data
Relating to Taxpayer Rights

In the 2013 Annual Report to Congress, the National Taxpayer Advocate proposed a “report card” of measures that
»]

. provide a good indication whether the IRS is treating U.S. taxpayers well and furthering voluntary compliance.
In 2014, the IRS officially adopted the Taxpayer Bill of Rights (TBOR), a list of ten rights that the National Taxpayer
Advocate recommended to help taxpayers and IRS employees alike gain a better understanding of the dozens of discrete
taxpayer rights scattered throughout the multi-million word Internal Revenue Code (IRC).? In late 2015, Congress
followed suit by adding the list of fundamental rights to the IRC.?> While listing these rights in IRC § 7803(a)(3) is a
significant achievement for increasing taxpayers’ awareness of their rights, the process of integrating taxpayer rights into
all aspects of tax administration continues. The Zaxpayer Rights Assessment contains selected performance measures and
data organized by the ten taxpayer rights and is one step toward integrating taxpayer rights into tax administration.

This Taxpayer Rights Assessment is a work in progress. The following data provide insights into IRS performance;
however, they are by no means comprehensive. In some instances, data is not readily available. In other instances
we may not yet have sufficient measures in place to address specific taxpayer rights. And, despite what the numbers
may show, we must be concerned for those taxpayers who still lack access to services and quality service even when
performance metrics are increasing. This Taxpayer Rights Assessment will grow and evolve over time as data becomes

available and new concerns emerge.

1. THE RIGHT TO BE INFORMED - Taxpayers have the right to know what they need to do to comply with the
tax laws. They are entitled to clear explanations of the laws and IRS procedures in all tax forms, instructions,
publications, notices, and correspondence. They have the right to be informed of IRS decisions about their tax

accounts and to receive clear explanations of the outcomes.

Measure/Indicator IZ;:SYC)a;gi%r FY 2016 FY 2017

Individual Correspondence Volume (adjustments) @ 4,358,447 4,817,708 4,598,654
Average cycle time to work Individual Master File (IMF) Correspondence P 80 days 84 days 69 days
Inventory Overage © 68.3% 49.1% 39.5%

Business Correspondence Volume (adjustments) d 2,952,329 2,940,925 2,736,451
Average cycle time to work Business Master File (BMF) Correspondence € 46 days 47 days 45 days
Inventory Overage f 18.8% 8.6% 11.7%

Total Correspondence (all types) TBD TBD TBD

Quality of IRS Forms & Publications TBD TBD TBD

IRS.gov Web Page Ease of Use TBD TBD TBD

IRS Outreach TBD TBD TBD

a IRS, Joint Operations Center (JOC), Adjustments Inventory Reports: July-September Fiscal Year Comparison (FY 2016 and FY 2017). This
correspondence data is also repeated under Right 4 — The Right to Challenge the IRS’s Position and Be Heard.

IRS, Research Analysis and Data (RAD), Accounts Management Reports: CIS Closed Case Cycle Time (FY 2016 and FY 2017).

IRS, Weekly Enterprise Adjustments Inventory Report, FY 2016 and FY 2017 (weeks ending Oct. 1, 2016 and Sept. 30, 2017).

IRS, JOC, Adjustments Inventory Reports: July-September Fiscal Year Comparison (FY 2016 and FY 2017).

IRS, RAD, Accounts Management Reports: CIS Closed Case Cycle Time (FY 2016 and FY 2017).

IRS, Weekly Enterprise Adjustments Inventory Report, FY 2016 and FY 2017 (weeks ending Oct. 1, 2016 and Sept. 30, 2017).

- 0 QO O T

1  See National Taxpayer Advocate 2013 Annual Report to Congress xvii-xviii (Preface: Taxpayer Service Is Not an Isolated
Function but Must Be Incorporated throughout All IRS Activities, Including Enforcement).

2 See Taxpayer Bill of Rights (TBOR), www.TaxpayerAdvocate.irs.gov/taxpayer-rights.

3 See Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, Division Q, Title IV, § 401(a) (2015) (codified at
IRC § 7803(a)(3)).
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2. THE RIGHT TO QUALITY SERVICE - Taxpayers have the right to receive prompt, courteous, and professional
assistance in their dealings with the IRS, to be spoken to in a way they can easily understand, to receive clear and

easily understandable communications from the IRS, and to speak to a supervisor about inadequate service.

Measure/Indicator FY 2015 FY 2016 FY 2017

Number of Returns Filed (projected, all types) @ 245,821,318 246,945,921 251,046,000
Total Individual Income Tax Returns b 148,840,642 150,711,378 152,413,600
gl}%lR/e;%pcts, calendar year (Received by 12/04/15, 12/02/16, 128,784,000 131,851,000 132,319,000
E-file Receipts: Tax Professional (calendar year) d 61% 60% 60%
E-file Receipts: Self Prepared (calendar year) € 39% 40% 40%
Returns Prepared by:
VITA / TCE / AARP (tax year) f 3,564,102 3,542,336 3,402,019
Free File Consortium (tax year) & 2,588,934 2,356,167 2,352,555
Fillable Forms (tax year) h 355,080 346,098 325,482
Number of Taxpayer Assistance (“Walk-In”) Centers (TAC) 378 376 371
Number of TAC Contacts J 5.6 million 4.5 million 3.3 million
Total Calls to IRS k 116,679,405 | 117,479,981 95,618,714
Number of Attempted Calls to IRS Customer Service Lines ! 101,507,150 104,275,387 74,471,676
Toll Free: Percentage of calls answered [Level of Service (LOS)] ™ 38.1% 53.4% 77.1%
Toll Free: Average Speed of Answer n 30.5 minutes 17.8 minutes 8.4 minutes
NTA Toll Free: Percentage of calls answered (LOS) © 43.7% 58.1% 76.7%
NTA Toll Free: Average Speed of Answer P 16.2 minutes 8.9 minutes 2.9 minutes
Practitioner Priority: Percentage of calls answered (LOS) 9 47.6% 71.0% 81.9%
Practitioner Priority: Average Speed of Answer " 46.6 minutes 10.5 minutes 8.9 minutes
Tax Exempt/Government Entities Percentage of calls answered (LOS) s 60.2% 56.8% 69.5%
Tax Exempt/Government Entities: Average Speed of Answer t 23.4 minutes 15.9 minutes 9.2 minutes
Toll Free Customer Satisfaction Y 87.0% 88.0% 90.0%
Awareness of Service (or utilization) TBD TBD TBD

a IRS Pub. 6292, Fiscal Year Return Projections for the United States 2016-2023 4 (Aug. 2016); IRS Pub. 6292, Fiscal Year Return Projections
for the United States: 2017-2024 3 (Sept. 2017). The FY 2016 figure has been updated from what we reported in the 2016 Annual Report to
Congress to report actual return counts. The FY 2017 figures are projected numbers. The number of returns and related metrics are proxies for
IRS workload and provide context for the environment in which taxpayers seek Quality Service and other rights.

b IRS Pub. 6292, Fiscal Year Return Projections for the United States 2016-2023 4 (Aug. 2016); IRS Pub. 6292, Fiscal Year Return Projections

for the United States: 2017-2024 3 (Sept. 2017). The FY 2016 figure has been updated from what we reported in the 2016 Annual Report to

Congress to report actual return counts.

IRS, E-File Reports, http://efile.enterprise.irs.gov/Progress.asp (last visited Dec. 11, 2017).

Id.

Id.

Free, in-person return preparation is offered to low income and older taxpayers by non-IRS organizations through the Volunteer Income Tax

Assistance (VITA), Tax Counseling for the Elderly, and AARP Tax-Aide programs. IRS, Compliance Data Warehouse (CDW), Individual Returns

Transaction File. The FY 2015 and FY 2016 figures have been updated from what we reported in the 2016 Annual Report to Congress. The

FY 2015 figure represents tax year 2014 returns. The FY 2016 figure represent tax year 2015 returns. The FY 2017 figure represent tax year

2016 tax returns.

g IRS, CDW, Electronic Tax Administration Marketing Database.

h Id.

i FY 2015 figure from Wage & Investment (W&I) analyst (Dec. 13, 2016). FY 2016 figure from W&I response to TAS fact check (Dec. 20, 2016).
FY 2017 figure from IRS response to TAS information request (Nov. 3, 2017).

j  WA&I, Business Performance Review (BPR), 4th Quarter, FY 2017 7 (Nov. 9, 2017).
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IRS, JOC, Snapshot Reports: Enterprise Snapshot (weeks ending Sept. 30, 2016 and Sept. 30, 2017; reports generated Nov. 19, 2017).

Id. Accounts Management calls answered include reaching live assistor or selecting options to hear automated information messages.

Id.
W&, BPR, 4th Quarter, FY 2017 11 (Nov. 9, 2017).
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3. THE RIGHT TO PAY NO MIORE THAN THE CORRECT AMOUNT OF TAX — Taxpayers have the right to pay only
the amount of tax legally due, including interest and penalties, and to have the IRS apply all tax payments properly.

Measure/Indicator FY 2015 FY 2016 FY 2017

Toll-Free Tax Law Accuracy @ 95.0% 96.4% 96.7%
Toll-Free Accounts Accuracy 95.5% 96.1% 96.0%
Scope of Tax Law Questions Answered TBD TBD TBD
Correspondence Examinations
No change rate ¢ 17.3% 16.2% 14.7%
Agreed rate d 16.3% 20.6% 22.4%
Non-response rate € 48.3% 42.1% 40.6%
Percentage of cases appealed TBD TBD TBD
Field Examinations
No change rate f 15.3% 14.6% 14.3%
Agreed rate & 45.7% 45.4% 46.1%
Non-response rate " 0.3% 0.3% 0.3%
Percentage of cases appealed TBD TBD TBD
Office Examinations
No change rate i 13.5% 12.2% 14.4%
Agreed rateJ 44.7% 43.4% 42.8%
Non-response rate k 19.8% 20.6% 19.0%
Percentage of cases appealed TBD TBD TBD
Math Error Adjustments TBD TBD TBD
Math Error Abatements TBD TBD TBD
Number of Statutory Notices of Deficiency Issued TBD TBD TBD
Number of Statutory Notices of Deficiency Appealed TBD TBD TBD
Number of Collection Appeals Program Conferences TBD TBD TBD
Number of Collection Appeals Program Conferences Reversing IRS position TBD TBD TBD
Number of Collection Due Process Conferences TBD TBD TBD
Number of Collection Due Process Conferences Reversing IRS position TBD TBD TBD
continued
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W&I, BPR, 4th Quarter, FY 2017 4 (Nov. 9, 2017).
Id.

IRS, CDW, Audit Information Management System (AIMS), Closed Case Database.
Id.

Id.

Id.

Id.

Id.

Id.

Id.

Id.

. THE RIGHT TO CHALLENGE THE IRS’S POSITION AND BE HEARD — Taxpayers have the right to raise
objections and provide additional documentation in response to formal IRS actions or proposed actions, to expect

that the IRS will consider their timely objections and documentation promptly and fairly, and to receive a response if

the IRS does not agree with their position.

Measure/Indicator FY 2015 FY 2016 FY 2017

Individual Correspondence Volume (adjustments) @

Average cycle time to work IMF Correspondence P

Inventory Overage ©
Business Correspondence Volume d

Average cycle time to work BMF Correspondence €

Inventory Overage f
Percentage of Math Error Adjustments Abated
Percentage of Statutory Notices of Deficiency Appealed to Tax Court
Number of Collection Appeal Program Conferences Requested by Taxpayers &
Percentage of CAP Conferences that Reversed the IRS Position
Number of Collection Due Process Hearings Requested by Taxpayers n

Percentage of Collection Due Process Hearings that Reversed the IRS
Position

4,358,447
80 days
68.3%
2,952,329
46 days
18.8 %
TBD

TBD

TBD

TBD

TBD

TBD

4,817,708
84 days
49.1%
2,940,925
47 days
8.6%

TBD

TBD

TBD

TBD

TBD

TBD

4,598,654
69 days
39.5%
2,736,451
45 days
11.7%

TBD

TBD

TBD

TBD

TBD

TBD

0O QO T

IRS, JOC, Adjustments Inventory Reports: July-September Fiscal Year Comparison (FY 2016 and FY 2017).
IRS, RAD, Accounts Management Reports: CIS Closed Case Cycle Time (FY 2016 and FY 2017).

IRS, CDW, Audit Information Management System (AIMS), Closed Case Database.

IRS, JOC, Adjustments Inventory Reports: July-September Fiscal Year Comparison (FY 2016 and FY 2017).
IRS, RAD, Accounts Management Reports: CIS Closed Case Cycle Time (FY 2016 and FY 2017).

IRS, Weekly Enterprise Adjustments Inventory Report, FY 2016 and FY 2017 (weeks ending Oct. 1, 2016 and Sept. 30, 2017).

Taxpayers may request a Collection Appeals Process review as the result of IRS actions such filing a notice of federal tax lien, an IRS levy or
seizure of property, and termination, rejection, or modification of an installment agreement. See IRS Pub. 1660, Collection Appeal Rights.
Taxpayers may request a Collection Due Process review when the IRS plans to take actions such as filing a federal tax lien or levy. See IRS Pub.

1660, Collection Appeal Rights.
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5. THE RIGHT TO APPEAL AN IRS DECISION IN AN INDEPENDENT FORUM - Taxpayers are entitled to a fair and

impartial administrative appeal of most IRS decisions, including many penalties, and have the right to receive a written

response regarding the Office of Appeals’ decision. Taxpayers generally have the right to take their cases to court.

Measure/Indicator FY 2015 FY 2016 FY 2017

Number of Cases Appealed @ 113,870 114,362 103,574
Appeals Staffing (On-rolls) b 1,569 1,449 1,345
Number of States without an Appeals or Settlement Officer © 11 11 11
Customer Satisfaction of Service in Appeals d 65% 67% N/A
Average Days in Appeals to Resolution TBD TBD TBD
Percentage of Statutory Notices of Deficiency Appealed to Tax Court TBD TBD TBD

a Office of Appeals, BPR, 4th Quarter, FY 2017 10 (Oct. 27, 2017).

b Id.

¢ IRS, Human Resources Reporting Center, https://persinfo.web.irs.gov/posrpt.htm. Employee Position (OF8) Listing for weeks ending Oct.3,
2015, Oct. 1, 2016, and Sept. 30, 2017. The FY 2016 figure has been updated from what we reported in the 2016 Annual Report to Congress.
The IRS also has Appeals and Settlement Officers in the District of Columbia which are not included in these figures.

d Office of Appeals, BPR, 4th Quarter, FY 2017 10 (Oct. 27, 2017). The FY2017 figure not yet available.

6. THE RIGHT TO FINALITY — Taxpayers have the right to know the maximum amount of time they have to challenge
the IRS’s position as well as the maximum amount of time the IRS has to audit a particular tax year or collect a tax
debt. Taxpayers have the right to know when the IRS has finished an audit.

Measure/Indicator FY 2015 FY 2016 FY 2017

Average Days to Complete Correspondence Examination (non-EITC) @ 231 days 196 days 204 days
221 days 217 days 221 days

Average Days to Complete Correspondence Examination (EITC) P ‘ ‘
83days =~ BS4days 54 days

Average Days for Exempt Organization Function to Respond to

Correspondence d

Average Days to Reach Determination on Applications for Exempt Status ¢ ‘
175 days

W&I, BPR, 4th Quarter, FY 2017 8 (Nov. 9, 2017).

Id.

Tax Exempt and Government Entities (TE/GE), BPR, 4th Quarter, FY 2017 8 (Nov. 30, 2017).
TE/GE, BPR, 4th Quarter, FY 2017 9 (Nov. 30, 2017).

o0 oo

7. THE RIGHT TO PRIVACY - The right to privacy goes to the right to be free from unreasonable searches and
seizures and that IRS actions would be no more intrusive than necessary. Taxpayers have the right to expect that any
IRS inquiry, examination, or enforcement action will comply with the law and be no more intrusive than necessary,
and will respect all due process rights, including search and seizure protections and will provide, where applicable, a
collection due process hearing.

Measure/Indicator FY 2015 FY 2016 FY 2017

Number (or_ percgntage) of Collection Due Process cases where IRS cited for TBD TBD TBD
Abuse of Discretion

Num_b(_ar of .Offe’:rs in Cqmpromlse Submitted using ‘Effective Tax TBD TBD TBD
Administration’ as Basis

Perc<_an_tage.of f)ﬁers |n_ Compromise Accepted that used ‘Effective Tax TBD TBD TBD
Administration’ as Basis

Number o_f cas_es where taxpayer received repayment of attorney fees as TBD TBD TBD
result of final judgment
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8. THE RIGHT TO CONFIDENTIALITY — Taxpayers have the right to expect that any information they provide to the
IRS will not be disclosed unless authorized by the taxpayer or by law. Taxpayers have the right to expect appropriate
action will be taken against employees, return preparers, and others who wrongfully use or disclose taxpayer return
information.

Measure/Indicator FY 2015 FY 2016 FY 2017

Number of Closed Unauthorized Access of Taxpayer Account (UNAX) 173 147 151
Investigations @
UNAX Investigations Resulting in Prosecution, Removal, Resignation or

; 70 38 64
Suspension of Employee P
UNAX Investigations Resulting in other Administrative Dispositions ¢ 83 81 74
UNAX Investigations Where Employee Cleared of Wrongdoing d 20 28 13

a IRS, Automated Labor and Employee Relations Tracking System (ALERTS). The number of IRS employees averaged 89,251 in FY 2015, 85,002
in FY 2016, and 83,775 in FY 2017. IRS, Human Resources Reporting Center, Fiscal Year Population Report.

b IRS, ALERTS.

c Id. Administrative dispositions includes alternative discipline in lieu of suspension; case cancelled or merged with another case; caution letter;
last chance agreement; oral counseling; reprimand; written counseling; etc.

d Id.

9. THE RIGHT TO RETAIN REPRESENTATION — Taxpayers have the right to retain an authorized representative of
their choice to represent them in their dealings with the IRS. Taxpayers have the right to seek assistance from a Low
Income Taxpayer Clinic if they cannot afford representation.

Measure/Indicator FY 2015 FY 2016 FY 2017

igr/cf;;%%eggg CP)%/?; gf Attorney Requests Overage (as of 9/26/15, 0% 0% 18.2%
Number of Low Income Taxpayer Clinics Funded (calendar year) © 132 138 138
Funds Appropriated for Low Income Taxpayer Clinics ¢ $10.0 million | $12.0 million | $12.0 million
Number of States with a Low Income Taxpayer Clinic (calendar year) d 49 49 49
Number of Low Income Taxpayer Clinic Volunteer Hours (calendar year) € 54,164 60,669 47,480

Q

IRS, JOC, Customer Account Services, Accounts Management Paper Inventory Reports (weeks ending 9/26/2015, 10/1/2016 and 9/30/2017).

IRS Pub. 5066, Low Income Tax Clinics Program Report (Dec. 2015, Jan. 2017, and Dec. 2017).

¢ Consolidated and Further Continuations Appropriations Act, 2015, Pub. L. No. 113-235, enacted Dec. 16, 2014. Consolidated Appropriations
Act, 2016, Pub. L. No. 114-113, enacted Dec. 18, 2015. Consolidated Appropriations Act, 2017, Pub. L. No. 115-31, enacted May 5, 2017.
The amounts actually awarded to Low Income Taxpayer Clinics (LITCs) differed from the appropriated amounts. The IRS contributed an additional
$0.25 million in FY 2015 bringing the total to $10.25 million. The amount awarded to clinics in FY 2016 was over $11.4 million based on the
number of available grantees who met the requirements. The amount awarded to clinics in FY 2017 was approximately $11.8 million based on
the number of available grantees who met the requirements. The FY 2016 figure has been updated from what we reported in the 2016 Annual
Report to Congress.

d IRS Pub. 5066, Low Income Tax Clinics Program Report (Dec. 2015, Jan. 2017, and Dec. 2017). Forty-nine states and the District of Columbia
have at least one LITC. Currently there is no LITC in North Dakota.

e Id. The FY 2016 number (60,669) was confirmed by the LITC Program Director (Oct. 28, 2016). The FY 2016 Pub. 5066 reported a rounded

number (60,000). The FY 2015 figure reflects volunteer hours from calendar year (CY) 2014. The FY 2016 figure reflects volunteer hours from

CY 2015. The FY 2017 figure reflects volunteer hours from CY 2016.

o
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10. THE RIGHT TO A FAIR AND JUST TAX SYSTEM - Taxpayers have the right to expect the tax system to
consider facts and circumstances that might affect their underlying liabilities, ability to pay, or ability to provide
information timely. Taxpayers have the right to receive assistance from TAS if they are experiencing financial
difficulty or if the IRS has not resolved their tax issues properly and timely through its normal channels.

Measure/Indicator FY 2015 FY 2016 FY 2017

Offer in Compromise (OIC): Number of Offers Submitted @ 66,600 64,479 62,243
0IC: Percentage of Offers Accepted P 42.5% 42.5% 38.1%
Installment Agreements (lA): Number of Individual & Business IAs ¢ 2,986,121 3,115,404 2,924,780
Streamlined Installment Agreements Number of Individual & Business IAs d 2,567,623 2,630,811 2,236,434
Ins'Fqllment Agre_ements Collection Field Function (CFf): Number of 52,053 42,978 35,449
Individual & Business IAs €
Stre.amllned Installment Agreements (CFf): Number of Individual & 10,679 8,477 6,936
Business IAs f
Number of OICs Accepted per Revenue Officer & 7.4 7.7 7.6
Number of IAs Accepted per Revenue Officer 14.0 12.0 10.6
Percentage of Cases in the Queue (Taxpayers) | 15.7% 15.5% 13.9%
Percentage of Cases in the Queue (Modules) 24.7% 23.9% 21.8%
Percen’_(age of Taxpayer Delinquent Accounts (TDAs) reported Currently Not 16.3% 16.9% 32.3%
Collectible — Tolerance &
Age of Delinquencies in the Queue! 4.5 years 4.5 years 4.5 years
Percentage of Modules in Queue prior to three tax years ago ™ 79.2% 78.7% 78.2%
Percentage of cases where the taxpayer is fully compliant after five years n 44% 48% 48%
a IRS, Collection Activity Report No. 5000-108, FY 2015 (Oct. 4, 2015), FY 2016 (Oct. 7, 2016), and FY 2017 (Oct. 2, 2017).
b Id.
¢ IRS, Collection Activity Report No. 5000-6, FY 2015 (Dec. 9, 2015), FY 2016 (Oct. 3, 2016), and FY 2017 (Oct. 1, 2017).
d Id.
e Id.
f oId.
g Id. See also IRS Human Resources Reporting Center — number of revenue officers in Small Business/Self Employed as of the end of FY

2015, FY 2016, and FY 2017 (pay period 19).

Id.

IRS, Collection Activity Report No. 5000-2, FY 2015 (Dec. 5, 2015), FY 2016 (Oct. 3, 2016), and FY 2017 (Oct. 1, 2017).

Id.

Id. For FY 2017, the IRS shelves cases prior to potential transfer for the Private Collection Initiative.

Accounts Receivable Dollar Inventory. Age of cases in the collection queue as of cycle 37 of 2015, 2016, and 2017.

IRS, Collection Activity Report No. 5000-2, FY 2015 (Dec. 5, 2015), FY 2016 (Oct. 3, 2016), and FY 2017 (Oct. 1, 2017).

Calculation by TAS Research. Percentage of taxpayers with tax delinquent accounts in 2010, 2011, and 2012, respectively, and who have
no new delinquencies five years later. IRS, CDW, Individual Master File (IMF).

53 - x—T 7>
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INTRODUCTION: The Most Serious Problems Encountered by Taxpayers

Internal Revenue Code (IRC) § 7803 (c)(2)(B)(ii) (III) requires the National Taxpayer Advocate to
prepare an Annual Report to Congress that contains a summary of at least 20 of the most serious
problems encountered by taxpayers each year. For 2017, the National Taxpayer Advocate has identified,
analyzed, and offered recommendations to assist the IRS and Congress in resolving 21 such problems.

As in earlier years, this report discusses at least 20 of the most serious problems encountered by
taxpayers — but not necessarily zhe top 20 most serious problems. That is by design. Since there is no
objective way to select the 20 most serious problems, we consider a variety of factors when making this
determination. Moreover, while we carefully rank each year’s problems under the same methodology
(described below), the list remains inherently subjective in many respects.

To simply report on the top 20 problems would limit our effectiveness in focusing congressional, IRS,
and public attention on critical issues. It would require us to repeat much of the same data and propose
many of the same solutions year to year. Thus, the statute gives the National Taxpayer Advocate
flexibility in selecting both the subject matter and the number of topics discussed and to use the report
to put forth actionable and specific solutions instead of mere criticism and complaints.

Methodology of the Most Serious Problem List

The National Taxpayer Advocate considers a number of factors in identifying, evaluating, and ranking
the most serious problems encountered by taxpayers. In many years, the National Taxpayer Advocate
identifies a theme or groupings of issues for the report that is reflected in the selection of issues. For
example, this year the themes are:

u Significant Challenges in Tax Administration;

The Right to Quality Service;

The Right to a Fair and Just Tax System: Special Taxpayer Populations;

The Right to an Independent Administrative Appeal; and

Challenges in Revenue Protection.

The 21 issues in this year’s report are ranked according to the following criteria:
" Impact on taxpayer rights;
® Number of taxpayers affected;

" Interest, sensitivity, and visibility to the National Taxpayer Advocate, Congress, and other
external stakeholders;

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

® The revenue impact of noncompliance; and

® Taxpayer Advocate Management Information System (TAMIS) and Systemic Advocacy
Management System (SAMS) data.

Finally, the National Taxpayer Advocate and the Office of Systemic Advocacy examine the results of
the ranking on the remaining issues and adjust it where editorial or numerical considerations warrant a
particular placement or grouping.

8 Most Serious Problems — Introduction
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Taxpayer Advocate Management Information System (TAMIS) List

The identification of the Most Serious Problems reflects not only the mandates of Congress and the IRC,
but TAS’s integrated approach to advocacy — using individual cases as a means for detecting trends

and identifying systemic problems in IRS policy and procedures or the Code. TAS tracks individual
taxpayer cases on TAMIS. The top 25 case issues, listed in Appendix 1, reflect TAMIS receipts based on
taxpayer contacts in fiscal year 2017, a period spanning October 1, 2016 through September 30, 2017.

Use of Examples

The examples presented in this report illustrate issues raised in cases handled by TAS. To comply

with IRC § 6103, which generally requires the IRS to keep taxpayer returns and return information
confidential, the details of the fact patterns have been changed. In some instances, the taxpayer has
provided written consent for the National Taxpayer Advocate to use facts specific to that taxpayer’s case.
These exceptions are noted in footnotes to the examples.

Taxpayer Advocate Service — 2017 Annual Report to Congress — Volume One 9
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mMsP PRIVATE DEBT COLLECTION: The IRS’s Private Debt Collection

#1 Program Is Not Generating Net Revenues, Appears to Have Been
Implemented Inconsistently with the Law, and Burdens Taxpayers
Experiencing Economic Hardship

RESPONSIBLE OFFICIAL
Mary Beth Murphy, Commissioner, Small Business/Self-Employed Division
TAXPAYER RIGHTS IMPACTED!
= The Right to Be Informed
B The Right to Quality Service
= The Right to Pay No More Than the Correct Amount of Tax
5 The Right to Challenge the IRS’s Position and Be Heard
5 The Right to Finality
= The Right to Privacy
5 The Right to Confidentiality
B The Right to a Fair and Just Tax System
DEFINITION OF PROBLEM
In 2015, Congress enacted legislation requiring the IRS to enter into “qualified tax collection contracts”
for the collection of “inactive tax receivables.” The National Taxpayer Advocate cautioned that the
initiative as it was being implemented appeared inconsistent with the law and would disproportionately
burden taxpayers experiencing economic hardship.?
The IRS assigned the first tax debts to private collection agencies (PCAs) in April 2017.* According to
the IRS, for fiscal year (FY) 2017:
® The IRS received $6.7 million of payments from taxpayers whose debts were assigned to PCAs;
and

1 See Taxpayer Bill of Rights (TBOR), www.TaxpayerAdvocate.irs.gov/taxpayer-rights. The rights contained in the TBOR are
now listed in the Internal Revenue Code (IRC). See Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, Division Q,
Title IV, § 401(a) (2015) (codified at IRC § 7803(a)(3)).

2 Fixing America’s Surface Transportation Act, Pub. L. No. 114-94, Div. C, Title XXXIl, § 32102, 129 Stat. 1312, 1733-36
(2015) (FAST Act), (adding subsections (c) and (h) to IRC § 6306).

3 See National Taxpayer Advocate 2016 Annual Report to Congress 172-191 (Most Serious Problem: The IRS Is Implementing
a PDC Program in a Manner That Is Arguably Inconsistent With the Law and That Unnecessarily Burdens Taxpayers, Especially
Those Experiencing Economic Hardship).

4 IRS News Release IR-2017-74, Private Collection of Some Overdue Federal Taxes Starts in April; Those Affected Will Hear First
From IRS; IRS Will Still Handle Most Tax Debts (Apr. 4, 2017), https://www.irs.gov/newsroom/private-collection-of-some-
overdue-federal-taxes-starts-in-april-those-affected-will-hear-first-from-irs-irs-will-still-handle-most-tax-debts.

10 Most Serious Problems — Private Debt Collection
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® The total cost of the PDC program was $20 million, three times the amount collected.”

Thus, the initiative is not raising net revenue. Moreover, the IRS letter advising taxpayers that their
account is being assigned to a PCA is generating 40 percent as many dollars for the public fisc as
collection activity by PCAs does.® At the same time, the IRS pays commissions to PCAs on payments
from taxpayers that are attributable to IRS, rather than PCA, action.”

The recent returns of approximately 4,100 taxpayers who made payments to the IRS after their debts
were assigned to PCAs show:

® Median income was about $41,000;
= QOver 1,100 taxpayers, or 28 percent, had incomes below $20,000; and

B 44 percent had incomes below 250 percent of the federal poverty level.®

Among these 4,100 taxpayers were those who receive Social Security Disability Insurance (SSDI)
benefits, even though the IRS agreed to exclude the debts of SSDI recipients from assignment to PCAs.”

Approximately 1,700 taxpayers entered into installment agreements while their debts were assigned

to PCAs, made payments on which the PCAs were paid commissions, and have filed recent returns."
According to these taxpayers’ returns, 45 percent had income that was less than their allowable living
expenses (ALE)."! Thus, these taxpayers could not afford the payments due under the installment
agreements organized by the PCAs. The IRS refuses to allow TAS to participate in its procedures for
monitoring calls between taxpayers and PCAs, which could provide insight into why so many of these
vulnerable taxpayers are entering into installment agreements they cannot afford.

ANALYSIS OF PROBLEM

Background

In 2016, the IRS entered into contracts with four PCAs that allow the PCAs to contact taxpayers,
solicit payment of past-due taxes, offer payment arrangements that may, with IRS approval, extend to

5 IRS, Private Debt Collection (PDC) Program Scorecard for Fiscal Year (FY) 2017, reporting operational data through Sept. 14,
2017 and IRS costs through Sept. 30, 2017.

6  As discussed below, the IRS paid commissions to private collection agencies (PCAs) at the rate of 20 percent of the amount
of payments taxpayers made, and is authorized to keep for itself an additional 25 percent. Thus, up to 45 percent of the
receipts attributable to PCA activity was paid in commissions or may be retained by the IRS, rather than being paid to the
Treasury.

7 IRS response to TAS information request (Nov. 21, 2017), discussed below.

8 Individual Returns Transaction File (IRTF), Information Returns Master File (IRMF), Compliance Data Warehouse (CDW), data
current through Sept. 28, 2017, showing there were 4,141 taxpayers who made payments while their debts were assigned
to a PCA and who filed a return for tax year 2014 or later. Their income characteristics are discussed in more detail below.

9 IRTF, IRMF, CDW, data current through Sept. 28, 2017.

10 Id. There were 1,676 taxpayers who entered into an installment agreement after their debts were assigned to a PCA, made
a payment, and filed a recent return. As discussed below, some of these taxpayers entered into an installment agreement
by contacting the IRS directly, rather than working with the PCA.

11 Jd.

Taxpayer Advocate Service — 2017 Annual Report to Congress — Volume One 11



Most Serious

Problems

seven years, and receive a commission of up to 25 percent of the amount collected.’? The IRS is also
authorized to retain for itself an additional amount up to 25 percent of the amount collected.”® The IRS
is required to assign to PCAs tax debts that the IRS includes in “potentially collectible inventory” (PCI),
a term not defined in the statute or in Treasury regulations."

The PDC Program Thus Far Is Not Producing Net Revenue

The IRS periodically summarizes PDC program performance in program “scorecards.”” The FY 2017
Scorecard shows:

® The IRS had assigned about $920 million of inactive tax receivables to PCAs;'®

= About $7 million, or less than one percent of the dollars assigned for collection, had been
collected;" and

® The total program cost was about $20 million, consisting of about $1 million in commissions

paid to PCAs and $19 million of other PDC program costs.'®

Thus, it does not appear that PCAs are particularly effective in collecting the debts assigned to them.

In any event, the cost of the PDC program thus far exceeds the revenue it generates. It appears that

a little over half of the total program costs incurred in FYs 2016 and 2017 combined were one-time
startup costs, as opposed to continuing costs of oversight and assignment.” The IRS is in the process of
developing a model for projecting program revenues and costs.?

The IRS Pays Commissions to PCAs for Work Done by the IRS, Which May Be Inconsistent
With IRC § 6306

The National Taxpayer Advocate has previously expressed concern that PCAs may receive commissions
on payments taxpayers make in response to the IRS’s letter advising them their debts were assigned to

12

13
14

15

16
17
18

19

20

12

IRC § 6306(c) requires the IRS to enter into “qualified collection contracts” with respect to “inactive tax receivables.”
However, a “qualified collection contract,” as defined in IRC § 6303(b)(1), would allow PCAs to offer installment agreements
for “a period not to exceed 5 years.” Thus, the National Taxpayer Advocate is not persuaded that the IRS’s contracts

with PCAs meet the statutory definition of “qualified collection contracts.” See National Taxpayer Advocate 2016 Annual
Report to Congress 172, 179 (Most Serious Problem: The IRS Is Implementing a PDC Program in a Manner That Is Arguably
Inconsistent With the Law and That Unnecessarily Burdens Taxpayers, Especially Those Experiencing Economic Hardship).
IRC § 6306(e) authorizes the IRS to pay commissions pursuant to a “qualified collection contract.” The National Taxpayer
Advocate does not find any statutory authority for paying commissions to PCAs with respect to installment agreements of
more than five years’ duration.

IRC § 6306(e).

IRC § 6306(c) generally requires the IRS to assign to PCAs all “inactive tax receivables,” defined as any “tax receivable”
that meets any one of three criteria. A “tax receivable” for purposes of the statute is an account the IRS includes in
“potentially collectible inventory” (PCI).

The PDC Program Scorecard for Fiscal Year 2017 reports operational data through Sept. 14, 2017 and IRS costs through
Sept. 30, 2017.

ld., showing $919,593,380 of tax receivables were assigned.

ld., showing $6,698,661 were collected.

Id., showing commissions were paid of $1,068,944. Under the IRS’s contract with the PCAs, commissions are generally
payable with respect to payments taxpayers make beginning after ten days from the assignment of the debt to the PCA.
Other PDC program costs were $18,967,203.

IRS response to TAS information request (Dec. 19, 2017), providing combined costs for FYs 2016 and 2017, showing total
costs of $35,321,078, of which $18,818,397 (53 percent) are one-time costs and $16,502,681 (47 percent) are recurring
costs.

SB/SE response to TAS information request (Nov. 21, 2017).
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The IRS is aware that it is paying commissions to Private Collection
Agencies (PCAs) with respect to work done by the IRS, but has no plans to
change its procedures to attempt to identify payments that were clearly not
attributable to PCA action.

a PCA, rather than due to any action on the part of the PCA.?' As the PDC program has unfolded,
inappropriate commission payments have emerged in another context, as an example illustrates:

= On April 10, a taxpayer’s debt was assigned to a PCA;

= On May 24, the taxpayer contacted the IRS and the IRS assisted the taxpayer in entering into an
installment agreement. This caused the case to be recalled from the PCA, but the recall was not
recorded in IRS databases until June 19; and

® In the meantime, on June 5, the taxpayer made a payment pursuant to the installment agreement
the IRS had organized. The IRS paid the PCA a commission on that payment. %

The IRS is aware that it is paying commissions to PCAs with respect to work done by the IRS, but has
no plans to change its procedures to attempt to identify payments that were clearly not attributable to
PCA action.”® The IRS’s position is that its contract with the PCAs requires this outcome.”* However,
this practice appears inconsistent with IRC § 6306(e), which authorizes commissions on amounts
collected “under any qualified tax collection contract.” According to IRC § 6306(d), a tax debt that

is subject to a pending or active installment agreement “shall not be eligible for collection pursuant

to a qualified tax collection contract.” Thus, from the moment an installment agreement is pending

as a result of the taxpayer requesting an installment agreement directly from the IRS, the debt is not
eligible for collection pursuant to a qualified tax collection contract, and commissions to PCAs are not
authorized on ensuing payments.”

The IRS Ten-Day “Pre-PDC Assignment” Letter Generates 40 Percent As Much for the Treasury
As PCA Activity Does

Taxpayers whose accounts were assigned to PCAs made payments totaling $6.7 million.?* About $1.2
million of these payments were not commissionable because they were made within ten days after the
IRS notified the taxpayers that their debts were being assigned to a PCA, but before the taxpayers had

21 See National Taxpayer Advocate 2016 Annual Report to Congress 172, 190-191 (Most Serious Problem: The IRS Is
Implementing a PDC Program in a Manner That Is Arguably Inconsistent With the Law and That Unnecessarily Burdens
Taxpayers, Especially Those Experiencing Economic Hardship).

22 |RS response to TAS information request (Nov. 21, 2017).

23 Id.

24 |RS response to TAS information request (Dec. 19, 2017). Section 2.3 of the IRS’s contract with the PCAs specifies, with
exceptions not relevant here, that commissions are payable on any payment received 11 days or more after the date the
account is transferred to a PCA and up to ten calendar days after the account is returned to the IRS.

25 IRS employees are required to record a pending installment agreement within 24 hours after contact with a taxpayer.
IRM 5.14.1.3, Identifying Pending, Approved and Rejected Installment Agreement Proposals on IDRS (Jan. 1, 2016).

26 IRS, PDC Program Scorecard for Fiscal Year 2017, showing total payments of $6,698,661.
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any contact with a PCA.” Thus, about 18 percent of the payments were generated in response to the
IRS letter and without any action on the private collector’s part.

The IRS received about $5.4 million of payments that were subject to commissions.?® The IRS actually
paid commissions of $1.1 million, a rate of 20 percent.”” The IRS is also authorized to retain for

itself 25 percent of the amount collected by PCAs.?® Thus, up to 45 percent of the $5.4 million of
commissionable payments, or about $2.4 million, will be diverted from the public fisc.*’ The remaining
$3 million is the minimum amount that would be paid to the Treasury. As noted above, the IRS’s letter
brought in $1.2 million, which is 40 percent as much as the amount PCA activity contributes to the
public fisc.*> The National Taxpayer Advocate is not surprised that a simple letter from the IRS can
induce compliance.?® The IRS might obtain even better results (in terms of adding to public coffers and
increasing compliance) by sending periodic letters to taxpayers monthly throughout the year reminding
them of their tax debt rather than only sending the annual reminder required by statute.**

The PDC Program Burdens Taxpayers Who Are Likely Experiencing Economic Hardship
Of the 4,905 taxpayers who made payments after their debts were assigned to PCAs, 4,141 had filed

recent returns as of September 28, 2017.%
The returns filed by the 4,141 taxpayers show:
® Overall median income of $40,955;
® 28 percent, or 1,170, had annual income of less than $20,000;

27
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IRS, PDC Program Scorecard for Fiscal Year 2017, showing the IRS received $1,187,238 in payments that are not subject
to commissions to PCAs. PCAs conduct operations in compliance with the most current version of the Private Collection
Agency Policy and Procedures Guide (PPG). References to the PPG are to the Sept. 29, 2017 version. PPG section 5.3,
Initial Contact Letters, provides that PCAs are permitted to send their first contact letter to taxpayers ten days after the

IRS sends its initial contact letter. PPG section 6.3, Telephone Contact with Taxpayers, provides that PCAs may telephone
taxpayers five days after sending their first contact letter.

Id., showing the IRS received $5,363,918 in payments subject to commissions (and showing the IRS received $147,505 in
payments that are not categorized as either commissionable or non-commissionable).

Id., showing the IRS actually paid commissions of $1,068,944. Under IRC § 6306(e)(1), the IRS is authorized to pay
commissions to PCAs of up to 25 percent.

IRC § 6306(e)(2).

Of the $5,363,918 collected, 45 percent is $2,413,763. The remaining 55 percent is $2,950,155.

The amount of non-commissionable payments, $1,187,238, is equal to 40 percent of $2,950,155, the minimum amount
payable to the Treasury.

See National Taxpayer Advocate 2016 Annual Report to Congress, vol. 2, 31, 42 (Research Study: Study of Subsequent Filing
Behavior of Taxpayers Who Claimed Earned Income Tax Credits (EITC) Apparently in Error and Were Sent an Educational Letter
from the National Taxpayer Advocate). See also Research Study: Second Study of Subsequent Filing Behavior of Taxpayers
Who Claimed Earned Income Tax Credits (EITC) Apparently in Error and Were Sent an Educational Letter from the National
Taxpayer Advocate, vol. 2, supra, describing situations in which a targeted, educational letter may deter noncompliance.
IRC § 7524 provides “[n]ot less often than annually, the Secretary shall send a written notice to each taxpayer who has a
tax delinquent account of the amount of the tax delinquency as of the date of the notice.” The IRS meets this requirement
by sending taxpayers with delinquent accounts Notice CP-71, Reminder Notice, once a year.

Accounts Receivable Dollar Inventory (ARDI), IRTF, IRMF, CDW, data current through Sept. 28, 2017. TAS Research
identified 4,905 taxpayers who made commissionable payments to the IRS (generally, payments taxpayers make more than
ten days after their accounts are assigned to a PCA) 4,141 of whom filed a return for tax year 2014 or later. As discussed
below, the income characteristics of taxpayers who did not file returns may differ from those who filed returns.
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= 19 percent, or 790, had incomes below the federal poverty level; median income for these
taxpayers was $6,386;%

= 25 percent, or 1,027, had incomes at or above the federal poverty level but below 250 percent of
the federal poverty level; median income for these taxpayers was $23,096; and

= Five percent, or 205, received Social Security retirement or disability income; median income for

these taxpayers was $14,365.%

Figure 1.1.1 below shows the proportion of the 4,141 taxpayers whose incomes were below the federal
poverty level, the proportion whose incomes were at or above the federal poverty level but less than 250
percent of the federal poverty level, and the proportion whose incomes were 250 percent or more of the

federal poverty level.

FIGURE 1.1.1%

Taxpayers Who Made Payments After Their Debts
Were Assigned to a Private Collection Agency, by Income Level

2,324 (56%) Income At or Above 250% of Poverty

1,027 (25%) Income At or Above Poverty But Below 250% of Poverty

790 (19%) Income Below Poverty

Recent returns of taxpayers who made payments after their debts were
assigned to Private Collection Agencies show: Overall median income of
$40,955; 28 percent had annual income of less than $20,000; 19 percent
had incomes below the federal poverty level; and 25 percent had incomes
at or above the federal poverty level but below 250 percent of the federal
poverty level.

36 U.S. Dept. of Health and Human Resources, Poverty Guidelines (Jan. 31, 2017), https://aspe.hhs.gov/poverty-guidelines,
showing that the poverty level for a single person in 2017 was $12,060. Thus, 250 percent of the 2017 federal poverty
level for a single person was $30,150.

37 IRTF, IRMF, CDW, data current through Sept. 28, 2017. As discussed below, for purposes of administering the IRS’s
automatic levy program, the Federal Payment Levy Program (FPLP), the IRS adopted 250 percent of the federal poverty level
as a measure that serves as a proxy for economic hardship.

38 The figure represents the income shown on the recent returns of 4,141 taxpayers who made payments to the IRS after their
debts were assigned to private collection agencies, compared to the federal poverty level for the taxpayer’s household size.
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As Figure 1.1.1 above demonstrates, slightly less than half of the taxpayers (44 percent) have incomes
that indicate they are at risk of economic hardship.

Of the 4,141 taxpayers described above who made payments after their debts were assigned to a PCA:

= 1,676 taxpayers, or 40 percent, agreed to installment agreements.*” Almost half of these
taxpayers, 46 percent, had incomes below 250 percent of the federal poverty level;

B 2,465 taxpayers, or 60 percent, made payments that were not pursuant to an installment
agreement — their payments may have been “voluntary payments” solicited by the PCA,
discussed below. Of these taxpayers, 43 percent had incomes below 250 percent of the federal
poverty level.

The income characteristics of the 4,141 taxpayers, according to whether their payments were made
pursuant to an installment agreement, are summarized in Figure 1.1.2 below:

FIGURE 1.1.2, Income Shown on Recent Returns Filed by 4,141 Taxpayers Who Made
Payments After Their Debts Were Assigned to PCAs, Compared to the Federal Poverty
Level and Dollars Collected

Number (and

percent) of
Income Group Taxpayers with
No Installment

Agreement

477 313 790 $ 863,731
B0 B R S (19 percent) (19 percent) (14 percent)

At or Above Federal Poverty 577 450 $ 1,303,384

Level but Below 250 Percent (23 percent) (27 percent) 1,027

Number (and percent)
of Taxpayers with Dollars Collected

an Installment (and percent)
Agreement

of Federal Poverty Level (20 percent)

Subtotal, below 250 percent 1,054 763 1.817 $ 2,167,114
Federal Poverty Level (43 percent) (46 percent) ’ (34 percent)

At or Above 250 Percent 1,411 913 2324 $ 4,215,883
Federal Poverty Level (57 percent) (54 percent) ’ (66 percent)
Overall 2,465 1,676 4,141 $6,382,998

As Figure 1.1.2 above shows, 14 percent of the dollars collected from these 4,141 taxpayers came from
taxpayers whose incomes are below the federal poverty level.

As Figure 1.1.2 above also shows, of the 4,141 taxpayers, 1,817 (44 percent) had incomes below
250 percent of the federal poverty. Of these 1,817 taxpayers, 169 were recipients of Social Security

39 Of these 1,676 taxpayers, 67 entered into their installment agreement by contacting the IRS directly rather than through the
PCA. As noted above, whether the installment agreement is organized by a PCA or by the IRS does not affect the extent to
which PCAs receive commissions on payments taxpayers make pursuant to installment agreements.
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retirement (SSA) or disability (SSDI) benefits.®® Their incomes, and the amount collected from them, is
shown in Figure 1.1.3 below.!

FIGURE 1.1.3, Taxpayers Who Paid After Their Debts Were Assigned to PCAs and Filed
Recent Returns Showing Income Less Than 250 Percent of the Federal Poverty Level for
Their Household Size

Income At or Above Federal Poverty Level

Income Below the Federal Poverty Level and Below 250% of the Federal Poverty Level

Number of Median Amount Number of Median Amount Total
Taxpayers | Income ($) | Collected ($) Taxpayers Income ($) Collected ($)

SSA Recipients 70 4,730 46,415 50 19,542 60,335 120
SSDI Recipients 26 3,436 33,721 23 24,999 16,302 49
Total 96 4,201 80,136 73 20,003 76,637 169

Taxpayers’ SSDI payments or Supplemental Security Income (SSI) payments are not subject to levies
pursuant to the Federal Payment Levy Program (FPLP).** At the National Taxpayer Advocate’s urging,
the Commissioner of Internal Revenue agreed that the debts of SSDI and SSI recipients would not be
assigned to PCAs.** However, as shown above, TAS identified SSDI recipients among those whose
debts were assigned to PCAs. When TAS asked the IRS to describe the obstacles that prevent it from
honoring its commitment to exclude these taxpayers’ debts from assignment to PCAs, the IRS specified
that “the unpaid assessment file” system it uses to identify potential new inventory for PDC “is not able
to distinguish the type of retirement or government payment.”* The IRS requested the Social Security
Administration to identify or verify accounts of taxpayers who receive SSDI or SSI, which would enable
the IRS to systemically exclude these taxpayers’ debts from assignment to PCAs. The Social Security
Administration denied the request, and the IRS is considering whether and how to request the Social
Security Administration to reconsider its position.®

The IRS could identify SSDI recipients without assistance from the Social Security Administration and
it is unclear why the IRS has not done so. Information about Social Security Administration benefits
and the nature of those benefits (retirement or disability) is included in the Information Returns Master

40 IRMF, a database stored in the CDW, currently contains third-party information documents through tax year 2016. It
includes information from Form SSA-1099, on which Social Security benefits, including Social Security Disability Income
(SSDI) (but not Supplemental Security Income (SSI), discussed below) is reported.

41 Additional income characteristics of the 1,676 taxpayers who entered into installment agreements is discussed below. For
more detail about taxpayers who entered into installment agreements while their debts were assigned to a PCA, including
those who did not file recent returns, see Research Study: Study of Financial Circumstances of Taxpayers Who Entered Into
Installment Agreements and Made Payments While Their Debts Were Assigned to Private Collection Agencies, vol. 2, infra.

42 |IRM 5.19.9.3.1(7)(f), What is FPLP? (Oct. 20, 2016).

43 National Taxpayer Advocate 2016 Annual Report to Congress 172, 186 (Most Serious Problem: The IRS Is Implementing a
PDC Program in a Manner That Is Arguably Inconsistent With the Law and That Unnecessarily Burdens Taxpayers, Especially
Those Experiencing Economic Hardship).

44 |RS response to TAS information request (Oct. 06, 2017).

45 Letter from Stephen Evangelista, Social Security Administration Associate Commissioner, Office of Data Exchange and Policy
Publications to Bill Banowski, IRS, Collection Planning & Enforcement Analysis (June 7, 2017), citing the IRS’s request that
the Social Security Administration share information regarding SSI recipients. The Small Business/Self-Employed Division
(SB/SE), in its response to agenda items for a Nov. 9, 2017 meeting with TAS, reiterated that it had requested assistance
in identifying both SSDI and SSI recipients.
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File IRMF), a database the IRS uses for other programs.“ Instead, the IRS intends to first exhaust its
efforts with the Social Security Administration before adopting an alternative method of systemically
identifying SSDI and SSI recipients.* Until the IRS actually honors its commitment to exclude these
taxpayers’ debts from assignment to PCAs these vulnerable taxpayers will be solicited to make payments
they may not be able to afford.

The IRS generally does not subject SSA retirement income to FPLP levies when the recipient’s income
is less than 250 percent of the federal poverty level, a measure that serves as a proxy for economic
hardship.® Thus, the 120 taxpayers who received SSA retirement income, shown in Figure 1.1.3 above,
would generally not be subject to FPLP levies. However, as noted, the analysis above encompasses

only taxpayers who filed recent returns. To overcome this limitation, we estimated the incomes of
taxpayers using a method similar to that adopted for the FPLP low income filter.* We identified 161
SSA retirement income recipients who would generally not be subject to FPLP levies, but who made
commissionable payments while their debts were assigned to a PCA.

The IRS has in the past suggested that these taxpayers, although earning relatively small amounts, may
have substantial assets with which to pay their tax debt.*® We are unable to find any indication that this
concern is justified. On the contrary, for the 120 SSA retirement income recipients whose incomes were
less than 250 percent of the federal poverty level, who made payments after their debts were assigned to a
PCA, and filed returns:

® Median income was $9,472;

® They received on average $35 in interest;

= They received on average $13 in dividends;

= They received on average $2,176 of other retirement income, such as pensions;
= None realized any capital gains, other than from the sale of stock; and

® They realized on average $18 from the sale of stock.

46
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The IRMF contains third-party information documents used, for example, by the IRS’s Automated Underreporter matching
program. Because the data on IRMF is generally at least a year old, relying on IRMF may mean, for example, that the debt
of a taxpayer who received SSDI in 2016 would be excluded from assignment to a PCA although that taxpayer no longer
received SSDI in 2017. The National Taxpayer Advocate believes this risk is outweighed by the harm to SSDI recipients
whose debts are assigned to PCAs. Moreover, as discussed below, the IRS uses older data (such as a taxpayer’s

return from a previous return) to determine whether a taxpayer’s account should be excluded from FPLP levies. See

IRM 5.19.9.3.2.3 (2) Low Income Filter (LIF) Exclusion (Oct. 20, 2016), noting “If the taxpayer has filed an income tax
return for one of the last three years and has no outstanding return delinquencies following the last return filed they will be
processed through the LIF [low income filter].”

SB/SE response to agenda items for Nov. 9, 2017 meeting between TAS and SB/SE.

IRM 5.19.9.3.2.3, Low Income Filter (LIF) Exclusion (Oct. 20, 2016), which also describes conditions under which taxpayers
can be excluded from the LIF. For a description of the TAS model to estimate the income and expenses of taxpayers
whose federal payments had been subject to FPLP levies, which led to the adoption of the 250 percent proxy for economic
hardship, see National Taxpayer Advocate 2008 Annual Report to Congress vol. 2, 48 (Research Study: Building a Better
Filter: Protecting Lower Income Social Security Recipients from the Federal Payment Levy Program).

See IRM 5.19.9.3.2.3, Low Income Filter (LIF) Exclusion (Oct. 20, 2016). We estimated income using a subset of the most
common income sources but did not apply the exclusion conditions.

See National Taxpayer Advocate 2016 Annual Report to Congress 172, 187 (Most Serious Problem: The IRS Is Implementing
a PDC Program in a Manner That Is Arguably Inconsistent With the Law and That Unnecessarily Burdens Taxpayers, Especially
Those Experiencing Economic Hardship).

IRTF, IRMF, CDW, data current through Sept. 28, 2017.
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Recent returns of taxpayers who entered into installment agreements while
their debts were assigned to PCAs show: Median income of $38,021; 28
percent have incomes of less than $20,000; and Allowable Living Expenses
exceeded total positive income for 45 percent of taxpayers.

These 120 taxpayers received in the aggregate $269,028 in income from assets.”

The IRS Recalls Debts From PCAs, and PCAs Are Required to Return Cases to the IRS, But the
Reasons for Recalls and Returns Are Unclear

As of September 14, 2017, the IRS had recalled the debts of more than 3,800 taxpayers.”® Of these
recalled cases, about 700 were recalled because one of the statutory conditions prohibiting assignment
of the debt applied (e.g., the taxpayer was in an active installment agreement).”* An additional 85 cases
were recalled because the taxpayer’s account was in Currently Not Collectible (CNC) hardship status.”
For about 3,000, cases, however, the reason given for recall is “other.”® The IRS expects to be able to
provide a complete breakdown of the “other” category beginning in January 2018.5

In FY 2017, PCAs returned to the IRS the debts of about 1,500 taxpayers.”® PCAs are required to return
to the IRS as “unable to collect” those cases in which “the taxpayer indicates that payment of the balance
due immediately or through a payment arrangement would leave him or her unable to pay necessary
living expenses or a medical hardship is reported.”™ PCAs are also required to return cases to the IRS
after requesting a single “voluntary payment,” 7.e., a payment that does not fully pay the liability and is
not made pursuant to an installment agreement.®® These two conditions requiring return of a case are
related, however. While PCAs are not permitted to request a voluntary payment “when the taxpayer
expresses they are unable to pay,” PCAs are permitted to request a voluntary payment when the taxpayer
cannot pay the liability immediately or pursuant to an installment agreement, which itself suggests that
the taxpayer is experiencing economic hardship.®’ PCAs are required to report the reasons for returning

52 d.

53 IRS response to TAS information request (Oct. 06, 2017), indicating that the IRS had recalled the debts of 3,781 taxpayers
as of Sept. 14, 2017.

54 |d., indicating that 693 cases were recalled because a statutory exception applied.

55 |d. These accounts were designated as in currently not collectible (CNC) hardship status after assignment. IRS response to
TAS information request (Dec. 19, 2017).

56 IRS response to TAS information request (Oct. 06, 2017), indicating that 3,003 cases had been recalled for the reason of
“other.”

57 IRS response to TAS information request (Dec. 19, 2017), clarifying that “the ability to detail the recall reasons in the
‘other’ category will be available for recalls beginning January 2018 and forward. The IRS won’t have the ability to provide
detail for any periods prior to January 2018.”

58 IRS, PDC Program Scorecard for Fiscal Year 2017, showing the PCAs had returned debts of 1,538 taxpayers.

59 PPG section 12.3, PCA Unable to Collect.

60 PPG section 10.2.1, providing: “If the taxpayer cannot full pay, within 120 days or with a payment arrangement, the PCA will
make one attempt to verbally secure a voluntary payment” and directing PCAs: “After making the one attempt to secure a
voluntary payment, the PCA will hold the account 10 business days from the date the voluntary payment was request [sic]
and initiate the return of the account back to the IRS.”

61 PPG section 10.2 provides “When the taxpayer cannot full pay the tax debt within the Collection Statute Expiration Date
(CSED) or 7 years, whichever less [sic], the PCA will attempt to secure a voluntary payment.” PPG section 10.2.1, Voluntary
Payments, provides that voluntary payments are not to be solicited “when the taxpayer expresses they are unable to pay.”
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cases to the IRS.®* However, as the IRS has explained “[t]he voluntary payment information that we
have received to date is inconsistent and we are in the process of refining the criteria for reporting the
data. The PDC Project Office is working on a mechanism to capture the number of accounts with

voluntary payments and the total voluntary payment dollars collected, verified by the IRS.”®

With Unacceptable Frequency, Taxpayers Whose Debts Are Assigned to PCAs Are Placed in
Installment Agreements They Cannot Afford

There were 2,102 taxpayers who entered into installment agreements and made commissionable
payments while their debts were assigned to PCAs. Of these, 1,676 filed recent returns.®* The recent
returns of the 1,676 taxpayers who entered into installment agreements and made a payment while their
debts were assigned to PCAs show:

® Median income of $38,021;
B 473 taxpayers, or 28 percent, have incomes of less than $20,000; and

" ALEs exceeded total positive income for 755, or 45 percent of taxpayers.®

Even when their debts are not assigned to PCAs, taxpayers agree to installment agreement payments
they cannot afford.®® Insight into why taxpayers whose debts were assigned to PCAs enter into
installment agreements they cannot afford, apparently at a higher rate, has been hindered by the IRS’s
refusal to allow TAS to listen to calls between PCA employees and taxpayers.®”

CONCLUSION

IRC § 6306(c) requires the IRS to outsource some tax debt. However, the PDC program as
implemented has not generated net revenues and results in the IRS improperly paying commissions
to PCAs for work they did not perform. In the meantime, the most vulnerable taxpayers are making
payments and entering into installment agreements they cannot afford according to the IRS’s own
measures. The IRS should honor its commitment to taxpayers and do more to ensure that its PDC
program operates in accordance with the law and respects taxpayers’ rights.
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PPG section 17.1, Production Management Reports, section 17.3.2, Return Tracking Report.

IRS response to TAS information request (Oct. 06, 2017).

The income characteristics of all 2,102 taxpayers who entered into installment agreements, including the 426 who did not
file returns, are described in Research Study: Study of Financial Circumstances of Taxpayers Who Entered Into Installment
Agreements and Made Payments While Their Debts Were Assigned to Private Collection Agencies, vol. 2, infra.

IRTF, IRMF, CDW, data current through Sept. 28, 2017. The IRS publishes ALE standards, which determine how much money
taxpayers need for basic living expenses. See IRS, Collection Financial Standards, https://www.irs.gov/businesses/small-
businesses-self-employed/collection-financial-standards. We calculated the total monthly ALE for each taxpayer by summing
the monthly national standards for housing, health, and transportation costs based on the zip code, primary and secondary
taxpayer age, and total number of exemptions shown on each taxpayer’s most recently filed return. The annual ALE total

for a given taxpayer was computed by multiplying the monthly ALE total by twelve. A taxpayer was designated as below ALE
when his or her income from that taxpayer’s most recently filed return was lower than that taxpayer’s annual ALE total.

See National Taxpayer Advocate 2016 Annual Report to Congress vol. 2, 53 ,60, (Research Study: The Importance of
Financial Analysis in Installment Agreements (IAs) in Minimizing Defaults and Preventing Future Payment Noncompliance),
reporting that nearly 40 percent of individual taxpayers entering into installment agreements in 2014 had incomes below
their allowable living expenses.

TAS received 38 PDC cases during FY 2017. In 30 cases, the taxpayer asked for assistance in stopping contact from PCAs.
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RECOMMENDATIONS
The National Taxpayer Advocate recommends that the IRS:

1. Do not pay commissions on payments taxpayers make that are the result of interaction with the

IRS, rather than with PCAs.

2. Provide that the IRS will receive a credit for any improperly paid commissions, such as where a
taxpayer enters into an installment agreement directly with the IRS and makes a payment before
the recall of the cases is reflected on IRS databases.

3. Without waiting for collaboration from the Social Security Administration, use available IRS
data to exclude the debts of SSDI recipients from assignment to PCAs.

4. Adopt a definition of “potentially collectible inventory” that does not include debts of Social
Security retirement recipients whose incomes are less than 250 percent of the federal poverty level.

5. Require PCA employees to actively inquire, when speaking with taxpayers, whether a proposed
payment arrangement will leave the taxpayer unable to pay reasonable basic living expenses, and
to return such cases to the IRS.

6. Develop procedures for including a TAS representative in the process of monitoring or reviewing
phone calls between taxpayers and PCAs.

7. Develop procedures for sending letters to taxpayers soliciting payment of their past due taxes
more frequently than annually.
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MsSP TELEPHONES: The IRS Needs to Modernize the Way It Serves

#2

Taxpayers Over the Telephone, Which Should Become an
Essential Part of an Omnichannel Customer Service Environment

RESPONSIBLE OFFICIAL

Kenneth Corbin, Commissioner, Wage and Investment Division

TAXPAYER RIGHTS IMPACTED!
= The Right to Be Informed
B The Right to Quality Service
= The Right to a Fair and Just Tax System

DEFINITION OF PROBLEM

Taxpayers have the right to quality service, and expect the IRS to answer their questions and assist with
resolving their tax problems.? Despite the IRS’s efforts to direct taxpayers to use its online services
for assistance, many taxpayers are unwilling or unable to use these resources and still depend on

more personal forms of communication. The IRS has steadily decreased the availability of face-to-
face assistance at Taxpayer Assistance Centers (TACs),? leaving taxpayers with few other options for
communicating with the IRS, such as writing a letter or making a phone call.*

Each year, the IRS receives over 95 million telephone calls on its toll-free lines.’ It reported higher
service levels during fiscal year (FY) 2017, including an increase in the level of service (LOS) on its
Accounts Management (AM) lines from 53 percent in FY 2016 to 77 percent in FY 2017.° However,
service was not consistently high across channels, as the LOS on its Consolidated Automated Collection
Service (ACS) lines dropped from 70 percent in FY 2016 to just 47 percent in FY 2017”7 The IRS does

22

See Taxpayer Bill of Rights (TBOR), www.TaxpayerAdvocate.irs.gov/taxpayer-rights. The rights contained in the TBOR are
now listed in the Internal Revenue Code (IRC). See Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, Division Q,
Title IV, § 401(a) (2015) (codified at IRC § 7803(a)(3)).

IRS Restructuring and Reform Act of 1998 (RRA 98) § 3705(d), 105 Pub. L. No. 206, 112 Stat. 777 (“The Secretary of
the Treasury or the Secretary’s delegate shall provide, in appropriate circumstances, on telephone helplines of the Internal
Revenue Service an option for any taxpayer to talk to an Internal Revenue Service employee during normal business hours.
The person shall direct phone questions of the taxpayer to other Internal Revenue Service personnel who can provide
assistance to the taxpayer.”). See also RRA 98 § 3709, 105 Pub. L. No. 206, 112 Stat. 779.

See Most Serious Problem: Taxpayer Assistance Centers (TACs): Cuts to IRS Walk-In Sites Have Left the IRS With a
Substantially Reduced Community Presence and Have Impaired the Ability of Taxpayers to Receive In-Person Assistance, infra.
National Taxpayer Advocate 2015 Annual Report to Congress 3-13 (Most Serious Problem: Taxpayer Service: The IRS Has
Developed a Comprehensive “Future State” Plan That Aims to Transform the Way It Interacts With Taxpayers, But Its Plan May
Leave Critical Taxpayer Needs and Preferences Unmet).

IRS, Joint Operations Center (JOC), Snapshot Reports: Enterprise Snapshot (final week of each fiscal year (FY) for FY 2008
through FY 2017) (showing telephone call volumes exceeding 95 million in every year).

IRS, JOC, Snapshot Reports: Enterprise Snapshot (week ending Sept. 30, 2017).

Id. The Consolidated Automated Collection Service (ACS) reporting included both ACS product lines in FY 2016 and
included both ACS lines and the Installment Agreement/Balance Due lines in FY 2017).
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not expect a high LOS in FY 2018, anticipating overall LOS below 40 percent.® Thus, in FY 2018, only

four out of ten taxpayers calling to reach a live assistor will succeed.

The IRS’s planned “Future State Initiative” asserts that taxpayers should “expect the same level of service
when dealing with the IRS in the future as they have now from their financial institution or a retailer.”
However, comparing the performance of IRS call centers to those in the private sector or even call centers
at other government agencies demonstrates that IRS telephone service falls short of industry standards.

In fiscal year 2018, only four out of ten taxpayers calling to reach a live
assistor will succeed.

To meet the industry standard, the IRS must treat telephone service as an essential part of an
omnichannel service environment — one that enables taxpayers to engage with the IRS through the
channel of their choice and be heard.’® To create an omnichannel environment, the IRS must ensure
all channels of communication are alive, active, and interconnected, instead of advancing one means of
communication while neglecting others.

The National Taxpayer Advocate remains concerned that the IRS is treating its telephone operations
as a dying relic of taxpayer service as it moves forward with its plan to substantially reduce telephone
interactions with taxpayers and rely instead on more web-based services and tax practitioners." This
approach allows the IRS to focus on the channels of communication it prefers, but not where taxpayers

might find the best form of assistance. The IRS’s “Future State” approach to taxpayer service lacks a
comprehensive strategy that:

= Advances its telephone service as an integral part of an omnichannel customer service

environment;

= Incorporates additional call quality measures to assess a taxpayer’s overall experience and ability

to resolve issues on a call;!?

® Implements best practices for accuracy-related oversight and incorporates metrics to evaluate its
telephone assistors’ rates of satisfaction and engagement in the work they perform;' and

= Upgrades its outdated phone hardware technology to provide alternatives to waiting in a calling

queue, improved call routing features, and more extensive services to taxpayers."

8 IRS, Wage & Investment (W&lI), Business Performance Review (BPR) 4 (Nov. 9, 2017).

9 IRS, Future State Initiative (Aug. 27, 2017), https://www.irs.gov/newsroom/future-state-initiative.

10 For a discussion of telephone service measures, see Literature Review: Improving Telephone Service Through Better Quality
Measures, vol. 2, infra.

11 The IRS reports that its focus will continue towards providing options for qualified customers online to reduce the need for
telephone contact. IRS response to TAS information request (Nov. 29, 2017). See also National Taxpayer Advocate 2015
Annual Report to Congress 3-13 (Most Serious Problem: Taxpayer Service: The IRS Has Developed a Comprehensive “Future
State” Plan That Aims to Transform the Way It Interacts With Taxpayers, But Its Plan May Leave Critical Taxpayer Needs and
Preferences Unmet).

12 See Literature Review: Improving Telephone Service Through Better Quality Measures, vol. 2, infra.

13 d.

14 The percentage of IRS IT hardware in service beyond its useful life rose steadily from 40 percent at the start of FY 2013 to 64
percent at the start of FY 2017. See Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2017-20-051, Sixty-
four Percent of the Internal Revenue Service’s Information Technology Infrastructure Is Beyond Its Useful Life (Sept. 2017).
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ANALYSIS OF PROBLEM

Background

The IRS tracks the total number of calls it receives on its toll-free assistance lines, which is known as

the “Enterprise Total”. Calls to the AM telephone lines account for over 75 percent of all “Enterprise
Total” calls annually, and are where taxpayers go for answers to tax law and account inquiries.” The rest
are a combination of calls to the Consolidated ACS lines, which include most of the IRS’s compliance
service operations, and other low-volume telephone lines.'® Depending on which telephone number the
taxpayer calls and how the caller responds to the prompts he or she encounters, the call may be routed

to a Customer Service Representative (CSR) and categorized as an “Assistor Answered Call,” or the call
may be handled by the IRS’s automated processes.

When the IRS reports on the services it provides over the telephone, it typically uses the CSR LOS

as the measure of taxpayer access to an assistor.” The IRS reported its overall LOS increased from

FY 2016 to FY 2017, particularly during filing season.”* However, this increase should not be taken

as evidence of fundamental improvement in the IRS’s ability to provide service to taxpayers over the
telephone.” Over the years, the IRS’s approach to telephone service has been to switch resources from
one group of phone lines to another, essentially plugging the holes and masking underlying problems.?
While AM lines had a higher LOS in FY 2017, AM telephone assistors actually answered fewer calls
than in 2016 despite having more telephone assistors available.> In 2017, the Installment Agreement/
Balance Due line, which received over 8.6 million calls in FY 2017, was moved from the AM umbrella
to be grouped instead with the IRS’s Consolidated ACS lines.? While the IRS increased the amount of
telephone assistors available on its Consolidated ACS lines in FY 2017,% the demand on those lines rose

To meet the industry standard, the IRS must treat telephone service as an
essential part of an omnichannel service environment — one that enables
taxpayers to engage with the IRS through the channel of their choice and be
heard.

15
16
17

18

19
20
21

22
23

24

IRS, JOC, Snapshot Reports: Enterprise Snapshot (week ending Sept. 30, 2017); IRM 21.1.1.1.3 (Oct. 1, 2017).

Id.

The IRS’s formula for determining LOS is more complex than just number of calls received divided by number of calls
answered. The Customer Service Representative (CSR) Level of Service (LOS) formula is: (Assistor Calls Answered +
Automated Calls Answered (Info Messages)) divided by (Assistor Calls Answered + Automated Calls Answered (Info
Messages) + Emergency Closed + Secondary Abandons + (Add either Calculated Busy Signal OR Network Incompletes) +
(Add either Calculated Network Disconnects OR Total Disconnects)). IRS, JOC, Snapshot Reports: Enterprise Snapshot
(week ending Sept. 30, 2017). Note that CSR LOS is the relative success rate of taxpayers that call for Customer Account
Services (CAS) seeking assistance from a CSR. It does not represent the total number of callers who speak with a CSR.

IRS, JOC, Snapshot Reports: Enterprise Snapshot (week ending Apr. 22, 2017) (showing “Enterprise Total” LOS increased
from 72 percent in filing season (FS) 2016 to 79 percent in FS 2017).

See National Taxpayer Advocate FY 2018 Objectives Report to Congress 6.
Id. at 13.

IRS, JOC, Snapshot Reports: Enterprise Snapshot (week ending Sept. 30, 2017); IRS response to TAS information request
(Dec. 12, 2017).

Id.

IRS response to TAS information request (filing season (FS) Nov. 29, 2017) (showing the amount of telephone assistors
available on Consolidated ACS lines rose from 1,588 in FS 2016 to 1,944 in FS 2017).
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at a substantially higher rate.* As a result, the LOS on Consolidated ACS lines declined substantially.?
The current projections for FY 2018 show a sharp drop in LOS, as AM predicts it will only offer a 60
percent LOS during filing season and a 49 percent LOS during all other periods.?® The “Enterprise
Total” LOS, which includes AM and Consolidated ACS lines, is expected to be below 40 percent for FY
2018.%

In its Strategic Plan for FY 2014-2017, the IRS committed to serving taxpayers by directing them to
“the most appropriate digital or assisted service channel.””® However, the IRS has focused particularly
on expanding online applications in hopes that this will allow it to deliver higher levels of service within
current resources.”’ This plan fails to recognize the important role telephone service continues in
customer service.

Over the years, the IRS’s approach to telephone service has been to switch
resources from one group of phone lines to another, essentially plugging the
holes and masking underlying problems.

Telephone Service Is an Essential Part of an Omnichannel Taxpayer Service Environment

An omnichannel service environment “ensures the service level, responsiveness, and quality of service
received on individual channels and across channels would be equally high.”*® This type of environment
is customer-centric, designed to provide service that meets diverse needs and preferences taxpayers have
for communication. Relying on software, online resources, and tax practitioners does not address the
ongoing need for high quality telephone assistance.” Despite increased internet availability, over 13
million taxpayers do not have internet access in their homes, and over 41 million do not have broadband

24  Consolidated ACS lines saw an increase in calls in FY 2017, partially because the Installment Agreement/Balance Due
line, which received 8,625,539 calls in FY 2017, was moved in 2017 from the Accounts Management (AM) umbrella to be
grouped instead with the IRS’s Consolidated ACS lines. IRS, JOC, Snapshot Reports: Enterprise Snapshot (week ending
Sept. 30, 2017).

25 The LOS on Consolidated ACS lines dropped from 70 percent with an average 18 minute wait time in FY 2016 to just a 47
percent LOS in FY 2017 with wait times of a staggering 30 minutes. IRS, JOC, Snapshot Reports: Enterprise Snapshot (week
ending Sept. 30, 2017).

26 IRS, W&I, BPR 22 (Nov. 9, 2017).

27 Id. at 4.

28 IRS, Strategic Plan FY 2014-2017, https://www.irs.gov/pub/irs-pdf/p3744.pdf (including an objective to “Provide Timely
Assistance Through a Seamless, Multichannel Service Environment to Encourage Taxpayers to Meet Their Tax Obligations
and Accurately Resolve Their Issues”).

29 IRS response to TAS information request (Dec. 12, 2017).

30 Aspect, What Is an Omnichannel Experience?, https://www.aspect.com/glossary/what-is-omni-channel-customer-service-
experience.

31 National Taxpayer Advocate 2015 Annual Report to Congress 3-13 (Most Serious Problem: Taxpayer Service: The IRS Has
Developed a Comprehensive “Future State” Plan That Aims to Transform the Way It Interacts With Taxpayers, But Its Plan May
Leave Critical Taxpayer Needs and Preferences Unmet).
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internet access there.*> Vulnerable populations — seniors, low income taxpayers, and people with
disabilities — are much less likely to have internet access available in their own home.*

Many taxpayers who do have internet access feel more comfortable receiving customer service over the
phone, especially within the vulnerable populations previously mentioned.** TAS’s Service Priorities
Project Survey showed that among taxpayers who have internet access, only 60 percent chose the IRS’s
website as their first service channel of contact.”® Over 20 percent chose the IRS’s telephone lines as
their primary channel of communicating with the IRS.*® Service task complexity and the urgency of the
task seem to influence the channel taxpayers choose for a service.” For instance, for a relatively simple
task such as getting a form or instructions, or checking on a tax refund, most respondents chose to use
the internet to obtain these services.® However, for services such as getting answers to tax law questions
or assistance with an IRS notice, more respondents called or visited an IRS office.”’ Taxpayers also
reported a higher success rate for resolving more complex issues like tax law questions over a phone call
than for using online resources. For example, taxpayers reported a 72 percent “first contact resolution”
rate (FCR) for phone calls concerning tax law compared to just 50 percent FCR for online inquiries

about tax law. %

32

33

34

35
36
37

38
39
40

26

Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling Common
Taxpayer Service Needs, vol. 2, infra.

Home internet access is an especially important statistic when considering implications for the IRS, as many in these
groups may feel uncomfortable entering personal information related to tax obligations online over a computer that is not
their own. Only 53 percent of lower income individuals and 51 percent of older individuals have home internet access.

Pew Research Center, Internet/Broadband Fact Sheet (Jan. 12, 2017), http://www.pewinternet.org/fact-sheet/internet-
broadband/. These percentages could drop further as the Federal Communications Commission (FCC) scales back its
Lifeline program funding internet access for low income communities. Ali Breland, FCC Votes to Limit Program Funding
Internet Access for Low-Income Communities, THe HiL (Nov. 16, 2017), http://thehill.com/policy/technology/360818-fcc-
moves-to-limit-program-funding-internet-access-for-low-income.

Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling Common
Taxpayer Service Needs, vol. 2, infra.

Id.

Id.

Id. On November 29, 2017, TAS interviewed several members of the Taxpayer Advocacy Panel (TAP) Toll-Free Phone Lines
Committee, a federal advisory committee comprised of citizen volunteers who work to improve IRS services by providing the
taxpayers’ perspective to various IRS operations. During the interview, one taxpayer noted, “Taxpayers often use the IRS
telephone lines when facing challenging problems that they have not been able to resolve on their own. On the phone, the
relationship becomes more personal as taxpayers can communicate and connect with the telephone assistor handling their
call. The telephone assistor can also engage more fully with the taxpayer to get to the heart of his or her concerns.” TAP
Toll-Free Phone Lines Interview (Nov. 28, 2017).

Id.

Id.

Id. See also Matthew Dixon, Karen Freeman, & Nicholas Toman, Stop Trying to Delight Your Customers, HARVARD BUSINESS
Review (July-Aug. 2010), https://hbr.org/2010/07/stop-trying-to-delight-your-customers (showing that 2.4 emails are used on
average to resolve an issue, while just 1.7 calls are needed).
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The following chart illustrates the frequency of service use by taxpayers by delivery channel:

FIGURE 1.2.1%

Top Needs for Those Using Only One Service by Delivery Channel

33.3%
Get a form or
publication

Get answers
to your tax
law questions

Get information
about a refund

Get transcripts
or prior year tax
return information

Get information
or assistance
about an IRS

notice or letter

W Website
Toll-Free Phone

Get tax return
preparation help

Taxpayer
Assistance Center
12.8%

Rather than seeking to reduce the need for telephone communication with increased online resources,*

the IRS should create a fluid omnichannel service environment in which taxpayers can begin a “support
activity in one channel, and seamlessly transition to another.”? The IRS’s 2016 Customer Satisfaction
Survey results for AM show that 46 percent of all callers reported using IRS.gov prior to calling its toll-
free lines.* Thus, instead of driving taxpayers to faster but less helpful channels, the IRS must provide
effective and consistent telephone service to complement information available on other channels in an
omnichannel environment.®®

41 Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling Common
Taxpayer Service Needs, vol. 2, infra.

42 IRS response to TAS information request (Nov. 29, 2017).

43 Aspect, What Is an Omnichannel Experience?, https://www.aspect.com/glossary/what-is-omni-channel-customer-service-
experience. See also The Northridge Group, State of Customer Experience 2017, 5 (2017), https://www.northridgegroup.
com/The-State-of-Customer-Service-Experience-2016 (“In business, we think about channels but customers just want to fix
the problem they are trying to address. They begin a conversation with a brand in one channel and may attempt to continue
it in another. Making that transition as seamless as possible through easy navigation, timely response and a consistent
brand voice drives the most satisfying customer service experiences.”).

44 IRS response to TAS information request (Dec. 12, 2017). A study by the Harvard Business Review suggests an even higher
percentage, finding that 57 percent of inbound call to commercial call centers come from customers that attempted to
use web resources first. Matthew Dixon, Karen Freeman, & Nicholas Toman, Stop Trying to Delight Your Customers, HARVARD
Business Review (July-Aug. 2010), https://hbr.org/2010/07/stop-trying-to-delight-your-customers.

45 See John Horrigan, Pew Research Center, How Americans Get in Touch With Government (May 24, 2004),
http://www.pewinternet.org/2004/05/24/how-americans-get-in-touch-with-government/.
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The IRS Should Use Qualitative Metrics That Capture the Caller’s Overall Satisfaction to
Evaluate and Improve Its Telephone Service

The IRS’s current approach to telephone service does not incorporate an in-depth understanding of
today’s callers, nor has the IRS developed telephone service measures in terms of customer loyalty

and satisfaction.” Operational measures, like the LOS, can yield a hollow result because they are

only indicative of efficiency, not taxpayer satisfaction with the way the IRS handles calls or provides
information.” Other measures used by the IRS, including adherence to telephone schedule and average
speed of answer,*® although important, are not necessarily outcomes in the mind of a caller and can
mask problems that occur during the call if it is improperly handled.¥ While the IRS does use metrics
that indicate quality, such as accuracy and professionalism,* these metrics should complement and be
informed by measures gauging a taxpayer’s overall experience on a call.® For example, the IRS should
do more than just track the issue a taxpayer calls about, and collect information to understand why a
taxpayer needed assistance with that particular issue and where any confusion arose. Similarly, metrics
should be used to identify patterns of problems that IRS telephone assistors have trouble resolving.>?

The metric that assesses the “single biggest driver of customer satisfaction” is the rate of FCR.*> The
IRS currently collects resolution data through its Quality Review Systems and the Customer Satisfaction
Survey.”® However, the response rate for Customer Satisfaction Surveys administered by the IRS is very

Instead of driving taxpayers to faster but less helpful channels, the IRS
must provide effective and consistent telephone service to complement
information available on other channels in an omnichannel environment.
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28

“Just because the IRS does not operate on a profit margin like private sector companies does not make customer loyalty
any less important. While the IRS does not directly “earn” profits as the result of a successful call, a customer-centric
approach to telephone service would still benefit the IRS by improving its perception among taxpayers, increasing voluntary
compliance, and reducing rework for the IRS down the road.” TAP Toll-Free Phone Lines Interview (Nov. 28, 2017).

See Literature Review: Improving Telephone Service Through Better Quality Measures, vol. 2, infra.

IRS response to TAS information request (Dec. 12, 2017).

Darren Baguley, Contact Centre Benchmarking, AusTRALIAN INSTITUTE oF MANAGEMENT (June 1, 2008), http://blog.aim.com.au/
contact-centre-benchmarking/.

IRS response to TAS information request (Dec. 12, 2017).

See Government Accountability Office (GAO), GAO-15-84, Managing for Results: Selected Agencies Need to Take Additional
Efforts to Improve Customer Service 29 (Oct. 2014), http://www.gao.gov/assets/670/666652.pdf (emphasizing “the

need for a single, centralized management framework for receiving customer feedback so that all information about the
customers can be linked together to facilitate a more complete knowledge of the customer”).

This type of qualitative information helps the IRS understand not just that inaccurate information was given, but why the
telephone assistor gave the wrong information. See GAO, GAO-15-84, Managing for Results: Selected Agencies Need to Take
Additional Efforts to Improve Customer Service 29 (Oct. 2014), http://www.gao.gov/assets/670/666652.pdf.

Jeff Rumburg, MetricNet, Metric of the Month: First Contact Resolution 5 (2011), http://www.thinkhdi.com/~/media/
HDICorp/Files/Library-Archive/Insider%20Articles/First%20Contact%20Resolution.pdf. The first contact resolution rate is
determined by measuring “the percentage of all calls that are resolved on the first attempt, without the agent needing to
refer the customer to a colleague, their manager, or calling the customer back. International Finance Corp., Measuring Call
Center Performance: Global Best Practices 7 (June 2010).

IRS response to TAS information request (Dec. 12, 2017).
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First Contact Resolution is important because it shows whether telephone
assistors are actually answering a caller’s questions, not just their calls.

small.” TAS recommends that the IRS incorporate a specific resolution metric to be uniformly assessed
on each call>®* While there are multiple ways to measure FCR, the most important consideration is that
the caller, not telephone assistor, makes the determination of whether a problem was resolved.”

FCR is important because it shows whether telephone assistors are actually answering a caller’s questions,
not just their calls.?® The industry standard for FCR is above 70 percent.”” Yet TAS’s Service Priorities
Project Survey showed that almost 40 percent of taxpayers calling the IRS felt the call did not fully
resolve their problem.®® Issues such as return preparation assistance, information on a notice, and
information on a refund had particularly low resolution rates over the telephone.®’ These results show
that taxpayers are not getting the full assistance they need over the phone, which can negatively impact
voluntary compliance.

Along with measuring FCR, the IRS should monitor the subjects of taxpayer complaints to understand
other reasons a taxpayer may not have been satisfied with a call. While the IRS has procedures for
responding to individual complaints,* it currently has no official system to track taxpayer complaints
about telephone service.”” Compiling complaints would allow the IRS to know whether “customer
concerns are localized, specific to a given function, agency-wide, or systemic.”*

55 IRS response to TAS information request (Dec. 12, 2017). The IRS reports a 95 percent confidence level that the reported
percentages are within +/- one percent confidence interval. However, for AM lines, less than one percent of all calls
answered gets selected for the customer satisfaction survey, and just five percent of those selected participate in the
survey. This limitation undercuts the value of administering such a measure, as those that did not respond to the survey
could have very different opinions from the callers that did choose to complete the survey. In April 2017, the IRS eliminated
customer satisfaction surveys for the Automated Under-reporter (AUR) and Compliance Center Exam (CCE) lines partially
because of low response rates. Rather than eliminating satisfaction surveys, the IRS should consider using multiple other
types of survey formats, such as mailed comment cards, online, or a callback number, to allow taxpayers to participate at
their convenience.

56 See Literature Review: Improving Telephone Service Through Better Quality Measures, vol. 2, infra.

57 See Darren Baguley, Contact Centre Benchmarking, AUSTRALIAN INSTITUTE OF MANAGEMENT (June 1, 2008).

58 “A call with the IRS should resolve the taxpayer’s issue or at least identify the specific steps the taxpayer must take to do
so. It is incredibly frustrating for a call to conclude with the taxpayer no better off than before the call began, especially if
the taxpayer has spent a lengthy period waiting just to speak to a telephone assistor.” TAP Toll-Free Phone Lines Interview
(Nov. 28, 2017).

59 International Finance Corp., Measuring Call Center Performance: Global Best Practices 7 (June 2010).

60 Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling Common
Taxpayer Service Needs, vol. 2, infra.

61 Id.

62 See IRM 21.1.3.16 (Oct. 1, 2014); IRM 5.19.5.3.11(11) (July 25, 2014).

63 IRS response to TAS information request (Nov. 29, 2017) (noting that complaints are only tracked through the e-Trak system
for general correspondence, which is not intended as a searchable database).

64 Government Accounting Office (GAO), GAO-15-84, Managing for Results: Selected Agencies Need to Take Additional Efforts to
Improve Customer Service 29 (Oct. 2014), http://www.gao.gov/assets/670/666652.pdf.
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Understanding trends across repeat customer calls and behavioral patterns would allow the IRS to
better anticipate customers’ needs and preempt future calls.”® Creating a taxpayer-focused approach

to measuring telephone service would likely help the IRS improve taxpayer loyalty and voluntary
compliance, thereby protecting taxpayers from more costly and adversarial compliance and enforcement
actions down the road.

IRS Telephone Assistors Need to Be Engaged With Ways to Improve Their Performance
and Enhance Caller Satisfaction

TAS’s review of relevant literature shows that keeping telephone assistors engaged in the service they
provide is critical to improving call quality and caller satisfaction.®® Unhappy telephone assistors make
for unhappy callers.”” Most telephone assistors are motivated by a desire to provide a service that satisfies
a caller and helps resolve the problem.®® While most IRS Customer Account Services (CAS) employees®
recognize the importance of their work to organizational goals, many feel they don’t have the knowledge
or skills necessary to accomplish organizational goals.”® Many of these employees are also dissatisfied
with the training and resources available to help them get their job done.”!

CAS employees reported particularly low levels of feeling personal empowerment with respect to work
processes.”> Many employees are concerned that their voices are not being heard at a leadership level,
and feel their talents and training needs are not well assessed.”” Telephone assistors are at the front
lines of taking a relational approach to telephone service, and are key resources for improving taxpayer
loyalty and detecting emerging service issues.”* Therefore, the IRS needs to better listen and respond
to its telephone assistors’ concerns. The IRS should give telephone assistors a sense of ownership over
their work by equipping them with the tools and issue-focused training to help resolve a caller’s inquiry
directly in as few steps as possible, thereby improving employee satisfaction and call quality.”

65
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See also Matthew Dixon, Karen Freeman, & Nicholas Toman, Stop Trying to Delight Your Customers, HARVARD BUsINESS REVIEW
(July—Aug. 2010), https://hbr.org/2010/07/stop-trying-to-delight-your-customers (“22 percent of repeat calls involve
downstream issues related to the problem that prompted the original call, even if that problem itself was adequately
addressed the first time around. Although companies are well equipped to anticipate and “forward-resolve” these issues,
they rarely do so, generally because they’re overly focused on managing call time.”).

See Literature Review: Improving Telephone Service Through Better Quality Measures, vol. 2, infra.
lan Jacobs et al., Forrester Research, How to Measure and Improve the Contract Center Agent Experience 1 (Apr. 16, 2015).
Audrey Gilmore, Call Centre Management: Is Service Quality a Priority?, 11 MaNAciNng ServicE QuaLity 153-59 (2001).

The IRS uses the Federal Employee Viewpoint Survey as a key indicator of employees’ perceptions of the agency and

employee satisfaction; however, the IRS does not isolate information specific to telephone assistors. Responses from
the IRS CAS employees includes IRS telephone assistors. TAS recommends that the IRS incorporate more satisfaction
measures specific to telephone assistors in the future. See IRS response to TAS information request (Dec. 12, 2017).

IRS response to TAS information request (Dec. 12, 2017) (showing that while 81 percent agree that they know how their
work relates to the agency’s goals and priorities, 19 percent of CAS employees did not feel the workforce had the job-
relevant knowledge and skills necessary to accomplish organizational goals).

IRS response to TAS information request (Dec. 12, 2017) (showing only 44 percent of CAS employees were satisfied with
resources and 44 percent were satisfied with training). In FY 2017, the IRS spent on average of just $87 on training per
W&I employee, including CSRs. IRS response to TAS information request (Nov. 7, 2017).

IRS response to TAS information request (Dec. 12, 2017) (showing just 33 percent of CAS employees felt a feeling of
personal empowerment).

IRS response to TAS information request (Dec. 12, 2017) (showing 45 percent of CAS employees feel their training needs
are assessed and 49 percent agree that their talent is being used well in the workplace).

See, e.g., Scott Ferguson, IRWeb, Customer Early Warning System Keeps Small Problems From Becoming Big Ones (June 7,
2016), http://irweb.irs.gov/AboutlRS/co/dcse/sehighlights/archive/50431.aspx (“Listening to employees and monitoring
customer touch points helps identify issues as they occur or begin to develop, instead of reacting later to a potentially larger
issue.”). The IRS should make sure its employees are aware of and utilize more programs like the Customer Early Warning
System (CEWS) to ensure its telephone assistors’ voices are being heard and to identify ways to improve its telephone service.

lan Jacobs et al., Forrester Research, How to Measure and Improve the Contract Center Agent Experience 7 (Apr. 16, 2015).
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While most IRS Customer Account Services employees recognize the
importance of their work to organizational goals, many feel they don’t have
the knowledge or skills necessary to accomplish organizational goals.

The IRS Should Use New Technology and Adopt Industry Best Practices to Improve
Taxpayers’ Experience on Its Telephone Lines

To modernize call center operations, the IRS should develop a relationship-oriented approach and reduce
the effort callers must expend to get their problems resolved. Despite recommendations from TAS and
Taxpayer Advocacy Panel (TAP),” the IRS has not embraced current technology that would allow it to:

® Reduce the time a taxpayer spends waiting in a calling queue;
= Integrate and store taxpayer information across calls and channels; and

= Allow and improve ability to answer more complex tax law questions throughout the year.

These changes can help improve caller satisfaction and help empower telephone assistors to better
respond to the needs of taxpayers.”’

The IRS Should Use Callback Technology to Reduce the Amount of Time a Taxpayer Spends Idle
on the Phone

Implementing a callback function to its telephone service would allow the IRS to eliminate the burden
caused by long wait times. Studies show that two of every three callers hang up if kept on hold for
longer than two minutes.”® However, taxpayers calling the IRS waited for 13 minutes on average for a
telephone assistor to answer in FY 2017, while the average speed of answer on Consolidated ACS was
over 30 minutes in FY 2017, indicating that those taxpayers who do get through to the IRS have a great
need to speak with the IRS and are enormously patient.”” In TAS’s Service Priorities Project survey,
taxpayers identified long hold times as one of the biggest reasons they were unable to resolve issues
completely over the phone.®

There are several options modern technology offers to avoid long hold times that the IRS should
consider:

= “Virtual Hold” technology allows taxpayers the option to have the next available customer service
representative call them back, which results in no wait time®' TAS has previously recommended

76 See National Taxpayer Advocate 2014 Annual Report to Congress 1-12 (Most Serious Problem: Access to the IRS: Taxpayers
Are Unable to Navigate the IRS and Reach the Right Person to Resolve Their Tax Issues); TAP, 2016 Annual Report 24.

77 The proposals in this section are not intended to be an exhaustive list of ways to modernize telephone service. There are
many other resources, such as such as speech analytics tools, available for the IRS to consider as well. See Karolina
Kiwak, SearchCRM, Top Five Benefits of Speech Analytics Tools for Contact Centers (Apr. 28, 2017), http://searchcrm.
techtarget.com/report/Top-five-benefits-of-speech-analytics-for-the-call-center.

78 See, e.g., Taylor Jones, Arise, Arise 2017 Customer Service Frustration Series: Phone Hold Times (Feb. 2, 2017), http://www.
arise.com/resources/blog/arise-2017-customer-service-frustration-series-phone-hold-times.

79 IRS, JOC, Snapshot Reports: Enterprise Snapshot (Sept. 30, 2017).

80 See Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling
Common Taxpayer Service Needs, vol. 2, infra.

81 Silky Sinha, 8 Benefits of Call Back Technology for Your Contact Center, Avevo (Aug. 4, 2015), https://www.ameyo.com/
blog/8-benefits-of-call-back-technology-for-your-contact-center.
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this feature as a prudent investment that would substantially reduce unsuccessful calls to the IRS
and prevent taxpayers from wasting time while waiting to speak with a telephone assistor.®

= “Scheduled CallBack” is an additional feature that allows the taxpayer the flexibility of receiving
a call from the IRS during a window he or she specifies. This option also provides a telephone
assistor enough time to view the previous history and the necessary information about the
taxpayer contained in IRS systems before calling back, which leads to fewer calls abandoned
while a caller waits in the queue and higher first-contact resolution.®

More than limiting the inconvenience, adding a callback function would grant access to service for
taxpayers who have limited monthly cell phone minutes for phone calls, and those who otherwise could
not afford to spend the time required for a call to the IRS. While the IRS has identified customer
callback as its top priority telephone technology upgrade, it must take action to actually implement this
system.®

Using Taxpayer-Centric Routing and Information Retention Technology Would Allow the IRS to
Addyress Taxpayer Concerns More Quickly and Directly

The IRS should improve its call routing capabilities to allow a call to be directed to the appropriate
department and telephone assistor who can resolve the taxpayer’s issue. When a taxpayer calls the

IRS’s main line, he or she listens to a 30 second description of the availability of assistance on IRS.gov
and then is presented with five routing options.® Taxpayers may be confused about which option is
appropriate for their situation, or need assistance on multiple issues.’ TAS has previously recommended
that the IRS institute a system similar to a 311 system, where an initial operator would be able to ask
questions to understand why a taxpayer is calling.¥” Then, the operator would match the taxpayer with
the specific office within the IRS that handles his or her issue or case, which would improve FCR.# If

a caller does have to be transferred, TAS recommends using expedited transitions between services to
place the caller at the top of the queue for the appropriate telephone assistor.*
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See IRS Oversight: Hearing Before the H. Subcomm. of Financial Services and General Government Committee on
Appropriations, 115 Cong. 11 (2017) (statement of Nina E. Olson, National Taxpayer Advocate). TAP has also recommended
this feature to the IRS in its annual report. See TAP, 2016 Annual Report 24.

Silky Sinha, 8 Benefits of Call Back Technology for Your Contact Center, Amevo (Aug. 4, 2015), https://www.ameyo.com/
blog/8-benefits-of-call-back-technology-for-your-contact-center.

While the IRS has included customer callback on its list of technology priorities, it is not as highly ranked as TAS would like.
IRS response to TAS information request (Dec. 12, 2017).

This description is based off of a phone call made on December 10, 2017 by TAS to the IRS’s main line for individuals,
800-829-1040.

See National Taxpayer Advocate 2014 Annual Report to Congress 1-12 (Most Serious Problem: Access to the IRS: Taxpayers
Are Unable to Navigate the IRS and Reach the Right Person to Resolve Their Tax Issues).

Id.; see also Accenture, Transforming Customer Services to Support High Performance in New York City Government 6 (2013)
(discussing how New York City’s adoption of a 311 line has helped eliminate duplicative services, direct resources to areas
of need, and achieve excellence in caller satisfaction).

See National Taxpayer Advocate 2014 Annual Report to Congress 1-12 (Most Serious Problem: Access to the IRS: Taxpayers
Are Unable to Navigate the IRS and Reach the Right Person to Resolve Their Tax Issues) (noting a “persistent problem with
requiring most taxpayer calls to be handled by a CSR who handles a range of issues” is that “the CSR speaking to the
taxpayer may not have the expertise in the specific issue to assist the taxpayer.”).

If a caller is being transferred, one option recommended by taxpayers to ease the transition is to use a “warm transfer,”
where the initial telephone assistor stays on the line to introduce the taxpayer and the situation to the appropriate
telephone assistor. TAP Toll-Free Phone Lines Interview (Nov. 28, 2017).
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In addition to ensuring the taxpayer is connected to the appropriate telephone assistor, the IRS should
ensure that the taxpayer does not waste time repeating information once he or she has been connected.
IRS telephone assistors should be able to access prior related contacts the taxpayer has had with the IRS
over the phone or on other channels.”® Information retention and sharing is essential to a successful
omnichannel environment and allows taxpayers to avoid having to repeat sensitive information on
multiple occasions.”” Assistors should have access to “a unifying single database” retaining all of a
taxpayer’s prior interactions with the IRS to better understand and address their needs.”? In certain
instances, the IRS should give taxpayers the option of having one employee assigned to resolve a
taxpayer’s issue from start to finish.”> While IRS telephone assistors are trained to handle many types of
calls, taxpayers that have to make multiple calls to resolve an issue or were confused about information
on the initial call should be able to choose between speaking with the first available assistor or waiting to
speak with the same assistor who helped them initially.”

Information retention and sharing is essential to a successful omnichannel
environment and allows taxpayers to avoid having to repeat sensitive
information on multiple occasions. Assistors should have access to “a
unifying single database” retaining all of a taxpayer’s prior interactions with
the IRS to better understand and address their needs.

90 See Bank Administration Institute, Evolution of Contact Centers in Banking: Engaging and Empowering Agents in an
Omnichannel Operating Environment 10 (2015), https://www.avanade.com/~/media/asset/brochure/contact-centers-
in-banking-report.pdf (“But, whether a request or transaction was begun online, in the branch, on an ATM or from their
smartphone, customers still want an easy, seamless experience, without having to start over should they need assistance
from the contact center.”).

91 The Northridge Group, State of Customer Experience 2017 (2017), https://www.northridgegroup.com/State-of-Customer-
Experience-Report-2017. TAP has also recommended this feature to the IRS in its annual report, noting that the benefits of
information retention technology help to reduce the risk of identity theft. See TAP, 2016 Annual Report 24.

92 Voice Over Internet Protocol (Voip-info), Call Center Statistics, (July 26, 2012), https://www.voip-info.org/wiki/view/
Call+Center+Statistics; see also National Taxpayer Advocate 2016 Annual Report to Congress 109-120 (Most Serious
Problem: Enterprise Case Management (ECM): The IRS’s ECM Project Lacks Strategic Planning and Has Overlooked the
Largely Completed Taxpayer Advocate Service Integrated System (TASIS) As a Quick Deliverable and Building Block for the
Larger ECM Project) (“The age, number, and lack of integration across IRS case management systems as well as the lack
of digital communication and record keeping cause waste, delay, and make it difficult for IRS employees, including those
in TAS, to perform their jobs efficiently. They also create a burden on taxpayers, who must contend with IRS customer
service representatives who may not be able to access the records they need to assist taxpayers or must do so on multiple
systems”).

93 South Africa’s Nedbank, for instance, instituted an “AskOnce” promise, which guarantees that the representative who picks
up the phone will own the customer’s issue from start to finish. Matthew Dixon, Karen Freeman, & Nicholas Toman, Stop
Trying to Delight Your Customers, HarvarD Business Review (July—Aug. 2010), https://hbr.org/2010/07/stop-trying-to-delight-
your-customers.

94  While the IRS has the capability to assign particular telephone assistors to a case, this feature is currently only available
in very limited circumstances. IRS response to TAS information request (Nov. 29, 2017). This option should be made
more widely available. See Most Serious Problem: Identity Theft: As Tax-Related Identity Theft Schemes Evolve, the IRS
Must Continually Assess and Modify Its Victim Assistance Procedures, infra (noting the importance of having a single point of
contact in identity theft cases).
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IRS Telephone Assistors Should Answer Both “Basic” and “Complex” Tax Law Questions
Throughout the Year

Beginning in 2014, the IRS limited the scope of tax law questions it would answer over the phone.
Currently, IRS telephone assistors can only answer “basic” tax law questions during filing season, and no
tax law questions at all outside of filing season.”> This limitation sharply curtails what had once been a
valuable feature, as the IRS telephone lines had provided the “fastest and best experience” for taxpayers
seeking to get answers to tax law questions.”® Under the current approach, however, the roughly

16 million taxpayers who file returns later in the year are unable to get answers to any tax law questions
from the IRS.”

The IRS’s inability to answer “complex” tax law questions over the telephone fails to meet the needs

of taxpayers in today’s omnichannel service environment. As more people begin to access information
through other channels, contact center calls are often necessary to build on basic information a caller
may have already found, frequently resulting in more complicated and issue-oriented calls.”® Thus,
more “complex” tax law questions are the exact type of questions that taxpayers need assistance with
when they call the IRS.” Therefore, the IRS should allow taxpayers to ask tax law questions, basic and
complex, throughout the year and ensure that its telephone assistors have the resources and training

necessary to answer them completely.'®

CONCLUSION

The National Taxpayer Advocate urges the IRS to evaluate and improve the overall quality of a
taxpayer’s experience on the phone as a part of the omnichannel service environment. Decreasing
demand for phone assistance by offering online alternatives is simply not enough. The IRS needs to
embrace interactive, person-to-person communication with taxpayers. Telephone service provides
taxpayers an invaluable avenue to seck information that they may be unable or uncomfortable finding on
other channels.

To fulfill its mission to “provide America’s taxpayers with top quality service,” the IRS should commit
to taking steps to improve the quality of telephone service, as well as telephone technology. The IRS
needs to modernize the way it measures success to better account for factors that impact customer
satisfaction. In addition, keeping telephone assistors engaged will help improve the quality of telephone
calls. Finally, using callback technology and a knowledge database can help resolve taxpayers’ questions
on first contact. Even in a reduced-resource environment, these changes should be prioritized as they

95 National Taxpayer Advocate FY 2018 Objectives Report to Congress.

96 See TIGTA, Ref. No. 2007-40-164, The Internal Revenue Service Provides Helpful Tax Law Assistance but Still Has Problems
With Tax Return Preparation Assistance (Aug. 24, 2007).

97 National Taxpayer Advocate FY 2018 Objectives Report to Congress.
98 See Literature Review: Improving Telephone Service Through Better Quality Measures, vol. 2, infra.

99 See Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling
Common Taxpayer Service Needs, vol. 2, infra (showing tax law as the second most frequent service task on the IRS’s toll-
free phone lines). “There is a difference in being able to read the law, and being able to understand and follow the law.
Rather than just reading to taxpayers from information usually already available, IRS telephone assistors should work to
engage with taxpayers and help them troubleshoot any issues they have.” TAP Toll-Free Phone Lines Interview (Nov. 28,
2017).

100 The National Taxpayer Advocate is concerned that in FY 2017, the IRS spent on average just $87 on training per W&l
employee, including CSRs, who are expected to be able to answer tax law questions on a broad variety of topics. IRS
response to TAS information request (Nov. 7, 2017). See Most Serious Problem: Employee Training: Changes to and
Reductions in Employee Training Hinder the IRS’s Ability to Provide Top Quality Service to Taxpayers, infra.
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can ultimately save money by increasing voluntary compliance and reducing future work for the IRS."*!
These changes would allow the IRS to focus on ways to improve taxpayer satisfaction from telephone

interaction in an omnichannel customer service environment.

RECOMMENDATIONS
The National Taxpayer Advocate recommends that the IRS:

1. Develop a comprehensive strategy for improving its telephone service to be included in its next
Strategic Plan and in its Annual Appropriation Requests, with specific initiatives to increase
taxpayer satisfaction.

2. Incorporate qualitative measures, such as First Contact Resolution rate, used by other government
agencies and in the private sector to measure a caller’s overall experience and satisfaction with a
call.

3. Provide telephone assistors additional issue-focused training to help resolve a caller’s inquiry
directly in as few steps as possible.

4. Upgrade phone hardware technology to provide virtual hold and scheduled callback options to

callers.

5. Institute a system similar to a 311 system where an operator can transfer a taxpayer to the specific
office within the IRS that handles his or her issue or case.

6. Reinstate the capability for taxpayers to receive year-round tax law assistance over the telephone,
including a second-tier of assistance for more complex tax law issues.

101 “The IRS needs to shift its mindset from one that is constrained by dwelling on what it could potentially do if it had more
resources to one of creativity that focuses on what it can do to reach its goals with its existing resources.” TAP Toll-Free
Phone Lines Interview (Nov. 28, 2017).
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MSP ONLINE ACCOUNTS: The IRS’s Focus on Online Service Delivery
#3 Does Not Adequately Take Into Account the Widely Divergent
Needs and Preferences of the U.S. Taxpayer Population

RESPONSIBLE OFFICIALS

Kenneth Corbin, Commissioner, Wage and Investment Operating Division
Paul Mamo, Director, Office of Online Services

TAXPAYER RIGHTS IMPACTED!
5 The Right to Be Informed
5 The Right to Quality Service
5 The Right to Challenge the IRS’s Position and Be Heard
= The Right to Confidentiality
= The Right to a Fair and Just Tax System

DEFINITION OF PROBLEM

Since 2009, the National Taxpayer Advocate has advocated for and supports the IRS development

of an online account application for taxpayers and their authorized representatives.” However, with
approximately 41 million U.S. taxpayers without broadband at home and almost 14 million with no
internet access at all at home, the IRS must continue to fully staff other service channels and it needs

to upgrade its telephone technology to 21st century capabilities.” Taxpayers have a right ro quality
service and those taxpayers who want or need to interact with the IRS in a two-way conversation by
telephone or face-to-face service should receive the same level of quality service as those who use the
online self-help tools. The population of the United States is large and diverse in its taxpayer service
needs, and a one-size-fits-all approach is not appropriate for a tax collection agency. Moreover, voluntary
compliance and trust in the tax system are best promoted by person-to-person contact. In TAS’s 2016
and 2017 survey on Taxpayers’ Varying Abilities and Attitudes, approximately 50 percent disagreed with

1 See Taxpayer Bill of Rights (TBOR), www.TaxpayerAdvocate.irs.gov/taxpayer-rights. The rights contained in the TBOR are
now listed in the Internal Revenue Code (IRC). See Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, Division Q,
Title 1V, § 401(a) (2015) (codified at IRC § 7803(a)(3)).

2 See National Taxpayer Advocate 2009 Annual Report to Congress 95-109 (Most Serious Problem: The IRS Lacks a
Servicewide e-Services Strategy).

3 Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling Common
Taxpayer Service Needs, vol. 2, infra; Most Serious Problem: Telephones: The IRS Needs to Modernize the Way It Serves
Taxpayers Over the Telephone, Which Should Become an Essential Part of an Omnichannel Customer Service Environment,
supra; Literature Review: Improving Telephone Service Through Better Quality Measures, vol 2, infra.
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the statement “I feel secure sharing personal financial information over the Internet.” Thus, a multi-
aceted, omnichannel service strategy based on the needs and preferences of taxpayers is required.
faceted hannel trategy based on th ds and prefc f taxpay quired.

As the IRS focuses on providing self-service tools for taxpayers, the National Taxpayer Advocate has the
following concerns:

® The IRS’s decision to prioritize online services over other service channels is resource-driven
rather than based on research on taxpayer needs and preferences and the impact on compliance;

B Secure Access e-Authentication is a critical fraud prevention measure, but the 30 percent
verification rate proves that it creates a barrier to entry for all taxpayer populations, not just the
elderly and low income;®

= The low participation rates of the Taxpayer Digital Communications (TDC) pilot conducted
by several IRS organizations illustrate the need to maintain and improve traditional service
channels;

= The IRS should explore establishing a method for taxpayers to electronically submit
documents or payments to the IRS which involves a less rigorous level of e-authentication; and

= The IRS has failed to make the policy decision to restrict third party access to current and future

online applications.

ANALYSIS OF PROBLEM

Background

The IRS launched the online account application in Fall 2016.” The IRS adds additional features
in increments. Currently, the application is limited to individual use and provides the following
capabilities:®

® Details about current balance, with the balance broken down by year and tax type;

= Frequently asked questions about the account balance, with information on how to dispute a
balance shown;

= Ability to view payments made within the past 18 months;
= Ability to make payments or apply for an installment agreement;
® Messages reminding the user of approaching filing and payment due dates;

= Ability to view a snapshot of tax record data for the current tax year; and

4 Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling Common
Taxpayer Service Needs, vol. 2, infra (95 percent confidence level).

5  Organisation for Economic Co-operation and Development (OECD), Technologies for Better Tax Administration: A Practical
Guide for Revenue Bodies 26 (2016) (“While many individuals and businesses are shifting to working digitally across many
of the interactions they have, there are groups with legitimate needs that may never operate digitally (including the elderly
and those with limited access to broadband services due to their geographic location for instance). Additionally, there are
industries that have less access to technology, or that resist or feel less confident interacting with the tax administration
through digital channels, that will still require support.”).

6 IRS response to TAS information request (Nov. 22, 2017).

7 IRS News Release 2016-155, IRS Launches New Online Tool to Assist Taxpayers with Basic Account Information (Dec. 1,
2016); Luca Gattoni-Celli, Olson Details IRS Online Account Requirements, Remains Skeptical, 2016 TNT 96-5, Tax NoTes Topay,
(May 18, 2016).

8 IRS response to TAS fact check (Dec. 19, 2017); IRS response to TAS information request (Nov. 22, 2017); Meeting with
IRS Office of Online Service on Online Account Project Status Overview (Nov. 7, 2017); TAS user testing of online account
application (Nov. 3, 2017).
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= Ability to view and download transcripts for the past four tax years (including return transcripts,

account transcripts, wage and income transcripts, and record of account transcripts).’

The IRS plans to develop the following capabilities in future increments:*

B Verify identity on the online account — the application, ID Verify, will enable potential victims
of identity theft to self-report tax return details to either verify their information or confirm that
identity theft has occurred;"

B View more than 18 months of past payments; and"?
= Access copies or images of correspondence and notices."?
In addition, during usability testing of the online account, users expressed an interest in the IRS adding
the following features to the account:'
The ability to file taxes directly with the IRS;"
Live Chat;

The ability to retrieve tax records, including third party information reports;'® and

Graphs of data to show how income and taxes have changed over time.

Further, the IRS Office of Online Services (OLS) is in the process of developing a prototype for the
online account for third parties such as preparers (tentatively referred to as “Tax Pro”). The prototype
version of Tax Pro shared with TAS in June 2017 included the following capabilities:"”

B View a list of current clients for whom the practitioner holds a valid authorization;
B View a list of the most recent updates, upcoming deadlines and activity history;
B View a list of recent correspondences with the IRS, including document attachments;

® Add a client by submitting an online request to a client for an authorization such as a Power
of Attorney (POA), Tax Information Authorization (TIA), or Reporting Agent Authorization
(RAA); and

= Print a blank form or upload a signed form.
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For a description of the different types of transcripts, see IRS, Transcript Types and Ways to Order Them, available at
https://www.irs.gov/individuals/tax-return-transcript-types-and-ways-to-order-them (last visited Dec. 6, 2017).

IRS response to TAS information request (Nov. 22, 2017).

ID Verify will ultimately help the IRS determine whether to continue processing a flagged return. IRS response to TAS fact
check (Dec. 19, 2017); Meeting with IRS Office of Online Service on Online Account Project Status Overview (Nov. 7, 2017).
TAS encourages the IRS to include at least two years of payments to assist the taxpayer in filing claims for refunds. See
IRC § 6511.

As of December 19, 2017, the IRS has not approved nor made any decisions regarding timeframes or specific notices or
correspondence that will be available on the application. This feature is currently on a list of potential future capacities.
IRS response to TAS fact check (Dec. 19, 2017); IRS response to TAS information request (Nov. 22, 2017).

IRS response to TAS information request (Nov. 22, 2017) (Mediabarn conducted a series of user testing experiences in
2017 to test various prototypes of the online account).

The National Taxpayer Advocate has recommended that the IRS develop a platform to allow taxpayers to file directly with
the agency at no cost. See, e.g., National Taxpayer Advocate 2004 Annual Report to Congress 471-77 (Key Legislative
Recommendation: Free Electronic Filing for All Taxpayers).

The National Taxpayer Advocate has recommended in the past that the IRS provide a platform for taxpayers to view or
download third party information reports. See, e.g., National Taxpayer Advocate 2013 Annual Report to Congress, vol. 2, at
67-96 (Research Study: Fundamental Changes to Return Filing and Processing Will Assist Taxpayers in Return Preparation and
Decrease Improper Payments).

IRS Office of Online Services email to TAS (June 21, 2017).
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The IRS conducted focus groups on Tax Pro during the 2017 IRS Nationwide Tax Forums, during
which tax professionals, not just limited to Circular 230 practitioners, tested the account and
provided suggestions on how to make it more navigable, easy to understand, and recommended future
capabilities. The results of the focus groups were generally positive. A few noteworthy recommended
features include:'®

= Providing an “action list” of upcoming items to complete;
= The capability to perform tax research within the account; and

® The capability to upload documents other than the authorization forms.

The IRS’s Decision to Prioritize Online Services Over Other Service Channels is
Resource-driven Rather than Based on Research on Taxpayer Needs and Preferences and
the Impact on Compliance

Given the current budget environment, it is understandable that the IRS points taxpayers toward less
costly self-service options. However, migration toward more online interaction between the IRS and
taxpayers, at the expense of personalized services, will not save resources in the long term. The National
Taxpayer Advocate has long advocated that the IRS develop the online account application, but only

supports such development if it is only one component of a omnichannel service strategy.”

Digital interaction is not appropriate for certain populations, nor is it suitable for taxpayers with
anything but simple and straightforward transactions and information needs. Once a taxpayer faces
enforcement action, it is imperative that the IRS assist the taxpayer by learning the taxpayer’s particular
facts and circumstances to help bring him or her into compliance and to educate the taxpayer on how to
avoid making similar mistakes in the future. The IRS can only accomplish this through personalized
services. Further, if taxpayers face too many obstacles in their attempted interactions with the IRS, their
frustrations will mount and their willingness to voluntarily comply in the future may suffer. Thus, the
IRS has developed a strategy that places too much emphasis on the online account, without adequately

The IRS has developed a strategy that places too much emphasis on the
online account, without adequately addressing the service needs and
preferences of taxpayers or the compliance consequences of their failing to
have their needs met.

18 IRS response to TAS information request (Nov. 22, 2017).

19 See, e.g., National Taxpayer Advocate 2013 Annual Report to Congress, vol. 2, at 67-96 (Research Study: Fundamental
Changes to Return Filing and Processing Will Assist Taxpayers in Return Preparation and Decrease Improper Payments). An
omnichannel environment is one in which the level of service, responsiveness, and quality of service received on any one
channel is equally high across channels. In addition, a taxpayer could seamlessly transition from one channel to another.
Most Serious Problem: Telephones: The IRS Needs to Modernize the Way It Serves Taxpayers Over the Telephone, Which
Should Become an Essential Part of an Omnichannel Customer Service Environment, supra; Literature Review: Improving
Telephone Service Through Better Quality Measures, vol 2, infra.

Taxpayer Advocate Service — 2017 Annual Report to Congress — Volume One 39



Most Serious

Problems

Over the years TAS has conducted several important research studies and
surveys of different taxpayer populations, which the IRS has completely
ighored because the survey findings do not jive with the direction the IRS
wishes to pursue.

addressing the service needs and preferences of taxpayers or the compliance consequences of their failing
20
t.

to have their needs me
Accordingly, the IRS needs to incorporate research on taxpayer needs and preferences into its
2018-2022 IRS Strategic Plan. Over the years, TAS has conducted several important research studies
and surveys of different taxpayer populations, which the IRS has completely ignored because the survey
findings do not jive with the direction the IRS wishes to pursue.?! Moreover, we can offer a plethora

of suggestions based on the dozen National Taxpayer Advocate Public Forums on Taxpayer Needs and
Preferences we hosted throughout the country in 2016.* During these Public Forums, TAS specifically
solicited comments about needs and preferences for the IRS’s online account application from the
various panels of witnesses representative of each community visited.

In 2016 and 2017, TAS conducted a nationwide survey of U.S. taxpayers about their needs, preferences,
and experiences with IRS taxpayer service conducted entirely by telephone (landline and cell phone).*
The findings of this survey confirm the need to maintain an omnichannel service strategy. For example,

20
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IRS response to TAS information request (Nov. 22, 2017). The IRS has contracted third parties to conduct usability testing
for the individual online account and has been responsive to the user comments and suggestions regarding messaging,
display, navigability, and features of the application. The IRS also conducted focus groups of the TaxPro prototype during
the 2017 IRS Nationwide Tax Forums. It has also conducted online surveys of individual taxpayers which provide some
evidence of how already-online taxpayers would like to interact with the IRS about some activities. However, it has not
conducted comprehensive analysis of the online needs or taxpayer service needs of the U.S. taxpayer population, and it
has ignored the significant work that the TAS has conducted in this regard. For a detailed discussion of the research, see
National Taxpayer Advocate 2016 Annual Report to Congress 17-23, 123-24; National Taxpayer Advocate 2015 Annual
Report to Congress 61-62.

For a description of TAS’s research on taxpayers’ service needs and preferences, see National Taxpayer Advocate 2016
Annual Report to Congress 17-23 (Special Focus: IRS Future State: The National Taxpayer Advocate’s Vision for a Taxpayer-
Centric 21st Century Tax Administration); National Taxpayer Advocate 2016 Annual Report to Congress 121-37 (Most Serious
Problem: Online Accounts: Research into Taxpayer and Practitioner Needs and Preferences is Critical as the IRS Develops an
Online Account System). See also, Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward
IRS Options for Fulfilling Common Taxpayer Service Needs, vol. 2, infra; National Taxpayer Advocate 2015 Annual Report to
Congress, vol. 2, 101-10 (Research Study: Understanding the Hispanic Underserved Population); National Taxpayer Advocate
2014 Annual Report to Congress, vol. 2, 1-26 (Research Study: Low Income Taxpayer Clinic Program: A Look at Those Eligible
to Seek Help From the Clinics); National Taxpayer Advocate, Characteristics of Low Income Taxpayers and Implications for Tax
Administration, Presentation to the Services & Enforcement Executive Steering Committee (Jan. 8, 2015).

For a more detailed discussion of the Public Forums, see National Taxpayer Advocate FY 2017 Objectives Report to
Congress 1-52 (Preface: National Taxpayer Advocate’s Introductory Remarks, Including an Update on the National Taxpayer
Advocate Public Forums on Taxpayer Needs and Preferences).

For details on the National Taxpayer Advocate Public Forums on Taxpayer Service Needs and Preferences, including
submitted written statements from panelists as well as full transcripts of the forums, see https://taxpayeradvocate.irs.gov/
public-forums (last visited Apr. 20, 2017).

See Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling
Common Taxpayer Service Needs, vol. 2, infra; See National Taxpayer Advocate 2016 Annual Report to Congress, vol. 2,

at 1-30 (Research Study: Taxpayers’ Varying Abilities and Attitudes Toward IRS Taxpayer Service: The Effect of IRS Service
Delivery Choices on Different Demographic Groups).
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survey results detailed below show that a significant percentage of taxpayers may not be able to access
the internet or do not feel skilled at conducting research on the interest.

The survey has shown that approximately 41 million U.S. taxpayers have no broadband access at all in
their homes.”> Taxpayers with internet service connections slower than broadband will likely experience
delays when attempting to access large files or complex web pages — including irs.gov which has over
135,000 web pages.*® Vulnerable populations, including low income taxpayers, elderly taxpayers, and
taxpayers with disabilities, are especially impacted by this issue, as illustrated in the chart below:

FIGURE 1.3.1, No Broadband Access by Demographic Group?

Taxpayer Population Estimated Percentage

Not Low Income 21.8%
Low Income 35.5%
41.7%
Disabled 31.2%

In addition, almost 14 million U.S. taxpayers have no internet access at all at home, most significantly
an issue in the vulnerable populations.

As illustrated below, the vulnerable populations also feel less skilled conducting internet research.

FIGURE 1.3.2, Percentage of Survey Respondents Who Disagreed with the Statement “I
am skilled at doing research on the Internet.”?

Taxpayer Population Estimated Percentage

Not Low Income 7.0%
Low Income 14.1%
22.9%
Disabled 17.8%

Further, the study confirmed that the web is suitable for certain types of service needs. For example,
the survey showed that taxpayers were more likely to be satisfied using the web channel to obtain a form
than any of the other channels. In fact, 76 percent of respondents indicated that they used the web as
the first channel to obtain a form or publication. In addition, approximately 42 percent of respondents

25 See Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling
Common Taxpayer Service Needs, vol. 2, infra (95 percent confidence level).

26 IRS response to TAS fact check (Dec. 19, 2017). Prior to the recent irs.gov launch, organizations across the agency
conducted a content cleanup effort in to reduce redundant, inaccurate, or outdated content on the website. IRS.gov now
has a total of over 140,000 web pages, static files (e.g., PDFs), and other content items.

27 See Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling
Common Taxpayer Service Needs, vol. 2, infra (95 percent confidence level).

28 See National Taxpayer Advocate 2016 Annual Report to Congress, vol. 2, 1-30 (Research Study: Taxpayers’ Varying Abilities
and Attitudes Toward IRS Taxpayer Service: The Effect of IRS Service Delivery Choices on Different Demographic Groups).

29 Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling Common
Taxpayer Service Needs, vol. 2, infra (95 percent confidence level).
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used the web as their first channel (compared to 37 percent using the phone) to obtain information
about an IRS notice or letter. The IRS should review the results of this survey to understand the service
needs and preferences of taxpayers before they make any long term strategic decisions on taxpayer
services.*

In addition to the above-noted research, the IRS, in collaboration with the TAS, should undertake a
comprehensive study of taxpayer needs and preferences by taxpayer segment, using surveys (telephone,
online, and mail), focus groups, town halls, public forums, and research studies. These initiatives
should be designed to determine taxpayer needs and preferences, and not be biased by the IRS’s own
desired direction.

Secure Access e-Authentication Is a Critical Fraud Prevention Measure, but the
30 Percent Verification Rate Proves it Creates a Barrier to Entry for All Taxpayer
Populations, Not Just the Elderly and Low Income

To gain access to the online account application, taxpayers are required to pass a multi-factor
e-authentication process, called Secure Access.?! For calendar year 2017 through September 30 (before
the IRS suspended Secure Access due to the Equifax breach, discussed below), only about 30 percent
of the taxpayers who attempted to verify their identity through Secure Access in order to use the online

account were able to do so.*

While it is crucial to protect the integrity of taxpayer data, Secure Access e-authentication creates a
barrier to access during normal operation of the program. We are not suggesting that the IRS reduce
its security protections. To the contrary, we believe protecting the security of taxpayer information is
absolutely essential. The IRS must recognize that providing necessary security has implications for
how many taxpayers will be able to access online accounts and how many will need to use other service
channels, such as telephones or taxpayer assistance centers (TACs).

The IRS suspended Secure Access in mid-October until early December due to the data breach at
Equifax, the company contracted by the IRS to verify taxpayers’ identities for the program. This
suspension impacted several online applications, including the online account, the TDC Secure
Messaging system, Get Transcript, Identity Protection Personal Identification Number (IP PIN)
issuance, and e-services for practitioners. For the online account program and TDC pilot, existing
account holders were not impacted, but the suspension of Secure Access prevented new users from
creating accounts.”® This is clearly disruptive at best, but it may also drive taxpayers away from IRS
online applications if they fear that their confidential information is in jeopardy of being hacked.

30
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Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling Common
Taxpayer Service Needs, vol. 2, infra (95 percent confidence level).

For more details about the multi-factor e-authentication requirements, see National Taxpayer Advocate 2016 Annual Report
to Congress 121-37 (Most Serious Problem: Online Accounts: Research into Taxpayer and Practitioner Needs and Preferences
Is Critical as the IRS Develops an Online Taxpayer Account System).

IRS response to TAS fact check (Dec. 19, 2017); IRS response to TAS information request (Nov. 22, 2017). The verification
rate drops to 27 percent when excluding those taxpayers who opted to receive an activation code by mail rather than by
mobile phone. The mail option is particularly relevant to taxpayers who have pay-as-you-go mobile phones or a business/
family plan mobile phone not associated with the taxpayer’s name. See IRS, Secure Access: How to Register for Certain
Online Self-Help Tools, https://www.irs.gov/individuals/secure-access-how-to-register-for-certain-online-self-help-tools (last
visited Nov. 26, 2017).

Steven Overly, IRS Temporarily Suspends Contract with Equifax, Poumico (Oct. 12, 2017).
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Before the Equifax data breach, taxpayers were already apprehensive about
sharing their personal financial information over the internet. Specifically, in
TAS’s 2016 and 2017 survey on Taxpayers’ Varying Abilities and Attitudes,
approximately 50 percent disagreed with the statement “I feel secure
sharing personal financial information over the Internet”

Before the Equifax data breach, taxpayers were already apprehensive about sharing their personal
financial information over the internet. Specifically, in TAS’s 2016 and 2017 survey on Taxpayers’
Varying Abilities and Attitudes, approximately 50 percent disagreed with the statement “T feel

secure sharing personal financial information over the Internet.”* This episode likely increased the
apprehension found by the TAS survey. It also solidifies the need to fully staff other service channels,
because if one service channel is unexpectedly suspended, the users of the suspended channel should
have other options to communicate with the IRS.

The Low Participation Rates of the TDC Pilot Conducted by Several IRS Organizations
lllustrate the Need to Maintain and Improve Traditional Service Channels

Several organizations within the IRS, including Small Business/Self Employed (SB/SE) Exam, Large
Business and International (LB&I), and TAS, conducted a pilot of the TDC Secure Messaging system
beginning as early as December 2016.> The SB/SE and TAS pilots used the same e-authentication
requirements as the online account, Secure Access.* TDC enables the participating IRS organizations
to send and receive electronic webmail, along with certain digital documents (including uploaded
scanned or photographed documents), to and from taxpayers through a secure portal. Taxpayers can
communicate within the system using computers, smartphones or tablets.”

TAS’s TDC pilot included unrepresented taxpayers with Earned Income Tax Credit (EITC) or levy
cases. Fewer than ten taxpayers opened accounts out of the more than 700 taxpayers who were offered
to participate in the pilot. Many pilot participants (both TAS case advocates and taxpayers) noted that
the e-authentication requirements were the main reason for not opening an account. They also noted
that it was simply easier to fax the information rather than scan and upload. Many taxpayers either

deemed the process too burdensome or did not have the necessary information to pass Secure Access.*®

34 Research Study: A Further Exploration of Taxpayers’ Varying Abilities and Attitudes Toward IRS Options for Fulfilling Common
Taxpayer Service Needs, vol. 2, infra (95 percent confidence level).

35 SB/SE Exam began piloting TDC in December 2016 and TAS began the pilot in April 2017. Karen Shiller, SB/SE
Commissioner, Changing the Face of Taxpayer Communication in Exam (May 2016). TAS is conducting the pilot in the
following four offices: Dallas, Nashville, New Orleans, and Cleveland. The TAS pilot only includes unrepresented taxpayers
involved in Earned Income Tax Credit (EITC) or levy cases. IRS SERP Alert 17A0048, Secure Messaging Pilot for SBSE
Correspondence Exam (TDC) (Feb. 6, 2017); IRS SERP Alert 16A0336, Secure Messaging Pilot for SBSE Correspondence
Exam (TDC) (Dec. 20, 2016); Luca Gattoni-Celli, IRS Plans to Launch Secure Messaging Pilots for Exams, TAS, 2017 TNT
24-5, Tax Notes Topay (Feb. 2, 2017). In August 2017, the Office of Appeals launched a 90-day pilot of a new web-based
virtual conference option for taxpayers and their representatives. In late October, Appeals decided to extend the pilot
through the end of February 2018. However initial results of the pilot were not available as of the date Appeals responded
to the TAS fact check. IRS Office of Appeals response to TAS fact check (Dec. 12, 2017).

36 The LB&I TDC pilot did not include e-authentication requirements because alternate authentication was deemed reliable and
less burdensome to the participants. LB&I response to TAS fact check (Dec, 15, 2017).

37 TAS Communications, Stakeholder Liaison, and Online Services TAS Focus Group Report: Taxpayer Digital Communication
(TDC) Pilot (Nov. 2017).

38 Id.
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The SB/SE Exam pilot includes taxpayers who claimed itemized deductions, claimed an education
credit, and who were selected for a correspondence exam. The pilot uses TDC as an alternative
communications channel for correspondence exams where examiners need to receive documents

and other explanations from individual filers or their representatives to substantiate filing claims.
Preliminary results from the pilot show almost 24 percent of the taxpayers who were sent an invitation
to participate in the pilot attempted to create an account (2,194 attempts to create an account out of
9,149 invitations to participate in the pilot). Of the taxpayers who responded at all to the invitation
to participate in the pilot, the rate was nearly 48 percent (2,194 attempts to create an account out of
the 4,598 taxpayers who responded through any channel).? Of those attempts to create an account,
less than half (971 out of 2,194) succeeded in opening an account.’ The top reasons provided for not
opening an account were as follows: !

® The program was perceived to be too much trouble;

® The taxpayer did not see the stuffer;

® The taxpayer thought the offer was a scam;

® The taxpayer could not pass e-authentication requirements;

= The taxpayer is “too old fashioned” to use the online service; and

= The taxpayer could not access the website.

LB&T’s pilot uses TDC to facilitate fee disputes with pharmaceutical companies resulting from their
annual branded prescription drug compliance filings, required under the Affordable Care Act (ACA).
Due to the nature of the pilot, the LB&I TDC pilot did not include e-authentication requirements
because alternate manual authentication was deemed reliable and less burdensome to the participants.®
Of the 115 offers to participate in the pilot, about 16 companies opened an account (with 56 total users).

The results of the TDC pilot provide useful information on the ability of taxpayers to participate in the
IRS online applications with Secure Access e-authentication requirements. The initial results of the
pilots show a low participation rate, which further supports the need for the IRS to maintain high levels
of service on traditional service channels such as phone and in-person at the TACs.

TAS’s Taxpayer Digital Communication pilot included unrepresented
taxpayers with Earned Income Tax Credit or Levy cases. Fewer than ten
taxpayers opened accounts out of the more than 700 taxpayers who were
offered to participate in the pilot.

39
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IRS response to TAS fact check (Dec. 19, 2017); SB/SE response to TAS fact check (Dec. 18, 2017).
IRS response to TAS information request (Nov. 22, 2017).

The SB/SE Exam pilot involved attaching a stuffer to the first page of the initial contact letter. A week later, SB/SE Exam
also mailed Letter 5919, reminding taxpayers secure messaging was an option. IRS response to TAS information request
(Nov. 22, 2017).

IRS response to TAS fact check (Dec. 19, 2017); LB&I response to TAS fact check (Dec, 15, 2017); IRS response to TAS
information request (Nov. 22, 2017).
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The IRS Should Explore Establishing a Method for Taxpayers to Electronically
Submit Documents or Payments to the IRS Which Involves a Less Rigorous Level of
E-authentication

During the TAS TDC pilot, participants raised concerns about the unnecessarily burdensome
e-authentication requirements where the taxpayer merely wanted to electronically submit documents.*
They raised a valid point — When confidential taxpayer information is only flowing inzo the IRS, there
is little risk that the IRS will wrongly disclose information.

For example, when a taxpayer is submitting documentation for an audit or providing evidence

of economic hardship for TAS, the taxpayer is not receiving information from the IRS. In such
circumstances, it seems unnecessarily burdensome to require the user of the online application to pass
the strict multi-factor requirements of Secure Access.** A taxpayer submitting documentation by mail
or fax is not subject to authentication requirements, because the IRS does not disclose confidential tax
return information in this one-way inbound communication.

While Secure Access is absolutely essential to protect taxpayer information on many online applications
where the user can gain access to confidential tax return information, we do not believe the risk is as
high when the taxpayer is submitting information to the IRS, but the IRS does not disclose information
to the taxpayer. There is likely a lower risk that an identity thief would take the initiative to submit
documents, or especially payments, to the IRS in the taxpayer’s name. The IRS should evaluate

the feasibility of creating a method to electronically submit documents or payments to the IRS with
reduced e-authentication standards. The platform could be the digital equivalent to faxing or mailing
documents to the IRS. It is our understanding that the IRS already tested a program with lower
e-authentication requirements with the IRS ID.me authentication pilot. The pilot involved potential
identity theft victims submitting confidential information online to verify their identity.* The third-
party vendor performing the verification required significantly less information than the current Secure
Access requirements. Unlike Secure Access, the pilot did not request loan account numbers or require
the participant to have a text-enabled phone plan associated with the taxpayer’s name or address.*
While the verification rate for the pilot was only approximately 50 percent, it is still significantly higher
than the verification rate experienced by Secure Access. We are not recommending that the IRS use

the same e-authentication procedure as the ID.me authentication pilot, but we believe it is merely one
example of a way the IRS could reduce the burden on taxpayers, especially when the flow of information
is one-way, from the taxpayer to the IRS.

Since 2005, the National Taxpayer Advocate has recommended that the
IRS restrict third party access to online account applications to only those
practitioners subject to IRS oversight under Circular 230.

43 TAS Communications, Stakeholder Liaison, and Online Services, TAS Focus Group Report: Taxpayer Digital Communication
(TDC) Pilot (Nov. 2017).

44 For a detailed description of the information required to pass Secure Access requirements, see IRS, Secure Access: How to
Register for Certain Online Self-Help Tools, https://www.irs.gov/individuals/secure-access-how-to-register-for-certain-online-
self-help-tools (last visited Dec. 5, 2017).

45  For information about the ID.me pilot, see IRS, Identity Verification Service, https://www.irs.gov/identity-theft-fraud-scams/
idverify (last visited Dec. 20, 2017).

46 A3 Executive Governance Board, Authentication, Authorization, and Access (A3): Presentation to the A3 EGB, Slide 7 (Nov. 9,
2017); IRS, Identity Verification Service, https://www.irs.gov/identity-theft-fraud-scams/idverify (last visited Dec. 20, 2017).
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The IRS Has Failed to Make the Policy Decision to Restrict Third Party Access to
Current and Future Online Applications

Before the IRS progresses too much further designing features for existing and future online
applications, it must make critical policy decisions regarding third party access to these applications.
Since 2005, the National Taxpayer Advocate has recommended that the IRS restrict third party access
to online account applications to only those practitioners subject to IRS oversight under Circular 230.4
Such practitioners include attorneys, certified public accountants, enrolled agents, enrolled actuaries, and
enrolled retirement plan agents.”® In addition, pursuant to Revenue Procedure 2014-42, preparers who
have obtained the voluntary Annual Filing Season Program (AFSP) Record of Completion can represent
taxpayers before the IRS during an examination of a tax return or claim for refund they prepared.” To
receive the record of completion, the preparer must consent to be subject to the duties and restrictions
relating to practice before the IRS in § 10.51 of Circular 230 for the entire period covered by the record
of completion.”® Therefore, preparers who have the voluntary record of completion are subject to
Circular 230. Once the IRS strengthens the testing requirements in the AFSP, the IRS should expand
online account access to those preparers who obtain the AFSP record of completion.” The IRS can
monitor and enforce this requirement, because it has the preparer tax identification numbers (PTING)
for these individuals.

The IRS has not taken any definitive actions to support the restriction of third party access. In fact,
when the IRS conducted focus group sessions on Tax Pro during each of the 2017 IRS Nationwide Tax
Forums, it did not attempt to limit participation to only Circular 230 practitioners.” If the IRS does
not make these policy decisions soon, online account development might progress to a point where

it would be difficult to undo any launched capabilities that are inconsistent with this very important
taxpayer protection. It could also wrongly create expectations of non-Circular 230 professionals if it
invites these professionals to test the prototype of the application.

Without instituting safeguards on third party access to the system, the IRS could inadvertently
perpetuate preparer misconduct. Uncredentialed preparers could gain access, interact with the IRS
on the taxpayer’s behalf, and potentially address notices, proposed adjustments, or even proposed
correctable errors without the taxpayer’s consent or knowledge.”® Although the vast majority of return
preparers are conscientious and ethical, the IRS has ample evidence and experience showing that there
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See, e.g., National Taxpayer Advocate 2005 Annual Report to Congress 249-59 (Most Serious Problem: Accessibility of
E-Services For Tax Practitioners).

31 U.S.C.§ 10.3.
Rev. Proc. 2014-42, § 4.05(2)(a), I.R.B. 2014-29 (July 14, 2014).
Rev. Proc. 2014-42, |.R.B. 2014-29 (July 14, 2014).

The National Taxpayer Advocate supports providing access to certain preparers, but only if they have satisfied robust
minimum competency standards, which include a one-time “entrance” examination to ensure basic competency in return
preparation and continuing education courses to ensure preparers keep up to date with the many frequent tax-law changes.
The current voluntary Annual Filing Season Program does not satisfy this threshold. For a detailed description of these
recommendations, see National Taxpayer Advocate 2016 Annual Report to Congress 121-37 (Most Serious Problem: Online
Accounts: Research into Taxpayer and Practitioner Needs and Preferences is Critical as the IRS Develops an Online Taxpayer
Account System); National Taxpayer Advocate 2015 Annual Report to Congress 64-70 (Most Serious Problem: Preparer
Access to Online Accounts: Granting Uncredentialed Preparers Access to an Online Taxpayer Account System Could Create
Security Risks and Harm Taxpayers).

IRS response to TAS information request (Nov. 22, 2017).

For more detail on the National Taxpayer Advocate’s position on the proposed correctable error legislation, see The National
Taxpayer Advocate’s 2014 Annual Report to Congress: Hearing Before the H. Comm. on Oversight and Government Reform,
Subcomm. on Government Operations, 114th Cong. 34-5 (2015) (written testimony of Nina E. Olson, National Taxpayer
Advocate).
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Without instituting safeguards on third party access to the system, the
IRS could inadvertently perpetuate preparer misconduct. Uncredentialed
preparers could gain access, interact with the IRS on the taxpayer’s behalf,
and potentially address notices, proposed adjustments, or even proposed
correctable errors without the taxpayer’s consent or knowledge.

is a subset of return preparers who are negligent or commit refund fraud.”* We received overwhelming
support for this recommended restriction at the 2016 National Taxpayer Advocate Public Forums
conducted around the country.”

CONCLUSION

The National Taxpayer Advocate believes that the IRS online account application is an essential addition
to a omnichannel service delivery approach. The application benefits those taxpayers and representatives
who have the ability to access the program and who prefer this service channel. However, not all
taxpayers have the ability to access the program due to various reasons, including lack of broadband
access, inability to pass the strict multi-factor e-authentication requirements, or simply that their service
need is complicated and they need to understand how the rules apply to their particular facts and
circumstances. Accordingly, the IRS should continue to provide personalized services to taxpayers.
Finally, the IRS should restrict third party access to such application to those practitioners who are
subject to IRS oversight pursuant to Circular 230.

54 The National Taxpayer Advocate’s 2014 Annual Report to Congress: Hearing Before the H.R. Comm. on Oversight and
Government Reform, Subcomm. on Government Operations, 114th Cong. 18-20 (Apr. 15, 2015) (written testimony of
Nina E. Olson, National Taxpayer Advocate); See National Taxpayer Advocate 2014 Annual Report to Congress 543-44;
National Taxpayer Advocate Fiscal Year 2015 Objectives Report to Congress 71-78; National Taxpayer Advocate 2013
Annual Report to Congress 61-74 (Most Serious Problem: Regulation of Return Preparers: Taxpayers and Tax Administration
Remain Vulnerable to Incompetent and Unscrupulous Return Preparers While the IRS Is Enjoined from Continuing its Efforts to
Effectively Regulate Return Preparers).

55 For details on the National Taxpayer Advocate Public Forums on Taxpayer Service Needs and Preferences, including
submitted written statements from panelists as well as full transcripts of the forums, see https://taxpayeradvocate.irs.gov/
public-forums (last visited Mar. 30, 2017).
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RECOMMENDATIONS
The National Taxpayer Advocate recommends that the IRS:

1. Maintain a omnichannel approach to taxpayer service delivery to meet the needs and preferences
of taxpayers and representatives who either cannot or prefer not to use the online account
application for their particular interaction with the agency.

2. The Commissioner of Wage & Investment, the Director of Online Services, and the National
Taxpayer Advocate should jointly undertake a collaborative and comprehensive study of taxpayer
needs and preferences by taxpayer segment, using surveys (telephone, online, and mail), focus
groups, town halls, public forums, and research studies (including TAS research studies and
literature reviews). These initiatives should be designed to determine taxpayer needs and
preferences, and not be biased by the IRS’s own desired direction. This study should contain
recommendations jointly agreed to by the principals for a comprehensive 21st century taxpayer
service strategy.

3. Explore establishing a method for taxpayers to electronically submit documents or payments to

the IRS which involves a less rigorous level of e-authentication.

4. Restrict third party access to those practitioners subject to Circular 230 oversight. Once the
IRS strengthens the AFSP examination requirements, the IRS should permit ASFP Record of
Completion holders to gain access to the application.

5. Upgrade phone technology to the 21st century, including call-backs.*®

56 See Most Serious Problem: Telephones: The IRS Needs to Modernize the Way It Serves Taxpayers Over the Telephone, Which
Should Become an Essential Part of an Omnichannel Customer Service Environment, supra.
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MSP AUDIT RATES: The IRS Is Conducting Significant Types and

#4 Amounts of Compliance Activities That It Does Not Deem
to Be Traditional Audits, Thereby Underreporting the Extent
of Its Compliance Activity and Return on Investment, and
Circumventing Taxpayer Protections

RESPONSIBLE OFFICIALS

Kirsten Wielobob, Deputy Commissioner, Services and Enforcement
Kenneth Corbin, Commissioner, Wage and Investment Division

Mary Beth Murphy, Commissioner, Small Business/Self-Employed Division
Doug O’Donnell, Commissioner, Large Business and International Division
Sunita Lough, Commissioner, Tax Exempt and Government Entities Division

TAXPAYER RIGHTS IMPACTED!
u The Right to Challenge the IRS’s Position and Be Heard
5 The Right to Appeal an IRS Decision in an Independent Forum
5 The Right to Finality
B The Right to a Fair and Just Tax System

1 See Taxpayer Bill of Rights (TBOR), www.TaxpayerAdvocate.irs.gov/taxpayer-rights. The rights contained in the TBOR are now
listed in the Internal Revenue Code (IRC). See Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, Div. Q, Title IV,
§ 401(a) (2015) (codified at IRC § 7803(a)(3)).
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DEFINITION OF PROBLEM

The National Taxpayer Advocate has previously written about the issue of “real” vs “unreal” audits.?
Under Internal Revenue Code (IRC) § 7602(a)(1), the IRS has the authority to examine any books,
papers, records, or other data that may be relevant to ascertain the correctness of any return.* This
type of examination can be referred to as a traditional or “real” audit. However, the IRS interprets this
IRC provision narrowly and takes the position that a host of taxpayer compliance contacts through
programs and procedures such as math error corrections, Automated Underreporter (AUR), identity and
wage verification, and Automated Substitute for Return (ASFR) are not classified as “real” audits.* Yet
these contacts, or “unreal” audits, where taxpayers must provide documentation or information to the
IRS, comprise the majority of compliance contacts and eclipse “real” audit figures.> And to taxpayers,
these “unreal” audits may feel very much like a “real” examination, in particular a correspondence
examination.® This distinction between “real” and “unreal” audits has real-world consequences that
impact taxpayer rights, including the right to challenge the IRS’s position and be heard, the right to appeal
an IRS decision in an independent forum, the right to finality, and the right to a fair and just tax system.

IN

50

See National Taxpayer Advocate 2016 Annual Report to Congress 27-29 (Special Focus: IRS Future State: The National
Taxpayer Advocate’s Vision for a Taxpayer-Centric 21st Century Tax Administration); National Taxpayer Advocate 2011
Annual Report to Congress 24 (Introduction to Revenue Protection Issues: As the IRS Relies More Heavily on Automation
to Strengthen Enforcement, There is Increased Risk It Will Assume Taxpayers Are Cheating, Confuse Taxpayers About Their
Rights, and Sidestep Longstanding Taxpayer Protections); Nina Olson, What’s an Audit, Anyway?, NATIONAL TAXPAYER ADVOCATE BLoG
(Jan. 25, 2012), https://taxpayeradvocate.irs.gov/news/what’s-an-audit-anyway. In its response to our standard request
that the IRS verify the data cited in this discussion, the IRS objected to our use of the terms “real audits” and “unreal
audits” and requested that we not use them. Its response stated:
An audit is defined per the Code as an examination of books and records, and is subject to limitations (i.e., only one
inspection of a taxpayer’s books shall be made each taxable year — unless there is evidence of fraud, malfeasance,
etc. [See IRC §] 7605(b), Policy Statement P-4-3). Other contacts with a taxpayer (e.g., to verify or adjust a discrepancy
between the taxpayer’s return and third-party information returns) do not meet the definition of an inspection of the books
and records within the meaning of [section] 7605(b) of the Code. Taxpayers may not always make such a distinction.
However, the IRS must follow the law and properly distinguish an audit versus a contact. The terms “real” and “unreal” are
inaccurate, misleading and a mischaracterization of IRS’ interactions with taxpayers [emphasis added].

The National Taxpayer Advocate disagrees and believes the use of the terms “real audits” and “unreal audits” are
appropriate for purposes of this discussion. As the IRS notes, taxpayers generally do not make a distinction. Receipt of

a notice stating that the IRS will increase the taxpayer’s liability unless the taxpayer responds and provides acceptable
documentation to support his or her return position feels like an audit, regardless of whether it is technically an audit within
the definition of IRC § 7605(b), a math-error adjustment, or a document-matching adjustment made by the IRS’s Automated
Underreporter (AUR) program. Moreover, as this Most Serious Problem demonstrates, the National Taxpayer Advocate
believes the IRS’s reporting of statistics, which focus heavily on the audit rate, understates the true level of IRS compliance
activity, which includes “real” and “unreal” audits.

See Most Litigated Issue: Summons Enforcement Under IRC §§ 7602, 7604, 7609, infra.
See Rev. Proc. 2005-32, § 4.03, 2005-23 I.R.B. 1206.

See National Taxpayer Advocate 2016 Annual Report to Congress 27-28 (Special Focus: IRS Future State: The National
Taxpayer Advocate’s Vision for a Taxpayer-Centric 21st Century Tax Administration). In addition to the “unreal” audits
mentioned here, other IRS functions may conduct work that may be similar to an “unreal” audit. For example, in additional
to “real” examinations, the Tax Exempt and Government Entities (TE/GE) Exempt Organizations function conducts
compliance checks “to determine whether an organization (i.e., taxpayer) is adhering to recordkeeping and information
reporting requirements.” When TE/GE conducts a compliance check, the taxpayer is contacted and may be asked to submit
information. Although the taxpayer is not required to respond to a compliance check, TE/GE may ultimately select the case
(whether the taxpayer responds or not) for a “real” audit where appeal rights would be available. However, to the taxpayer,
the pre-audit compliance contact may feel very similar to an audit in that the IRS is contacting them regarding information
filed on a form or return. See IRS, Tax Exempt and Government Entities FY 2018 Work Plan 8 (Sept. 28, 2017), https://
www.irs.gov/pub/irs-tege/tege_fy2018_work_plan.pdf; IRS, Tax Exempt and Government Entities Business Performance
Review FY 2017: Second Quarter 17; See also IRS Pub. 4386, Compliance Checks: Examination, Audit or Compliance Check?
(Apr. 2006); Internal Revenue Manual (IRM) 4.75.9.2.2, Compliance Check Workstreams (Aug. 9, 2016).

See, e.g., Effectively Representing Your Client Before the IRS: A Practical Manual for the Tax Practitioner with Sample
Correspondence and Forms 3-9 (Keith Fogg ed., 2015) (noting that “to millions of taxpayers, receipt of a notice from one of
the Service’s information-matching return programs feels very much like an examination or investigation”). A description of
the three different types of IRS examinations is provided below.
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The IRS’s “Future State” Initiative calls for the increased use of these types of “unreal” audit programs,
which will undoubtedly impact many more taxpayers.” It is therefore crucial for the IRS to reevaluate
and revise its current guidance about what constitutes an audit, through the lens of the Taxpayer Bill of
Rights.

The National Taxpayer Advocate is concerned that the narrow definition of “real” audits:

= Causes the IRS to publicly report misleading information. For instance, the IRS only reports
“real” audit statistics, which skews the audit rate and understates the IRS’s actual level of
compliance contacts with taxpayers. It also causes the IRS to not completely and accurately
report its return on investment (ROI) for compliance activities, as the IRS does not include all
“unreal” audit programs in its ROI calculations;

= Limits a taxpayer’s ability to appeal to the IRS Office of Appeals (“Appeals”), as a taxpayer who
disagrees with an “unreal” audit’s proposed assessment generally receives a statutory notice of
deficiency, without the opportunity to seek an administrative review with Appeals to resolve the
issue; and

= Circumvents statutory taxpayer protections from unnecessary audits as, under the IRS’s current
position, taxpayers that are subjected to an “unreal” audit may face a “real” audit and other
“unreal” audits at a later time.?

ANALYSIS OF PROBLEM

Background

Traditional or “Real” Audits

As noted above, under IRC § 7602 (a)(1) the IRS has the authority to examine any books, papers,
records, or other data that may be relevant to ascertain the correctness of any return.” The IRS

conducts three types of traditional examinations or “real” audits: correspondence, field, and office.’® A
correspondence exam is conducted by mail for a single tax year and generally involves no more than

a few issues that the IRS believes can be resolved by producing documents." A field exam deals with
more complex issues and involves a face-to-face meeting between the taxpayer and an IRS revenue agent,
at the taxpayer’s home or place of business.? Finally, an office audit is conducted at a local IRS office

7  See, e.g., IRS, Exploring the IRS Future State: Balancing Taxpayer Needs with IRS Budget and Resource Constraints, adapted
from ABA National Institute on Tax Controversy, Las Vegas, NV 16 (Dec. 9, 2016), https://www.irs.gov/pub/newsroom/
future_state_aba.pdf (noting that one of the focus areas of Small Business/Self Employed (SB/SE) and Wage & Investment
(W&I) is issue identification and filing resolution to “maximize prerefund automatic issue identification and self-correction”).

8 See IRC §7605(b). This section provides “no taxpayer shall be subjected to unnecessary examination or investigations,
and only one inspection of a taxpayer’s books of account shall be made for each taxable year unless the taxpayer requests
otherwise or unless the Secretary, after investigation, notifies the taxpayer in writing that an additional inspection is
necessary.”

9  See Most Litigated Issue: Summons Enforcement Under IRC §§ 7602, 7604, 7609, infra.

10 Part 4 of the IRM discusses the IRS’s examination process. For a good discussion of the different types of IRS
examinations, see Effectively Representing Your Client Before the IRS: A Practical Manual for the Tax Practitioner with Sample
Correspondence and Forms 3-9, 10 (Keith Fogg ed., 2015). See also National Taxpayer Advocate 2011 Annual Report to
Congress vol. 2, 71 (discussing the differences between field and correspondence audits).

11 See National Taxpayer Advocate 2011 Annual Report to Congress vol. 2, 71 (discussing the differences between field and
correspondence audits).

12 See IRM 4.10.3.3.2, Where to Conduct Interviews (Feb. 26, 2016).
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and generally involves issues that are more complex than those found in correspondence exams but less
complex than field ones."

Typically, in the “real” audit context, before issuing a statutory notice of deficiency, which enables

a taxpayer to petition the Tax Court, the IRS will issue a 30-day letter to the taxpayer offering the
opportunity to request an administrative appeal with IRS Appeals." In addition, under IRC § 7605 (b),
taxpayers are protected from unnecessary examinations and the IRS is generally allowed to conduct only
one inspection of a taxpayer’s books of account for each taxable year.”

Other Compliance Contacts or “Unreal” Audits

The IRS also conducts a host of other compliance contacts with taxpayers, which can be categorized
as “unreal” audits, and often solely rely on matching third-party documentation against the taxpayer’s
return.'® These contacts include:

= Math or Clerical Error — Congress has given the IRS authority to circumvent normal deficiency
procedures in certain circumstances. IRC § 6213 (b) authorizes the IRS to make a summary
assessment of tax due where that addition is the result of a mathematical or clerical error on a
return. To make this summary assessment, the IRS must explain the error to the taxpayer.”” The
taxpayer has 60 days from the date of the notice to request that the IRS abate the tax.' The
IRS cannot begin to collect the tax due until the taxpayer has agreed to it or until the 60 days
have passed.” If the taxpayer requests the tax be abated, the IRS must first use the deficiency
procedures under IRC § 6212 to increase the tax shown on the return.? It is also the only way
for the taxpayer to preserve the right to challenge the adjustment in the Tax Court — the only
prepayment judicial forum.”!

13
14

15

16

17
18
19
20
21
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See IRM 4.10.3.3.2, Where to Conduct Interviews (Feb. 26, 2016).

See IRS Publication 3498-A, The Examination Process (Audits by Mail) (Jan. 2014), available at http://www.irs.gov/pub/irs-
pdf/p3498a.pdf. For times for requesting appeals conferences, see IRM 4.19.13.14.2, Transfer to Appeals (Jan. 1, 2016).

IRC § 7605(b) provides “no taxpayer shall be subjected to unnecessary examination or investigations, and only one
inspection of a taxpayer’s books of account shall be made for each taxable year unless the taxpayer requests otherwise or
unless the Secretary, after investigation, notifies the taxpayer in writing that an additional inspection is necessary.” See
also Treas. Reg. § 601.105(j) (limiting the IRS’s ability to reopen a case closed after examination to situations such those
where there is evidence of fraud).

In the case of an information return that turned out to be inaccurate, courts have held that “the Commissioner would not be
able to choose to rely solely upon the naked assertion that the taxpayer received a certain amount of unreported income for
the tax period in question.” See Portillo v. Comm’r, 932 F.2d 1128 (5th Cir. 1991).

IRC § 6213(b)(1).
IRC § 6213(b)(2)(A).
IRC § 6213(b)(2)(B).
IRC § 6213(b)(2)(A).
IRC § 6213(b)(1). For a discussion of the National Taxpayer Advocate’s concerns regarding the IRS’s math error authority,
see National Taxpayer Advocate 2015 Annual Report to Congress 329-39 (Legislative Recommendation: Math Error
Authority: Authorize the IRS to Summarily Assess Math and “Correctable” Errors Only in Appropriate Circumstances); National
Taxpayer Advocate 2014 Annual Report to Congress, 163-71 (Most Serious Problem: Math Error Notices: The IRS Does Not
Clearly Explain Math Error Adjustments, Making It Difficult for Taxpayers to Understand and Exercise Their Rights); National
Taxpayer Advocate 2011 Annual Report to Congress vol. 2, 116-20 (Math Errors Committed on Individual Tax Returns - A
Review of Math Errors Issued on Claimed Dependents). See also, Nina E. Olson, Why Correctible Error Authority Raises
Significant Taxpayer Rights Concerns - Part 1, NationAL TaxpaverR AbvocaTe Brog (Aug. 9, 2017), https://taxpayeradvocate.irs.
gov/news/why-correctible-authority-error-raises-significant-taxpayer-rights-concerns-part-1; Nina Olson, Correctible Error
Authority Part 2: Why Correctible Error Authority Creates More Problems Than It Resolves, NATIONAL TAXPAYER ADVOCATE Broa (Aug.
16, 2017), https://taxpayeradvocate.irs.gov/news/correctible-error-authority-part-2-why-correctible-error-authority-creates-
more-problems-than-it-resolves; Nathan J. Richman, Expanding Math Error Authority Could Worsen Two Tax Systems Issues,
Tax Notes Topay (July 5, 2017).
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= Automated Underreporter (AUR) — The IRS’s AUR program uses third party (e.g., employers,
banks, or brokers) documents submitted to the IRS. The IRS matches amounts reported on tax
returns with the information returns.?> This computer matching begins after the original return
due date and is not a real-time process. The IRS will send the taxpayer a notice either notifying
them of this adjustment or requesting additional information. If the taxpayer does not respond to
these notices, the IRS will issue a statutory notice of deficiency.”

® IRS Programs Used to Stop Identity Theft and Refund Fraud** — The return integrity
program, a process critical to the IRS’s strategy to address identity theft and detect and
prevent improper fraudulent refunds, is complex and multifaceted.”” The Return Integrity
& Compliance Services (RICS) Return Integrity Operations (RIO) — a part of the Wage &
Investment (W&I) Division — uses filters, rules, data mining models, and manual reviews to
identify potentially false returns, usually through wages or withholding reported on the returns,
to stop fraudulent refunds before the IRS issues them.?® If one of these systems flags a return as
potentially fraudulent, the return goes through the Taxpayer Protection Program (TPP), which
verifies the identity of the taxpayer, and/or the Income Wage Verification (IWV) program, which
verifies that the taxpayer’s wages and withholding are accurate, for further scrutiny.?”

= Automated Substitute for Return (ASFR) — ASFR is an IRS program for enforcing filing
compliance by taxpayers who have not filed individual tax returns, but have incurred a
“significant” tax liability.”® The program estimates the liability by computing tax, penalties, and
interest based upon information reported to the IRS by third parties.”” When a taxpayer with
reported income is delinquent in filing a return, the IRS attempts to secure the return through
correspondence. If the attempt is unsuccessful, the IRS is authorized by IRC § 6020(b) to

22 Some of the third-party forms used to match taxpayer data include Forms W-2 and Forms 1099 for miscellaneous,
brokerage, interest, dividend, and cancellation of debt income.

23 IRM 4.19.2.2, Overview (Oct. 4, 2016).

24 For more information about these programs, see Most Serious Problem: Fraud Detection: The IRS Has Made Improvements
to Its Fraud Detection Systems, But a Significant Number of Legitimate Taxpayers Are Still Being Improperly Selected By These
Systems, Resulting in Refund Delays, infra; Most Serious Problem: Identity Theft: As Tax-Related Identity Theft Schemes
Evolve, the IRS Must Continually Assess and Modify Its Victim Assistance Procedures, infra.

25 IRM 25.25.1.1, Program Scope and Objectives (Oct. 4, 2017).

26 IRM 25.25.6.1, Program Scope and Objectives (July 14, 2017). See also IRM 25.25.2.1(1), Purpose and Program Goals
(Mar. 29, 2017). The IRS electronically screens tax returns using three independent systems: the Dependent Database
(DDb), the Return Review Program (RRP), and the Electronic Fraud Detection System (EFDS).

27 See Most Serious Problem: Fraud Detection: The IRS Has Made Improvements to Its Fraud Detection Systems, But a
Significant Number of Legitimate Taxpayers Are Still Being Improperly Selected By These Systems, Resulting in Refund Delays,
infra; National Taxpayer Advocate 2016 Annual Report to Congress, 149-60, (Most Serious Problem: Fraud Detection: The
IRS’s Failure to Establish Goals to Reduce High False Positive Rates for Its Fraud Detection Programs Increases Taxpayer
Burden and Compromises Taxpayer Rights). See also National Taxpayer Advocate 2015 Annual Report to Congress, 45-55,
180-87; National Taxpayer Advocate 2014 Annual Report to Congress vol. 2, 44-90; National Taxpayer Advocate 2013
Annual Report to Congress 75-83; National Taxpayer Advocate 2012 Annual Report to Congress 42-67, 95-110; National
Taxpayer Advocate 2011 Annual Report to Congress 48-73; National Taxpayer Advocate 2009 Annual Report to Congress
307-17; National Taxpayer Advocate 2008 Annual Report to Congress 79-94; National Taxpayer Advocate 2007 Annual
Report to Congress 96-115; National Taxpayer Advocate 2005 Annual Report to Congress 25-54, 180-91; National Taxpayer
Advocate 2004 Annual Report to Congress 133-36; and National Taxpayer Advocate 2003 Annual Report to Congress
175-81.

28 IRM 5.18.1.2, Automated Substitute for Return (ASFR) Program Overview (Apr. 6, 2016). To meet ASFR processing criteria,
the proposed tax liability must meet or exceed a predetermined dollar threshold established by the IRS for the ASFR
program.

29 Id. The IRS can use information returns (e.g., Forms W-2 and 1099) filed by employers, banks, and other third parties
to report various types of payments to individuals. These payments include wages, interest, and dividends, as well as
payments to self-employed taxpayers for services rendered. The IRS collects and maintains this information through the
Information Return Program (IRP).
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prepare a substitute return for the taxpayer.®® However, due to resource constraints, the IRS has
significantly reduced its usage of the ASFR program.’!

Although “unreal” audits may feel much like “real” audits to taxpayers, they do not carry the

same protections as “real” ones. In the “unreal” audit context, taxpayers generally do not have the
opportunity to seek administrative review with Appeals prior to the IRS issuing a statutory notice of
deficiency.”? For math error notices, taxpayers must respond within 60 days and request an abatement of
the tax or the IRS can summarily assess the tax without resorting to deficiency procedures.”

In addition, “unreal” audits do not carry the same IRC § 7605(b) protections against repeat
examinations as “real” audits. Although Treasury regulations provide only one example of an inspection
of a taxpayer’s books and records that is not an examination within the meaning of IRC §7605(b),** the
IRS takes a more expansive view. In Revenue Procedure 2005-32, the IRS lists four broad categories

of taxpayer contacts or other actions that it does not consider to be examinations and inspections.”
Explicitly included in these categories are math error, AUR, and ASFR “unreal” audit contacts.*

Therefore, a taxpayer subject to an “unreal” audit may be subject to a “real” audit at a later time.

The National Taxpayer Advocate has previously noted in the Affordable Care Act (ACA) context

how there may be virtually no distinction between how the IRS conducts an “unreal” versus a “real”
audit. For example, when the IRS notices information reported by the Marketplace regarding a
taxpayer’s Advanced Premium Tax Credit (APTC) does not match information regarding the credit

on the taxpayer’s return, or the APTC was not reconciled on Form 8962, Premium Tax Credit (PTC),
the IRS will delay processing of the return and issue Letter 12C requesting a corrected Form 8962, or
Form 1095-A, Health Insurance Marketplace Statement, to support the credit and reconcile the APTC.
Depending on the type of PTC discrepancy, the IRS refers the return either to Examination to work

as a traditional audit or to the Automated Questionable Credit (AQC) program for a similar “audit”
process. If referred to AQC, Letter 4800C, Questionable Credit 30 Day Contact Letter, which proposes
an adjustment and requests Form 1095-A, will be sent to the taxpayer. The letter states, “This is not an
audit. Your return may be examined in the future;” however, the AQC process and the documentation

30 IRC § 6020(b) provides: “(b) Execution of return by Secretary. — (1) Authority of Secretary to execute return. — If any
person fails to make any return required by any internal revenue law or regulation made thereunder at the time prescribed
therefor, or makes, willfully or otherwise, a false or fraudulent return, the Secretary shall make such return from his own
knowledge and from such information as he can obtain through testimony or otherwise. (2) Status of returns. — Any return
so made and subscribed by the Secretary shall be prima facie good and sufficient for all legal purposes.” IRM 5.18.1.1.2,
Authority (Dec. 13, 2017).

31 Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2017-30-078, A Significantly Reduced Automated
Substitute for Return Program Negatively Affected Collection and Filing Compliance (Sept. 2017); The reduction in ASFR
cases can be seen in Figures 1.4.1, 1.4.2, and 1.4.3 below. See also National Taxpayer Advocate 2015 Annual Report to
Congress 188-95 (Most Serious Problem: Current Selection Criteria for Cases in the ASFR Program Create Rework and Impose
Undue Taxpayer Burden).

32 As described below, in an AUR case, if a taxpayer makes a request for Appeals review with less than 365 days left in the
period of limitations on assessment then this request will be denied. However, if there are more than 365 days left in
the period of limitations on assessment, a taxpayer may request Appeals review an AUR case. However, it appears that
taxpayers are not formally informed of this Appeals opportunity but would have to affirmatively make such a request. See
IRM 4.19.3.21.1.8(1), Appeals (Aug. 22, 2017). This approach violates both the right to be informed and the right to appeal
an IRS decision in an independent forum.

33 See IRC § 6213(b).

34  See Treas. Reg. § 301.7605-1(h) (providing that certain withholding agreements between the IRS and alien individuals are
not examinations).

35 Rev. Proc. 2005-32, § 4.03, 2005-23 I.R.B. 1206.

36 See also IRS Chief Counsel Memorandum, ASFR Questions Involving Subsequently Filed Delinquent Original Returns (Mar. 29,
2005) (providing that IRS preparation of an ASFR is not considered an examination).
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requirements imposed on the taxpayers under AQC are substantially similar to those in an examination.
In fact, both the AQC and Exam request similar documentation for PTC verification.” Thus, there are
situations where the IRS is essentially conducting a “real” audit under the guise of an “unreal” audit,
thereby circumventing statutory protections against repeat examinations.

By Narrowly Defining “Real” Audits, the IRS Is Publicly Reporting Misleading Information
Regarding Its Compliance Contacts With Taxpayers and Return on Investment

The IRS Does Not Include Unreal Audits in its Published Audit Rate Statistics

The IRS’s classification system, which distinguishes between “real” and “unreal” audits, results in the
IRS publicly reporting misleading information regarding the extent of its compliance contacts with
taxpayers. The IRS, in its annually-released Data Book, publishes a variety of statistics regarding its
enforcement efforts, including examinations.*® These Data Book figures show a consistent decline in
the IRS’s audit rate over the last several years, which has been noted by the press and others.”” However,
the IRS’s audit rate figures only take into account “real” audits. Other compliance contacts, or “unreal”
audits, are not included in the IRS’s audit calculations.*

As shown in the Figures 1.4.1, 1.4.2, and 1.4.3, TAS performed an analysis of both “real” and “unreal”
IRS audits of individuals for fiscal years (FYs) 2014 through 2016.

37 National Taxpayer Advocate 2015 Annual Report to Congress 173-76 (Most Serious Problem: Affordable Care Act (ACA) -
Individuals: The IRS Is Compromising Taxpayer Rights As It Continues to Administer the Premium Tax Credit and Individual
Shared Responsibility Payment Provisions); Automated Questionable Credit (AQC) requests “documentation proving premium
payments, copies of insurance enroliment forms, invoices, or statements from the insurance providers that include the
names of those covered by the benefits.” Exam requests “copies of insurance enrollment forms, invoices, or statements
from your insurance providers.”

38 See, e.g., IRS Data Book 2016.

39  See, e.g., Kevin McCoy, Your Odds of Facing an IRS audit Are 1-in-143, U.S.A. Topay, (Mar. 6, 2017) https://www.usatoday.
com/story/money/2017/03/06/your-odds-facing-irs-audit-1--143/98808612/ (noting that IRS audit rates fell to a 14-year
low in 2016); TIGTA, Ref. No. 2017-30-072, Trends in Compliance Activities Through Fiscal Year 2016 51 (Sept. 2017)
(showing a decline in the audit rate for individual and business tax returns between fiscal years 2012 and 2016); See also
IRS, Prepared Remarks of John A. Koskinen Before the National Press Club (Apr. 5, 2017) (Then Commissioner Koskinen
noted the decline in the IRS’s audit rate and stated, “Last year, we audited about 1 million people. That may sound like a
lot, but it’s less than one percent of individual returns filed. It’s also the lowest number of audits in more than a decade.”),
https://www.irs.gov/newsroom/prepared-remarks-of-john-a-koskinen-before-the-national-press-club-washington-dc-
april-5-2017.

40 See TIGTA, Ref. No. 2017-30-072, Trends in Compliance Activities Through Fiscal Year 2016 18 (Sept. 2017) (noting that “In
addition to correspondence and face-to-face examinations, the IRS also uses several computer-matching and automated
error-checking programs to verify the accuracy of tax returns. These routines often identify and recommend adjustments to
tax liabilities. However, these adjustments are not included in the traditional examination coverage calculations and are not
reported separately as enforcement efforts.”). In its Data Book, the IRS does provide some limited information regarding
its AUR, ASFR, and math error programs. However, as noted, these programs are not included in the IRS’s audit rate
calculations. See IRS Data Book 2016 at 35.
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As these figures show, the IRS’s counting of only “real” audits in its public audit rate skews this rate and
grossly understates the extent of its taxpayer compliance contacts. For example, in FY 2014, the IRS
conducted “real” audits of over 1.2 million tax returns (an audit rate of 0.9 percent). However, the IRS
conducted “unreal” audits of almost 8.2 million additional tax returns through its math error, AUR,
identity and wage verification, and ASFR programs. When combining the IRS’s “unreal” audits with its
“real” ones, the coverage rate rose to 6.3 percent.

In FY 2015, the IRS conducted slightly fewer “real” audits than in FY 2014 and its reported audit rate
declined to 0.8 percent. However, the IRS conducted over 900,000 more “unreal” audits than the
prior year, with the total number of “unreal” audits reaching almost 9.1 million. Therefore, the IRS’s
combined coverage rate rose to 6.4 percent. In FY 2016, the IRS conducted fewer “real” audits than in
FY 2015 and its audit rate slightly dipped to 0.7 percent. But again, the IRS conducted approximately
8.5 million “unreal” audits and the combined coverage rate was still over six percent. Thus, by
reporting only its “real” audit activity, the IRS is masking the true extent of its compliance activities,
which touch millions more tax returns each year. In addition, if the IRS would report the full extent
of its compliance contacts with taxpayers, it might serve as a deterrent for those taxpayers who are
noncompliant (or are considering noncompliance) due to the IRS’s low “real” audit rate. Finally, a more
accurate portrayal of the IRS’s compliance activities would provide better information as to the level of
resources needed for customer service, because audits, “real” or “unreal”, often generate calls to the IRS.

In fiscal year 2014, the IRS conducted “real” audits of over 1.2 million tax
returns (an audit rate of 0.9 percent). However, the IRS conducted “unreal”
audits of almost 8.2 million additional tax returns through its math error,
Automated Underreporter, identity and wage verification, and Automated
Substitute for Return programs. When combining the IRS’s “unreal” audits
with its “real” ones, the coverage rate rose to 6.3 percent.

The IRS Does Not Calculate Its Return on Investment (ROI) for Certain “Unreal” Audit
Categories

In addition to underreporting the extent of its actual compliance contacts with taxpayers, the IRS
is also not fully transparent in reporting its ROI for all its “unreal” compliance contacts. The IRS
provides annual ROl information to Congress regarding its major enforcement efforts as part of the
budget process.** As expected, the IRS provides ROI information for its “real” audit activities (i.e.,
correspondence, field, and office examinations).” The IRS also reports ROI for the “unreal” audit

44  See Department of the Treasury Internal Revenue Service, Congressional Justification for Appropriations and Annual
Performance Report and Plan FY 2018, http://cfo.fin.irs.gov/SPB/BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf. As
noted in this report and as a matter of basic definition, return on investment (ROI) is calculated by dividing revenue by cost.

45 IRS response to TAS research request (Oct. 20, 2017); Department of the Treasury Internal Revenue Service, Congressional
Justification for Appropriations and Annual Performance Report and Plan FY 2018 61, http://cfo.fin.irs.gov/SPB/
BudgetFormulation/FY_2018/IRS_FY_2018_ClJ.pdf.

Taxpayer Advocate Service — 2017 Annual Report to Congress — Volume One 59


http://cfo.fin.irs.gov/SPB/BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf
http://cfo.fin.irs.gov/SPB/BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf
http://cfo.fin.irs.gov/SPB/BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf

Most Serious

Problems

categories of ASFR and AUR.* However, it does not report ROI for the “unreal” audit categories of
math error, identity theft, and wage verification.*” Therefore, the IRS is not providing a complete and
accurate picture of its actual ROI for all compliance contacts with taxpayers.

“Unreal” Audits Have an Adverse Impact on Taxpayer Rights and Circumvent Statutory
Protections That Are Present During “Real” Audits

“Unreal” Audits Foreclose Taxpayer Appeal Rights

As noted above, a hallmark of the “real” audit process is an opportunity for taxpayers to generally

seck impartial Appeals review of an IRS proposed adjustment prior to receiving a statutory notice of
deficiency.®® Appeals can take a fresh look at a taxpayer’s case and consider settling it based on hazards
of litigation, something that is not typically considered during an IRS examination.”

To a taxpayer, “unreal” audits may look and feel similar to IRS correspondence examinations in

that they are conducted by mail, may cover limited issues, and ask a taxpayer to respond or produce
documents. However, unlike “real” audits, taxpayers do not have an opportunity to request Appeals
review of an “unreal” audit case and have their documentation considered by an impartial third party
prior to receiving a statutory notice of deficiency. The impact of no or limited appeal rights in “unreal
audits” is as follows:

= The issue of appeal rights is most pronounced in math error cases, where the onus is on the
taxpayer to respond to an IRS notice and request an abatement within 60 days.”® If the taxpayer
does not request an abatement within this time frame, he faces an IRS summary assessment
and will not receive a statutory notice of deficiency, thereby losing the opportunity to go to Tax
Court. The taxpayer’s only recourse would be to pay the tax, file a refund claim with the IRS,
and litigate in federal refund forums. A taxpayer does not have the opportunity to seek Appeals
review in math error cases. However, if the issue in the math error notice arose during a “real”

46

47

48

49

50

60

IRS response to TAS research request (Oct. 20, 2017). ASFR is included in the ROI for the IRS’s collection program
while AUR ROI is reported as a separate category. Department of the Treasury Internal Revenue Service, Congressional
Justification for Appropriations and Annual Performance Report and Plan FY 2018 61, http://cfo.fin.irs.gov/SPB/
BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf. The IRS classifies the revenue from its examination, ASFR, and AUR
programs as “revenue protected.” IRS response to TAS research request (Oct. 20, 2017).

IRS response to TAS research request (Oct. 20, 2017). The IRS classifies the revenue from these three programs as
“revenue protected.” It should be noted that a case from an “unreal” audit program in which ROl is not calculated (e.g.,
math error) could figure into an ROI calculation if it turns into a formal or “real” audit.

See IRS Publication 3498-A, The Examination Process (Audits by Mail) (Jan. 2014), http://www.irs.gov/pub/irs-pdf/p3498a.
pdf. For times for requesting appeals conferences, see IRM 4.19.13.14.2, Transfer to Appeals (Jan. 1, 2016).

See IRM 8.6.4.1, Fair and Impartial Settlements per Appeals Mission (Oct. 26, 2007) (noting “A fair and impartial resolution
is one which reflects on an issue-by-issue basis the probable result in event of litigation, or one which reflects mutual
concessions for the purpose of settlement based on relative strength of the opposing positions where there is substantial
uncertainty of the result in event of litigation.”).

For a discussion of the National Taxpayer Advocate’s concerns regarding the IRS’s math error authority, see National
Taxpayer Advocate 2015 Annual Report to Congress 329-39 (Legislative Recommendation: Math Error Authority: Authorize
the IRS to Summarily Assess Math and “Correctable” Errors Only in Appropriate Circumstances); National Taxpayer Advocate
2014 Annual Report to Congress, 163-71 (Most Serious Problem: Math Error Notices: The IRS Does Not Clearly Explain Math
Error Adjustments, Making It Difficult for Taxpayers to Understand and Exercise Their Rights); National Taxpayer Advocate
2011 Annual Report to Congress vol. 2, 116-20 (Math Errors Committed on Individual Tax Returns - A Review of Math Errors
Issued on Claimed Dependents). See also, Nina E. Olson, Why Correctible Error Authority Raises Significant Taxpayer Rights
Concerns - Part 1, NaTiONAL TAXPAYER AbvocaTe BrLoa (Aug. 9, 2017), https://taxpayeradvocate.irs.gov/news/why-correctible-
authority-error-raises-significant-taxpayer-rights-concerns-part-1; Nina E. Olson, Correctible Error Authority Part 2: Why
Correctible Error Authority Creates More Problems Than It Resolves, NaTioNAL TaxpaverR ApvocaTe BLog (Aug. 16, 2017), https://
taxpayeradvocate.irs.gov/news/correctible-error-authority-part-2-why-correctible-error-authority-creates-more-problems-than-
it-resolves; Nathan J. Richman, Expanding Math Error Authority Could Worsen Two Tax Systems Issues, Tax Notes Topay (July 5,
2017).
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The IRS plans, as part of its “Future State” Initiative, to enhance its use

of these “unreal” audits, meaning that more and more taxpayers will be
subject to these audit-like contacts where taxpayer rights are diminished or
curtailed altogether.

audit, the taxpayer would generally receive a 30-day letter offering an opportunity to go to
Appeals prior to petitioning the Tax Court.

= Inan AUR case, the IRS may have received an erroneous Form W-2 or 1099 that triggered an
AUR notice. In a “real” audit, a taxpayer would be able to challenge an erroneous form during
the exam or in Appeals prior to the IRS issuing a statutory notice of deficiency. However, in an
AUR case, taxpayers’ opportunity to request Appeals review prior to the issuance of a statutory
notice of deficiency is limited.”!

® In wage and identity verification program cases, which occur in a pre-refund environment,
a taxpayer may have his refund held while the IRS conducts authentication and verification.
Although the taxpayer may receive a notice notifying her of the hold, she might not hear
anything from the IRS for weeks or months. The taxpayer may not be able to reach an IRS
customer service representative (CSR) regarding the issue, and even if she does reach a CSR, the
CSR does not have access to the appropriate IRS databases.” Although the IRS’s position is that
taxpayer contacts from these programs are not “real” audits, they are compliance touches that feel
like “real” audits to taxpayers and have real-world consequences such as a lack of Appeal rights or
refund holds without adequate information as to when the refund may be released.

B A taxpayer in an ASFR case may have third-party documentation that would reduce his tax
liability. In the “real” audit context, this information would be considered in the examination
and the taxpayer could seek Appeals review of the examination. However, although taxpayers
may be able to request IRS reconsideration of an ASFR determination through the audit
reconsideration process, it appears that they cannot seek formal Appeals review of an ASFR
determination prior to the IRS issuing a statutory notice of deficiency.”®

The lack of the opportunity to seek Appeals review in the “unreal” audit context directly and profoundly
impacts taxpayer rights, including the right to challenge the IRS’s position and be heard, the right ro

appeal an IRS decision in an independent forum, the right to finality, and the right to a fair and just tax
system. The taxpayer rights issues are particularly glaring because, as shown in Figures 1.4.1, 1.4.2, and
1.4.3 above, “unreal” audits disproportionately impact low and middle-income taxpayers, who are least

51 In an AUR case, if a taxpayer makes a request for Appeals review with less than 365 days left in the period of limitations
on assessment then this request will be denied. However, if there are more than 365 days left in the period of limitations
on assessment, a taxpayer may request Appeals review an AUR case. However, it appears that taxpayers are not formally
informed of this Appeals opportunity but would have to affirmatively make such a request. See IRM 4.19.3.21.1.8(1),
Appeals (Aug. 22, 2017).

52 The National Taxpayer Advocate has raised concerns that the IRS’s filters are too broad and unnecessarily identify legitimate
returns as potentially fraudulent. See National Taxpayer Advocate 2016 Annual Report to Congress, 149-60 (Most Serious
Problem: Fraud Detection: The IRS’s Failure to Establish Goals to Reduce High False Positive Rates for Its Fraud Detection
Programs Increases Taxpayer Burden and Compromises Taxpayer Rights).

53 See IRM 4.13.5, Exam SFR Reconsiderations (Dec. 16, 2015). For the National Taxpayer Advocate’s concerns about the
ASFR program, see National Taxpayer Advocate 2015 Annual Report to Congress 188-95 (Most Serious Problem: Current
Selection Criteria for Cases in the ASFR Program Create Rework and Impose Undue Taxpayer Burden).
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able to afford representation to challenge the IRS. Further, the IRS plans, as part of its “Future State”
Initiative, to enhance its use of these “unreal” audits, meaning that more and more taxpayers will be
subject to these audit-like contacts where taxpayer rights are diminished or curtailed altogether.>

“Unreal” Audits Circumvent Statutory Taxpayer Protections

As noted above, “unreal” audits do not carry the same IRC § 7605(b) protections against repeat
examinations as “real” audits. The IRS takes a broad view of taxpayer compliance contacts or other
actions that it does not consider to be examinations and inspections.” As discussed, explicitly included
in these categories are math error, AUR, and ASFR “unreal” audit contacts.”® Therefore, the IRS

can circumvent statutory protections against repeat audits by conducting an “unreal” audit and then
subsequently performing a “real” audit.

If the IRS were to change its position set forth in Revenue Procedure
2005-32 to consider certain “unreal” audits to be “real” audits, it would
protect taxpayers from multiple reviews of the same return, force the
IRS to identify all issues relating to that return that require some sort
of documentation, and address those issues as early as possible in one
proceeding.

The National Taxpayer Advocate understands the need of the IRS to conduct “unreal” audits for
limited issues. However, to taxpayers, these “unreal” audits may feel like a “real” IRS correspondence
examination. If the IRS were to change its position set forth in Revenue Procedure 2005-32 to
consider certain “unreal” audits to be “real” audits, it would protect taxpayers from multiple reviews
of the same return, force the IRS to identify a// issues relating to that return that require some sort of
documentation, and address those issues as early as possible in one proceeding,.

The National Taxpayer Advocate recognizes that there are limited circumstances (such as a basic math
error correction) where an IRS compliance contact does not constitute a “real” audit. For example,

in true math error situations where the IRS has identified errors such as switching digits, transferring
information incorrectly from one schedule to the other, or forgetting to include a schedule, the IRS
should not be required to hold a return for months while it conducts a thorough review before it

issues a refund to ensure it did not miss any other errors on the return. However, as a general matter
and contrary to the IRS’s position, the National Taxpayer Advocate believes that for purposes of

IRC § 7602, an audit generally includes both pre-refund and post-refund examinations of returns that,

54

55
56

62

See, e.g., IRS, Exploring the IRS Future State: Balancing Taxpayer Needs with IRS Budget and Resource Constraints, adapted
from ABA National Institute on Tax Controversy, Las Vegas, NV 16 (Dec. 9, 2016), https://www.irs.gov/pub/newsroom/
future_state_aba.pdf (noting that one of the focus areas of SB/SE and W& is issue identification and filing resolution to
“maximize prerefund automatic issue identification and self-correction”).

Rev. Proc. 2005-32, § 4.03, 2005-23 |.R.B. 1206.

Id. See also IRS Chief Counsel Memorandum, ASFR Questions Involving Subsequently Filed Delinquent Original Returns (Mar.
29, 2005) (providing that IRS preparation of an ASFR is not considered an examination). Identity and wage verification
programs are not explicitly mentioned in the revenue procedure and did not exist in the form that they do today at the

time that the revenue procedure was released. However, like the other “unreal” audit programs mentioned in the revenue
procedure, the IRS would presumably not consider these programs to be examinations and inspections.
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...there are “unreal” audit situations that clearly look like an audit, walk like
an audit, quack like an audit, and should be considered a “real” audit.

like correspondence examinations, require the taxpayer to provide some level of documentation. This
definition recognizes that certain “unreal” audits bear a close resemblance to “real” ones and would
afford taxpayers appropriate rights and protections. As illustrated by the ACA example above, there
are “unreal” audit situations that clearly look like an audit, walk like an audit, quack like an audit, and
should be considered a “real” audit.

CONCLUSION

The IRS conducts the overwhelming majority of its compliance contacts with taxpayers through
“unreal” audits, and this practice is expected to only increase with the IRS’s “Future State” Initiative.”
By not including “unreal” audits in its audit rate calculations, the IRS is publicly reporting incomplete
and misleading information concerning the extent of its compliance touches with taxpayers and not
providing a full picture of its return on investment. More accurate reporting of this information might
benefit the IRS in deterring noncompliance and provide useful data regarding resource allocation. In
addition, “unreal” audits adversely impact taxpayer Appeal rights and statutory protections that exist
for “real” audits. Because of the prevalence of “unreal” audits, the IRS should revisit its classification
approach and provide taxpayers with additional opportunities for Appeals review of “unreal” audit cases

and increased protections against repeat reviews of cases.

RECOMMENDATIONS
The National Taxpayer Advocate recommends that the IRS:

1. In collaboration with the National Taxpayer Advocate, conduct a comprehensive review of its
audit definition under Revenue Procedure 2005-32 to reflect IRS compliance activity today, and
the application of the Taxpayer Bill of Rights.

2. Include “unreal” audits in its audit rate and ROI calculations to properly reflect the actual
compliance activity that it conducts.

3. Grant taxpayers the opportunity to seek Appeals review in certain “unreal” audit cases, such as in
certain math error and AUR cases where Appeal rights do not already exist.

4. Where practicable, address all issues in a “real” audit rather than conducting an “unreal” audit
and then subsequently conducting a “real” audit.

57 See, e.g., IRS, Exploring the IRS Future State: Balancing Taxpayer Needs with IRS Budget and Resource Constraints, adapted
from ABA National Institute on Tax Controversy, Las Vegas, NV 16 (Dec. 9, 2016), https://www.irs.gov/pub/newsroom/
future_state_aba.pdf (noting that one of the focus areas of SB/SE and W& is issue identification and filing resolution to
“maximize prerefund automatic issue identification and self-correction”).
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MSP EXEMPT ORGANIZATIONS: Form 1023-EZ, Adopted to Reduce

#5

Form 1023 Processing Times, Increasingly Results in Tax
Exempt Status for Unqualified Organizations, While Form 1023
Processing Times Increase

RESPONSIBLE OFFICIAL

Sunita Lough, Commissioner, Tax Exempt and Government Entities Division

TAXPAYER RIGHTS IMPACTED!
= The Right to Be Informed
5 The Right to Finality
= The Right to Quality Service

DEFINITION OF PROBLEM

The IRS introduced Form 1023-EZ, Streamlined Application for Recognition of Exemption Under

Section 501(c)(3) of the Internal Revenue Code, in July 2014.2 The form was adopted in large part to
reduce inventory backlogs for processing Form 1023, Application for Recognition of Exemption Under
Section 501(c)(3) of the Internal Revenue Code.? By mid-2015, the volume of Form 1023-EZ applications
exceeded Form 1023 applications. In July 2016, the Form 1023-EZ user fee was reduced from $400

to $275, further fueling the shift from the use of Form 1023 to Form 1023-EZ.5 Virtually all Form
1023-EZ applications are approved.®

64

See Taxpayer Bill of Rights (TBOR), www.TaxpayerAdvocate.irs.gov/taxpayer-rights. The rights contained in the TBOR are
now listed in the Internal Revenue Code (IRC). See Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, Division Q,
Title IV, § 401(a) (2015) (codified at IRC § 7803(a)(3)).

Organizations with total assets in excess of $250,000 and those expecting annual gross receipts to exceed $50,000 are
not eligible to use Form 1023-EZ. Rev. Proc. 2017-5, § 6.05, 2017-1 I.R.B. 230 (Jan. 3, 2017).

See, e.g., National Taxpayer Advocate 2015 Objectives Report to Congress 47 (Area of Focus: Despite Improvements, TAS
Remains Concerned About IRS Treatment of Taxpayers Applying for Exempt Status).

Form 1023-EZ Update Report 2, https://www.irs.gov/pub/irs-tege/form_1023ez_update_report_final.pdf, referenced in Tax
Exempt and Government Entities FY 2017 Work Plan 2 (Sept. 28, 2016, as amended Mar. 8, 2017).

Rev. Proc. 2016-32, § 3, 2016-22 |.R.B. 1019 (May 31, 2016). For the third quarter of fiscal year (FY) 2017, of 65,059
Form 1023 and Form 1023-EZ applications, 41,806, or 64 percent, were submitted on Form 1023-EZ. Tax Exempt and
Government Entities (TE/GE) FY 2017 Third Qtr. Business Performance Review (BPR) at 16 (Oct. 2017).

See Form 1023-EZ Update Report 4, https://www.irs.gov/pub/irs-tege/form_1023ez_update_report_final.pdf, referenced
in Tax Exempt and Government Entities FY 2017 Work Plan 2 (Sept. 28, 2016, as amended Mar. 8, 2017), noting the 94
percent approval rate of Form 1023-EZ applications.
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This year’'s TAS study of a representative sample of approved Form 1023-EZ
applicants from 20 states that post articles of incorporation online,

similar to the studies TAS carried out in 2015 and 2016, found that 42
percent of approved organizations do not meet the organizational test.
When organizations from four additional states that now post articles of
incorporation online are included, the rate rises to 46 percent.

As the IRS is aware, it erroneously approves Form 1023-EZ applications:

= A 2015 TAS study of organizations in 20 states that post articles of incorporation online showed
that 37 percent of approved entities did not meet the organizational test for qualification as an
Internal Revenue Code (IRC) § 501(c)(3) organization;’

= A similar study TAS carried out in 2016 found that 26 percent of approved organizations did not
meet the organizational test;® and

® The IRS’s own 2016 analysis showed that Form 1023-EZ applications failed a pre-determination
review more than 25 percent of the time.’

The problem of erroneous approvals has persisted. This year’s TAS study of a representative sample of
approved Form 1023-EZ applicants from 20 states that post articles of incorporation online, similar to
the studies TAS carried out in 2015 and 2016, found that 42 percent of approved organizations do not
meet the organizational test. When organizations from four additional states that now post articles of
incorporation online are included, the rate rises to 46 percent. The organizations in this year’s sample
included four churches, two limited liability corporations, and a school. These organizations are not
eligible to file Form 1023-EZ."

The time needed to process Form 1023, which was nearly a year prior to the adoption of Form 1023-EZ,
decreased to 96 days in fiscal year (FY) 2016."" However, the time needed to process Form 1023 has
begun to rise, and was 113 days for FY 2017. Thus, the adoption of Form 1023-EZ may have been only
a short-term “solution” to the problem of long processing times for Form 1023 — a solution that comes
with a high cost to the integrity of the U.S. tax exempt sector.

7 The study was of a representative sample of corporations that had obtained exempt status on the basis of a Form 1023-EZ
and were organized in one of 20 states that make articles of incorporation available online at no cost. National Taxpayer
Advocate 2015 Annual Report to Congress vol. 2, 1-31 (Study of Taxpayers That Obtained Recognition As IRC § 501(c)(3)
Organizations on the Basis of Form 1023-EZ). The “organizational test” generally requires an applicant’s organizing
document to contain adequate purpose and dissolution clauses. See Treas. Reg. §§ 1.501(c)(3)-1(b)(1)(i)(a), (b);
1.501(c)(3)-1(b)(4); 1.501(c)(3)-1(b)(2).

8  National Taxpayer Advocate 2016 Annual Report to Congress 254 (Most Serious Problem: Form 1023-EZ: The IRS’s Reliance
on Form 1023-EZ Causes It to Erroneously Grant Internal Revenue Code § 501(c)(3) Status to Unqualified Organizations).

9 Id.

10 See Rev. Proc. 2016-5, § 3.06, 2016-30 I.R.B. 188 (Jan. 4, 2016); Rev. Proc. 2017-5, § 6.05(2), 2017 I.R.B. 230 (Jan. 3,
2017), discussed below.

11 TE/GE response to TAS information request (Aug. 31, 2017).
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ANALYSIS OF PROBLEM

Background

In 2015, TAS studied a representative sample of corporations in 20 states that make articles of
incorporation viewable online at no cost whose Form 1023-EZ application was approved.'? A review

of the corporations’ articles of incorporation revealed that 37 percent did not meet the organizational
test.”? Even though they had received a favorable determination from the IRS granting them tax-exempt
status and making contributions to them eligible for a tax deduction by the donor, they did not qualify
for IRC § 501(c)(3) status as a matter of law."* TAS conducted a similar study in 2016, using the same
data collection instrument as for the 2015 study, and concluded that 26 percent of organizations in the
representative sample did not meet the organizational test.” The results of the 2015 and 2016 studies are
statistically valid at the 95 percent confidence level with a margin of error no greater than +/-5 percent.

At the conclusion of the 2015 study, TAS shared with Tax Exempt and Government Entities (TE/GE) the
Employer Identification Numbers of taxpayers whose articles of incorporation, according to TAS, did not
meet the organizational test. TE/GE did not agree with TAS’s conclusions in every case, but conceded
that there was an “organizational test non-compliance rate” of 17 percent.'®

The IRS Continues to Approve Form 1023-EZ Applications at an Unacceptably High Rate

In 2017, TAS again studied a representative sample of corporations in 20 states that make articles of
incorporation viewable online at no cost whose Form 1023-EZ application was approved.'” The four

12

13

14

15

16
17

66

In all 20 states, the articles are viewable at no charge to the public, except for Texas, which charges $1 per search.
Because TAS used the IRS’s account with the Texas Secretary of State to access the database, TAS did not incur this
charge.

An applicant seeking to qualify as an organization described in IRC § 501(c)(3) must demonstrate that it meets an
“organizational test” and an “operational test.” Treas. Reg. § 1.501(c)(3)-1(a)(1). The “organizational test” requires an
applicant’s “organizing document” to establish that it is “organized and operated exclusively” for one of eight enumerated
exempt purposes. IRC § 501(c)(3); Treas. Reg. § 1.501(c)(3)-1(b)(1)(i). Treas. Reg. § 1.501(c)(3)-1(b)(4) provides that
“[a]ln organization is not organized exclusively for one or more exempt purposes unless its assets are dedicated to an
exempt purpose. An organization’s assets will be considered dedicated to an exempt purpose, for example, if, upon
dissolution, such assets would, by reason of a provision in the organization’s articles or by operation of law, be distributed
for one or more exempt purposes...” and notes “an organization does not meet the organizational test if its articles or the
law of the State in which it was created provide that its assets would, upon dissolution, be distributed to its members or
shareholders.”

National Taxpayer Advocate 2015 Annual Report to Congress vol. 2, 1-31 (Study of Taxpayers That Obtained Recognition As
IRC § 501(c)(3) Organizations on the Basis of Form 1023-EZ).

National Taxpayer Advocate 2016 Annual Report to Congress 256-57 (Most Serious Problem: Form 1023-EZ: The

IRS’s Reliance on Form 1023-EZ Causes It to Erroneously Grant Internal Revenue Code § 501(c)(3) Status to Unqualified
Organizations).

Id. at 256.

This year’s study considered Form 1023-EZ applications approved between July 1, 2016 and June 30, 2017. Organizations
were in the following 20 states: Alaska, Colorado, Florida, Idaho, Indiana, lowa, Kansas, Kentucky, Maryland,
Massachusetts, Michigan, Mississippi, Missouri, New Hampshire, North Carolina, Ohio, Oregon, Rhode Island, South
Dakota, and Texas. As in the previous studies, our findings are dependent upon the State posting the information
accurately on the website.
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states in the 2015 and 2016 studies that have adopted the ¢y pres doctrine remained the same in the 2017
study.'®

TE/GE now releases to the public a data file that includes information for approved Form 1023-EZ
applications beginning in mid-2014, when Form 1023-EZ was introduced.” Out of these organizations,
TAS Research identified a representative, random sample of 337 organizations from the same 20 states as
in the 2015 and 2016 random samples for further analysis. Like the results of the 2015 and 2016 studies,
the results of the 2017 study are statistically valid at the 95 percent confidence level with a margin of error
no greater than +/-5 percent.”

Out of the 337 organizations in the sample, 143 organizations, or 42 percent, do not meet the
organizational test and therefore do not qualify as IRC § 501(c)(3) organizations as a matter of law.
Figure 1.5.1 shows the rate at which TE/GE’s Exempt Organization (EO) function erroneously approved
Form 1023-EZ applications over the past three years for organizations in the 20 states that were included
in each TAS study. It also shows that when organizations from four additional states are included, as
described below, the rate rises to 46 percent.”!

In addition to selecting a valid sample of 337 organizations from the 20 states that were included in the
2015 and 2016 studies, this year we expanded the sample to include 58 representative cases from four
more states that now make articles of incorporation available online at no charge.” Of the combined

395 organizations, 182, or 46 percent, did not meet the organizational test. This is due to the fact that
two-thirds of organizations in the four new states (39 out of 58) failed to meet the test. One of the 58
organizations was a church and therefore not eligible to use Form 1023-EZ. Further research is needed to
ascertain the reason for the higher rate of erroneous approvals for organizations from the four additional
states, compared to the original 20 states.

18 In states that have adopted the cy pres doctrine, a nonprofit corporation’s articles need not include a specific dissolution
provision because by operation of state law the organization’s assets would be distributed upon dissolution for one or more
exempt purposes, or to the federal government, or to a state or local government, for a public purpose. As in the 2015 and
2016 studies, the states in the 2017 study that have adopted the cy pres doctrine are Massachusetts, Missouri, Ohio, and
Texas. However, we reviewed dissolution clauses of all the organizations in our sample, because if the creating document
contains a dissolution provision that is defective, state law or court action would not cure the defect. See Elizabeth Ardoin,
2004 EO CPE Text Organizational Test - IRC 501(c)(3) 12, Q.11, https://www.irs.gov/pub/irs-tege/eotopicd04.pdf.

19 The data file is available at https://www.irs.gov/charities-non-profits/exempt-organizations-form-1023ez-approvals. The
data is based on information provided by applicants on Forms 1023-EZ that were approved by the IRS.

20 Study findings can be projected to the population of 20,106 organizations from the original 20 states in our study.

21 The data reflects the result of the 2015-2017 TAS studies. The Form 1023-EZ applications of organizations in the 2015
TAS study were approved between July 1, 2014 and March 27, 2015. The Form 1023-EZ applications of organizations in the
2016 study were approved between July 1, 2015 and June 30, 2016. The Form 1023-EZ applications of organizations in
the 2017 study were approved between July 1, 2016 and June 30, 2017.

22 The additional four states are Arizona, Georgia, Virginia, and Vermont. None of these states have adopted the doctrine of
cy pres. See Rev. Proc. 82-2, 1982-1 C.B. 367.
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FIGURE 1.5.1

Erroneous Approval Rate Found in Review of Form 1023-EZ Applications

46%
Total of 24 states

I 20 original states

4 new states

2015 2016 2017

Another cause for concern is the absence of some organizations’ articles of incorporation on databases of
states that post articles of incorporation online. Of organizations in the same 20 states as in the 2015
and 2016 studies, the initial sample size was 350. However, articles of incorporation for 13 organizations
in the sample (four percent) were not found on the official site for the state in which, according to the
application, the organization was formed. We excluded these organizations from our sample, resulting

in a sample size of 337. Of organizations in the additional four states that made articles of incorporation
available online at no cost in 2017, the initial sample size was 60. However, articles of incorporation

for two of the organizations, or three percent, were not found on the official site for the state in which,
according to the application, the organization was formed, and we excluded these organizations from this
sample, resulting in a sample size of 58. The lack of availability of articles of incorporation raises concerns
about the very existence of these entities and about the motives of the applicants who attested, under
penalty of perjury, that articles of incorporation had been filed.

An example of an inadequate purpose clause we encountered in this year’s study was one organization’s
statement, in its entirety: “Establishment and operation of a farmer’s market.” The IRS has opined that
a farmer’s market whose primary purpose and activity was the conduct of a regular business of a kind
ordinarily carried on for profit did not qualify for exempt status under IRC § 501(c)(3).? A different
organization in the sample has no purpose clause at all, and its entire dissolution clause provides: “No
assets will be acquired during the course of business. Plan to apply for exemption status with the IRS.”
Yet another organization’s dissolution clause provides: “The assets of this non-profit will be distributed
evenly amongst the families of the team [team name]. The team will have authority to donate said assets
to another non-profit organization within the [named city] Metro area.” Still another organization, on
the date it filed its Form 1023-EZ as well as on the date it was given a favorable determination ruling,
had been involuntarily dissolved by the state in which it was incorporated. It was still in that status on
December 1, 2017, when we last consulted the state website. None of these organizations are described in
IRC § 501(c)(3). All of them are holding themselves out as having IRC § 501(c)(3) status, supported by

determination letters from the IRS.

23 See Non Docketed Service Advice Review 19990219, 1999 WL 33949267 (July 30, 2017). See also the IRS letter ruling
denying IRC § 501(c)(3) status to an organization operated for the purpose of facilitating sales for the benefit of vendors
at its farmers’ market, reported at 2017 TNT 227-22 (Nov. 28, 2017). An organizing document that expressly empowers
the organization to engage in activities which are not in furtherance of one or more exempt purposes (other than as an
insubstantial part of its activities) does not meet the organizational test. Treas. Reg. § 1.501(c)(3)-1(b)(1)(i)(b).
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Some organizations in our sample would not likely qualify for exempt status even if they met the

organizational test.**

For example, one organization’s website solicits donations for research about

a specific illness that affects the organizer’s child.* The only indication that contributions could be
used other than for the benefit of the organizer’s child is the statement that other named, well-known
IRC § 501(c)(3) organizations “will benefit from all proceeds raised.” Thus, serious questions of

inurement are presented by this organization’s website.

Evidently interested in learning more about its use of Form 1023-EZ, TE/GE plans to engage an
independent consultant, MITRE, to “conduct an independent assessment of the efficacy of Form
1023-EZ.”* The focus of the MITRE study is “measuring and evaluating EO’s current pre- and post-
determination sampling practices and to identify applications in need of closer inspection prior to
making a determination.”” TE/GE intends to measure the efficacy of Form 1023-EZ sampling practices
primarily by comparing Form 1023-EZ determinations and subsequent compliance by Form 1023-

EZ filers with corresponding data for Form 1023 filers.”® Investigating how to improve procedures for
reviewing every application for IRC § 501(c)(3) status — before conferring that status — does not appear
to be the primary purpose of the project.

The Adoption of Form 1023-EZ Alleviated Form 1023 Processing Backlogs, But the
Improvement May Be Temporary

Prior to the introduction of Form 1023-EZ, the increased number of applications for exempt status and
the decrease in the number of EO employees who handle them was a recurring theme in the National
Taxpayer Advocate’s Annual Reports to Congress.” By the first half of FY 2014, average cycle time (the
number of days that elapse between the date the application was received and the date it was closed)

for all approved applications was 315 days.*® TE/GE’s announced goal was to process all applications

24 As noted above, to qualify for IRC § 501(c)(3) status, an organization must also satisfy the “operational test” which is met
if: the organization engages primarily in activities which accomplish one or more of the eight exempt purposes specified
in IRC § 501(c)(3); no more than an insubstantial part of its activities is not in furtherance of an exempt purpose; and
it is operated to further public rather than private interests. See Treas. Reg.§ 1.501(c)(3)-1(c)(1), (d)(1)(ii). We did
not attempt to develop a conclusion about whether organizations in our sample met the operational test. However,
an EO Determinations employee reviewing a Form 1023-EZ application would consult relevant information such as the
organization’s website in making a determination as to exempt status. See Internal Revenue Manual 7.20.9.4.6, Pre-
determination Review and Tax Examiner Referral Cases (Specialist) (June 27, 2016).

25 The organization’s articles of incorporation do not contain any purpose clause and thus the organization does not meet the
requirements for IRC § 501(c)(3) status on that basis alone.

26 TE/GE FY 20417 Third Qtr. BPR 5 (Oct. 2017).
27 TE/GE response to TAS fact check request (Dec. 8, 2017).

28 TE/GE explains, “The scope of the work will include quantifying the accuracy and precision of current 1023-EZ sampling
practices, comparing the 1023-EZ data with the 1023 data to look for variances or other anomalies. MITRE will review our
pre-determination sampling methodology and compare determination results, subsequent Form 990 filings, and audit results
for entities using the 1023-EZ against those of organizations that submitted full 1023 filings before the EZ was created.
MITRE will also stratify the 1023-EZ population to determine whether the sampling strategy can be made more efficient. It
will also investigate models for identifying entities that are potentially non-compliant.”

29 National Taxpayer Advocate 2013 Annual Report to Congress 165 (Most Serious Problem: The IRS Continues to Struggle
with Revocation Processes and Erroneous Revocations of Exempt Status); National Taxpayer Advocate 2012 Annual Report
to Congress 192 (Most Serious Problem: Overextended IRS Resources and IRS Errors in the Automatic Revocation and
Reinstatement Process Are Burdening Tax-Exempt Organizations); National Taxpayer Advocate 2011 Annual Report to
Congress 442 (Most Serious Problem: The IRS Makes Reinstatement of an Organization’s Exempt Status Following Revocation
Unnecessarily Burdensome); National Taxpayer Advocate 2007 Annual Report to Congress 210 (Most Serious Problem:
Determination Letter Process); National Taxpayer Advocate 2004 Annual Report to Congress 193, 203 (Most Serious
Problem: Application and Filing Burdens on Small Tax-Exempt Organizations).

30 National Taxpayer Advocate 2015 Objectives Report to Congress 47-48 (Area of Focus: Despite Improvements, TAS Remains
Concerned About IRS Treatment of Taxpayers Applying for Exempt Status). Virtually all applications were for exempt status
under IRC § 501(c)(3) rather than under another subsection such as (c¢)(4).
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within six months.*" By the end of FY 2015, Form 1023 cycle time had been reduced to 138 days. At
the beginning of FY 2016, TE/GE realigned more than 20 percent of the EO Determinations specialists
who evaluated Form 1023 applications to the EO Examination function.*? By the end of FY 2016, Form
1023 cycle time was 96 days but for FY 2017 increased to 113 days.”

Figure 1.5.2 shows the average cycle time for Form 1023 applications in recent years.

FIGURE 1.5.2

Form 1023 Cycle Time

315
138
113
- ] -

FY 2014 FY 2015 FY 2016 FY 2017

Cycle time for Form 1023-EZ has always hovered at around 14 days.* This cycle time is achievable
because it takes only a little more than 30 minutes of direct time on average to evaluate a Form 1023-EZ
application.” Thirty minutes or so may be sufficient to ascertain whether an applicant checked the
appropriate boxes on Form 1023-EZ, signed the form, and paid the user fee, but it is difficult to
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Jeff Carlson, IRS Making Progress in Improving 501(c)(3) Application Process, Says Koskinen, CCH News (Apr. 8, 2014),
reporting on Commissioner Koskinen’s testimony before the House Appropriations Committee Subcommittee on

Financial Services and General Government on the FY 2015 IRS budget at http://tst-news.cchgroup.com.php56-7.ord1-1.
websitetestlink.com/2014,/04/08/irs-making-progress-in-improving-501c3-application-process-says-koskinen/.

TE/GE response to TAS information request (Aug. 31, 2017), noting that in FY 2015, there were 134 full-time equivalent
EO Determinations specialists, who evaluate applications submitted on Form 1023; Form 1024, Application for Recognition
of Expemption Under Section 501(a) or for Determination Under Section 120; Form 8940, Request for Miscellaneous
Determination; and Form 1028, Application for Recognition of Exemption; and other letter applications (other than Form
1023-EZ). In FY 2016, TE/GE realigned 31 one full-time equivalent EO Determinations specialists to EO Exam. As of the
third quarter of FY 2017, there were 75 full-time Determinations specialists evaluating these applications.

TE/GE response to TAS information request (Oct. 20, 2017). The response also noted that EO Determinations “has no
plans to reassign any FTEs [full-time equivalent employees] to other areas of EO or other TE/GE functions. However, EO
Determinations does anticipate a reduction of case working revenue agents within the Determinations’ function due to
attrition (retirements, competitive selections for other positions, etc.).” The response also notes that the EO Rulings and
Agreements function “plans to solicit 20 Grade 11 revenue agents from EO Examinations to assist with processing EO
Determinations cases for a NTE [not to exceed] one year period.”

TE/GE response to TAS information request (Oct. 20, 2017). The number of full-time equivalent employees who process
Form 1023-EZ applications has been stable, at approximately 29. TE/GE responses to TAS information request (Aug. 31,
2017 and Oct. 20, 2017).

TE/GE FY 2017 Third Qtr. BPR, at 16 (Oct. 2017), reporting that determination hours per case for Form 1023-EZ
applications averaged 36 minutes in FY 2017. In contrast, it took 2.6 hours on average to evaluate a Form 1023 application
in FY 2017. When a Form 1023-EZ application is selected for review as part of TE/GE’s pre-determination process, the
review takes an average of 2.6 hours. TE/GE response to TAS fact check request (Dec. 8, 2017), noting that this estimate
includes only time directly attributable to the case by the Revenue Agent. As of June 30, 2017, audits of Form 1023-EZ
filers were taking on average 14.6 hours. TE/GE FY 2017 Third Qtr. BPR, at 30 (Oct. 2017) (describing audits of cases
assigned project code 8004).
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By the end of FY 2015, Form 1023 cycle time, which had been 315 days
in the first half of 2014, had been reduced to 138 days and by the end of
FY 2016, cycle time was 96 days; the FY 2017 cycle time for Form 1023
increased to 113 days.

understand how an actual determination as to exempt status can be made in that amount of time.
The National Taxpayer Advocate has always maintained that Form 1023-EZ should solicit additional
information sufficient to allow the IRS to make a reasoned determination and at the same time drive
compliant behavior when organizations are forming.*

In response to the National Taxpayer Advocate’s September 26, 2016 Taxpayer Advocate Directive (TAD),
the IRS agreed to revise Form 1023-EZ to require applicants to submit a brief narrative statement of their
actual or planned activities.”” This welcomed change may reduce the rate at which TE/GE erroneously
approves Form 1023-EZ applications. The Deputy Commissioner for Services and Enforcement
rescinded that portion of the TAD in which the National Taxpayer Advocate ordered the IRS to also
require submission of organizing documents (unless the documents are already retrievable from a state
online database) and summary financial information such as past and projected revenues and expenses.

CONCLUSION

As the National Taxpayer Advocate has always maintained, Form 1023-EZ does not elicit enough
information from applicants to allow the IRS to determine whether they qualify for IRC § 501(c)(3)
status, yet approval of a Form1023-EZ application is virtually guaranteed. Consequently, the IRS
continues to erroneously approve Form 1023-EZ applications at an unacceptably high rate. The

damage to the integrity of the tax-exempt sector caused by recognizing organizations as exempt under
IRC § 501(c)(3) when they do not meet the basic requirements for that status outweighs the benefit of
reduced Form 1023 cycle time. Moreover, because Form 1023 cycle time has now begun to rise, any such
benefit may have been temporary.

36 See, e.g., National Taxpayer Advocate Fiscal Year 2015 Objectives Report to Congress 35, 64 (Area of Focus: Despite
Improvements, TAS Remains Concerned About IRS Treatment of Taxpayers Applying for Exempt Status) referencing the
desirability of requiring from applicants seeking IRC § 501(c)(3) status: (1) the articles of incorporation (2) the bylaws (3) a
narrative statement and (4) attestations of core requirements such as having a conflicts of interest policy — all of which
drive better practices and behavior at the outset of the entity’s existence.

37 Memorandum from the Deputy Commissioner for Services and Enforcement to the National Taxpayer Advocate (Oct. 25,
2016) sustaining in part National Taxpayer Advocate TAD 2016-1, Revise Form 1023-EZ to Require Additional Information
from Applicants, Require Review of Such Additional Information Before Making a Determination, and Explain Your Conclusions
With Respect to Each of 149 Organizations Identified by TAS (Oct. 5, 2016). See also T.D. 9819, 82 Fed. Reg. 29730-01
(June 30, 2017), final Treasury regulations that permit the IRS to adopt Form 1023-EZ and note in the preamble that the
regulations are sufficiently flexible to allow revision of Form 1023-EZ to require filers to submit information regarding their
proposed activities.
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RECOMMENDATIONS

The National Taxpayer Advocate recommends that the IRS:

1

. Require Form 1023-EZ applicants, other than corporations in states that make articles of

incorporation publicly available online at no cost, to submit their organizing documents.

. Require Form 1023-EZ applicants to submit summary financial information such as past and

projected revenues and expenses.

. Revise Form 1023-EZ to include a question about whether the organization has a conflicts of

interest policy.

. Accept electronically Form 1023-EZ supporting documents, such as articles of incorporation.

. Make a determination about qualification as an IRC § 501(c)(3) organization only after reviewing

a Form 1023-EZ applicant’s narrative statement of actual or planned activities, organizing
documents, and any other supporting documents.

. Make the primary purpose of the contract with MITRE to investigate how to improve procedures

for reviewing every application for IRC § 501(c)(3) status, before conferring that status.
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MSP PASSPORT DENIAL AND REVOCATION: The IRS’s Plans for
#6 Certifying Seriously Delinquent Tax Debts Will Lead to Taxpayers
Being Deprived of a Passport Without Regard to Taxpayer Rights

RESPONSIBLE OFFICIALS:
Mary Beth Murphy, Commissioner, Small Business/Self Employed Division

TAXPAYER RIGHTS IMPACTED!
= The Right to Be Informed
B The Right to Challenge the IRS’s Position and Be Heard
= The Right to a Fair and Just Tax System

DEFINITION OF PROBLEM

In 2015, Congtess passed the Fixing America’s Surface Transportation (FAST) Act, which requires the
Department of State to deny an individual’s passport application and allows the Department of State
to revoke or limit an individual’s passport if the IRS has certified the individual as having a seriously
delinquent tax debt.? Although the IRS does not plan to implement the passport certification program
until early 2018, the proposed IRS procedures and policies raise concerns about how the program

will harm taxpayers and infringe upon their rights. Currently, an estimated 270,000 taxpayers meet
the criteria for a seriously delinquent tax debt and do not meet one of the statutory exceptions or
discretionary exclusions to certification.”> The IRS expects to certify 2,700 taxpayers when it initially
implements the program in early 2018, and continue with certifications throughout the year in phases
based on taxpayer response rates.* At this time, the IRS will not be sending recommendations or
requests to the Department of State to revoke taxpayers’ passports; although, the Department of State
will revoke passports in accordance with its longstanding procedures.’ Nonetheless, taxpayers will be
harmed when their passport applications are denied. The National Taxpayer Advocate is concerned
that:

® The IRS’s failure to provide adequate notice prior to certifying a taxpayer’s seriously delinquent
tax debt infringes on taxpayer rights and constitutional due process protections;

® The IRS’s refusal to exclude taxpayers who already have open TAS cases or who are pursuing
other administrative rights frustrates the purpose of the law and jeopardizes taxpayer rights;

= Taxpayers may be unable to resolve their tax debts and have their certifications reversed within
the 90-day holding period for passport applications; and

1 See Taxpayer Bill of Rights (TBOR), www.TaxpayerAdvocate.irs.gov/taxpayer-rights. The rights contained in the TBOR are
now listed in the Internal Revenue Code (IRC). See Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, Division Q,
Title 1V, § 401(a) (2015) (codified at IRC § 7803(a)(3)).

2 Pub. L. No. 114-94, Div. C, Title XXXII, § 32101, 129 Stat. 1312, 1729-32 (2015) (codified as IRC § 7345) (hereinafter
FAST Act).

3 These numbers reflect the number of taxpayers who meet certification criteria and do not qualify for an exception as of
October 2017. Small Business/Self Employed Division (SB/SE) response to TAS’s information request (Oct. 18, 2017).

4 SB/SE response to TAS information request (Oct. 18, 2017).
5  SB/SE response to TAS Fact Check (Dec. 18, 2017).
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= Notices to taxpayers leave out important information related to taxpayer rights.

ANALYSIS OF PROBLEM

Background

Prior to passing the FAST Act, Congress had introduced multiple bills to deny passport applications
or revoke passports for taxpayers with a seriously delinquent tax debt.® Congress was concerned about
challenges the IRS faced in collecting unpaid tax debt and the significant amount of unpaid federal
tax debt owed by passport holders, and it believed it could increase tax compliance by linking passport
issuance with paying a tax debt.” Under the FAST Act, a seriously delinquent tax debt is an “unpaid,
legally enforceable federal tax liability of an individual,” which:

" Has been assessed;
= Is greater than $50,000 (adjusted for inflation);® and

B Meets either of the following criteria: (1) a notice of lien has been filed under Internal Revenue
Code (IRC) § 6323 and the Collection Due Process (CDP) hearing rights under IRC § 6320
have been exhausted or lapsed; or (2) a levy has been made under IRC § 6331.°

There are statutory exceptions, which include a debt:
® That is being timely paid through an installment agreement (IA) or offer in compromise (OIC);

= For which collection is suspended because the taxpayer requested a CDP hearing or a CDP
hearing is pending; or

= For which collection is suspended because the taxpayer has requested relief from joint liability
(known as innocent spouse relief)."’
In addition, the IRS has created discretionary exclusions in its Internal Revenue Manual (IRM) for

debts that:

= Are determined to be in currently not collectible (CNC) status due to hardship;"!

6 Seeeg., S.2132, 112th Cong. § 305 (2012); H.R. 3146, 113th Cong. § 4 (2013); S. 1269, 114th Cong. § 1001 (2015).

7 S.Rep. No. 114-45, at 57 (2015). In 2011, the Government Accountability Office found that during fiscal year
(FY) 2008, over 224,000 passports (over one percent of the 16 million passports issued during FY 2008) were issued
to persons owing over $5.8 billion in unpaid federal taxes. Government Accountability Office (GAO), GAO 11-272,
Federal Tax Collection: Potential for Using Passport Issuance to Increase Collection of Unpaid Taxes (Mar. 2011),
http://www.gao.gov/new.items/d11272.pdf.

8 At the time of drafting this discussion, TAS was not aware of any inflation adjustment to the $50,000 amount. On January
8, 2017, the IRS published its Internal Revenue Manual (IRM) related to the passport program, which announced that this
amount would be increased to $51,000 as of January 1, 2018. IRM 5.19.1.5.19.2, Seriously Delinquent Tax Debt (Jan. 8,
2018). Because of the late timing of this announcement, this discussion and the data cited within use $50,000 as the
relevant amount.

9 FAST Act § 32101(a) (codified as IRC § 7345(b), 32101(f)). Generally, the IRS must notify the taxpayer of the right to
a collection due process (CDP) hearing 30 days prior to issuing the first levy for the taxable period. IRC § 6330(a)(1).
However, the Code provides exceptions, such as for levies where the collection of tax is in jeopardy or levies of a
taxpayer’s state income tax refund. In these cases, the CDP hearing shall occur within a reasonable time after the levy.
IRC § 6330(f).

10 FAST Act § 32101(a) (codified as IRC § 7345(b)(2)).

11 Currently not collectible (CNC) status removes taxpayer accounts from active collection inventory. IRM 5.19.17.2, Currently
not Collectible (CNC) Procedures (Oct. 5, 2017). The IRS places taxpayer accounts into CNC Hardship status when
“collection of the liability would create a hardship for taxpayers by leaving them unable to meet necessary living expenses.”
IRM 5.19.1.1.6.5.2, Hardship CNC Closing Codes (Mar. 1, 2016).
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= Result from identity theft;

= Belong to a taxpayer in a disaster zone;

= Belong to taxpayer in bankruptcy;

= Belong to a deceased taxpayer;

® Are included in a pending OIC or pending IA; and

= For which there is a pending claim and the resulting adjustment is expected to result in no
balance due.'?

The law delays certification for taxpayers in a combat zone'® and provides an exception allowing the
Department of State to issue a passport in emergency circumstances or for humanitarian reasons." If
a certification is found to be erroneous, the debt is fully satisfied, it becomes legally unenforceable, or
it ceases to be a seriously delinquent tax debt due to a statutory exception, the IRS must reverse the
certification and notify the Department of State and the taxpayer.”® The IRS will systemically send
certifications and decertifications to the Department of State on a weekly basis, with decertifications
required by law to generally be sent within 30 days of a taxpayer meeting the criteria.'®

The IRS’s failure to provide adequate notice prior to certifying the taxpayer’s seriously
delinquent tax debt infringes on taxpayer rights and constitutional due process
protections

Under the statute, the IRS must notify the taxpayer of a certification or decertification around the
same time as it transmits it to the Department of State.” The IRS also must include in its CDP
hearing notices, information about the certification of seriously delinquent tax debts and the denial,
revocation, or limitation of passports.”® The IRS’s failure to provide any additional notice beyond these
requirements impairs the taxpayer’s right to be informed and right to challenge the IRS’s position and be
heard because taxpayers may not learn the IRS has certified their tax debts until after certification.

The IRS does not send a stand-alone notice prior to certification and there

is no holding period — once the IRS sends the certification notice to the
taxpayer, passport denial can occur at any time because the certification is
sent to the Department of State at that same time. Thus, the IRS does not
provide a meaningful opportunity to contest the certification before it occurs.

12 IRM 5.19.1.5.19.4, Discretionary Certification Exclusions (Jan. 8, 2018).
13 FAST Act § 32101(d) (codified at IRC § 7508(a)).

14  FAST Act § 32101(e)(1)(B).

15 FAST Act § 32101(a) (codified at IRC § 7345(c)).

16 FAST Act § 32101(a) (codified at IRC § 7345(c)(2)). An erroneous certification requires the decertification notice to be
sent to the Department of State as soon as practicable. Id. See IRM 5.19.1.5.19.8, Certification Process (Jan. 8, 2018);
IRM 5.19.1.5.19.9, Reversal of Certification (Jan. 8, 2018).

17 The statute requires “contemporaneous notice.” The notice must explain the taxpayer’s right to bring suit in U.S. Tax Court
or a U.S. district court to determine whether the certification was erroneous or whether the IRS ha<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>