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Shortening queue times and notifying taxpayers sooner that their amended returns have
been selected for examination not only would ease taxpayers’ anxiety, but would reduce
unnecessary phone calls and other taxpayer contacts. Under current procedures, until
taxpayers receive either their refunds or initial examination letters, they are unaware of

the status of their amended return processing. The IRS essentially leaves taxpayers “in the
dark” for several weeks while it routes — and as discussed earlier, sometimes reroutes — their
amended returns through the processing cycle.’3

To remedy this problem, the Austin Campus developed a tool, Always Part of the Solution
(APOTS), which will automate the opening of the case in Exam on the Audit Information
Management System (AIMS) and the issuance of the initial contact letter. This tool
provides additional automation through the Examination process for all claims and has
reportedly led to excellent improvements to cycle time for these case types. The average
cycle time for Exam cases in the Austin Campus using APOTS was 116 days in FY 2007,
compared to an average of 153 days for other W&I campuses. Examination is delivering

the APOTS tool to the remaining W&I campuses.

The IRS’s Lack of Information Sharing Among Functions Is Causing Unnecessary
Delays for Taxpayers.

There is no doubt that fully processing amended returns at the earliest possible stage is
beneficial for both taxpayers and the IRS. When the IRS closes cases earlier in the process,
taxpayers receive refunds faster and inventory levels decline, thus allowing the IRS to

process the remaining returns more quickly.

33 SeeTAS/IRS Rework Study Report, Phase Il at 4.
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The Submission Processing amended return unit processes amended returns within 12
days of receipt under rigid guidelines referred to as adjustment function criteria (AFC).
These returns are either fully processed or passed on to the AM function because they
meet the AFC. Some cases are AFC because they require the use of the system command
code DDBCK, a process by which the Examination function systemically reviews claims
for child-related credits and selects those most likely to require further examination.3
However, the Submission Processing staff has no access to DDBCK, primarily due to work-
load distribution issues. Allowing the Submission Processing function access to this com-
mand code would allow employees to process more amended returns further “upstream” in
the process, provide those taxpayers with faster refunds on their child-related credits, and
reduce inventory backlogs downstream. Submission Processing and AM concurred with
a recommendation in the TAS/IRS Rework Study to shift additional case processing from
AM to Submission Processing.?s

IRS Business Decisions on Prioritization Negatively Impacts Amended Returns
Classified as “Duplicate Filings.”

A “duplicate filing” in IRS parlance occurs when the same tax form is filed multiple times
with the same name and SSN.3° A duplicate filing can occur for several reasons. For
example, taxpayers may attempt to amend a previously filed Form 1040 by filing another
Form 1040 rather than a Form 1040X, which is the designated form for an amended
return. A duplicate filing condition also occurs when taxpayers’ identities are stolen, and
the perpetrator files a return under the name and SSN of the victim.?” It is the job of the
AM function to sort out whether the taxpayer was trying to file an amended return or was
the victim of identity theft.>* Making this determination ought to be a priority for the IRS.

34 Command Code DDBCK is used for validating additional children and credits claimed on amended returns. IRM 2.4.58.1(1) (Jan. 1,2007). When a
DDBCK request is entered with the primary taxpayer identification number (usually the Social Security number (SSN)), it displays the dependents and
qualifying children from the original return or as last modified. By updating information into DDBCK, the IRS can update existing data to reflect changes
from the submitted amended return. IRM 2.4.58.1(2) (Jan. 1,2007). After the updated amended return information is transmitted, DDBCK validates any
new taxpayer identification numbers against, among other databases, the Dependent Database (DDb). IRM 2.4.58.1(3) (Jan. 1,2007). The DDb is a
rule-driven database that identifies non-compliant Earned Income Tax Credit (EITC) and dependent issues using internal and external data elements and
provides the ability to freeze refunds. If a rule condition is met as returns are processed through the DDb rule filtering process, the rule “fires” and the
return is flagged for examination. The DDBCK Validation Result Screen instructs the user how to proceed with the case based on the database checks. If
the case does not meet Examination criteria, the IRS can process the amended return as usual, but if the case needs to be classified or meets Examination
criteria, it should be sent to Examination. IRM 2.4.58.1 (Jan. 1,2007).

35 W&I's response indicated that this recommendation has been ongoing for a number of years. It is projected that over 500,000 cases will be sent to
Submission Processing during FY 2009. Additional work types are being identified and volumes exceed 450,000. Additionally, AM is working with Compli-
ance in an effort to obtain access to the DDBCK Command Code until a request for a related Integrated Data Retrieval System Command Code can be
completed through the Unified Work Request process that would require only minor programming to block certain fields on DDBCK. Submission Processing
employees could use it to update DUPOL (a command code that lists dependent SSNs claimed by a parent), Child Tax Credit, Additional Child Tax Credit,
and earned income tax credit. TAS/IRS Rework Study Report, Phase Il at 13.

36 |RM 21.6.7.4.4 (Oct. 1, 2008).

37 Identity thieves file tax returns in this manner either to fraudulently obtain a refund under the account of an innocent taxpayer or as part of accomplishing
employment fraud. The National Taxpayer Advocate has again made the IRS’s identity theft procedures a Most Serious Problem this year. See Most Serious
Problem, IRS Process Improvements to Assist Victims of Identity Theft, supra.

38 |RM 21.6.7.4.4 (Oct. 1, 2008).
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Rather than prioritizing these cases, however, the IRS actually deemphasizes processing

duplicate filings.

Prioritization of case processing depends in part on the date a tax return is deemed
received. When a duplicate filing occurs, the IRS classifies the return as a duplicate filing
and issues an internal notice (CP 36). The IRS then uses the CP 36 notice date rather than
the actual date of receipt for the duplicate filing document to set the priority of casework.®
Therefore, because the IRS changes the original received date on the duplicate filing case,
the case receives a later date and hence a lower priority than amended returns that are not

designated as duplicate filing cases.

For example, two amended returns arrive at a campus on the same day (June 1) and are
both stamped with the IRS received date of June 1, 2008. However, as the returns are pro-
cessed, the IRS handles one as a duplicate filing and generates a case assignment (control)
based on the duplicate filing condition. Commonly, the received date for the generated
(automated) control is a minimum of two to three weeks later than the actual received date.
For this example, the received date would change to June 21 for the duplicate filing return.
Adhering to the IRS’s “first in, first out” processing guideline, both cases should be worked
alongside others received on approximately June 1. However, the IRS will typically work
the duplicate filing later, with other cases received on the 21st. From the taxpayer’s view-
point, his or her amended return is not being processed timely, compared to others received
on exactly the same date. The IRS’s reported aged inventory percentages do not accurately

reflect duplicate filing received dates.*

As both amended return processing and IRS identity theft procedures are again Most
Serious Problems affecting taxpayers, the IRS needs to stop deemphasizing their process-

ing and begin to prioritize them.

Conclusion

Allowing individual taxpayers to electronically file amended returns would provide them
with a myriad of benefits, including acknowledgement of receipt, decreased errors, and
faster refunds. The IRS’s indefinite date for implementation for accepting electronically
filed amended returns needs to be reprioritized and expedited. However, until such an
option becomes a reality, the IRS needs to alleviate unnecessary Examination involve-

ment, reduce lengthy Exam queue times, require functions to share information to process

39 |RM 21.6.7.4.4(2) (Oct. 1, 2008).

40 The IRS disagreed with a recommendation by the TAS/IRS Rework Study group to test prioritization of duplicate filing cases. In its response, the IRS stated
“[t]ne difference in received date of the amended return and the CP 36 received date has been an issue for many years. The automated nature of the
DUPF controlling and notice generation would require significant programming changes to recognize the IRS received date of the Transaction Code 976
document (if that can even be accomplished). Prioritization of certain case types without regard to the IRS received date already occurs. However, the
significance of the DUPF case volume is too significant to prioritize without creating a major impact on other case types. The number of duplicate filings
worked by AM currently exceeds 675,000 per year... TAS/IRS Rework Study Report, Phase Il at 12.
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amended returns as far upstream as possible, and reconsider prioritization decisions on

amended returns classified as duplicate filings.
The IRS should consider taking the following steps to improve amended return processing:

® Reprioritize and expedite the implementation date for accepting Forms 1040X elec-
tronically and include TAS representatives in the discussions on revisiting the sequenc-

ing strategy for development of e-file returns;

® Reconsider its decision not to provide individuals with a way of transmitting their re-
turns directly with the IRS once Modernized e-file becomes available at the individual
level;

® Tighten its Examination referral criteria for amended returns by identifying more of
the common characteristics of the amended returns that the Exam function accepts as
filed;

® Add accountability measures to reduce the number of CAT-A rejects from AM (based
on the results of the study that the IRS has agreed to conduct);

® Implement the Always Part of the Solution (APOTS) tool throughout all remaining
W&I campuses to automate the opening on AIMS and the issuance of the Examination

initial contact letter for cases that are selected for Examination;

® Continue to identify additional amended return work types that the IRS can shift from
AM to Submission Processing, and

® Prioritize duplicate filing conditions by creating a special unit that will only work
duplicate filings.

IRS Comments

The IRS continues to be committed to improving the timeliness and quality of customer
service to all taxpayers. Each year, millions of taxpayers file amended returns. In FY 2008,
Accounts Management and Submission Processing processed 4.9 million amended returns
with approximately 6o percent processed by AM and the remaining 40 percent processed
by Submission Processing.#' Of this total volume, less than one half of one percent (21,963)
of all amended returns required intervention by TAS caseworkers. Equally important, a
statistically valid sample of amended returns conducted by the Program Analysis System
(PAS) revealed that 92 to 98 percent of all amended returns received in FY 2005 to FY
2007 were processed within 9o days, which is the processing time cited in the Form 1040X
Instructions. In FY 2008, the sample showed that 86 percent of amended returns were

processed within the go-day time frame.+

41 RS, FY 2008 Work Planning & Cost Control (WP&C).
42 RS, National Quality Review System Time in Inventory Report.
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While amended returns are received throughout the year, it is important to note that ap-
proximately 65 percent of the total volume received occurs within a 15 week period that be-
gins in mid-February and extends through the end of May. This peak volume of amended
return receipts runs parallel with the peak telephone call demand that occurs from mid-
February through April 15. In keeping with historic trends, telephone contacts remain the
preferred channel of contact and in FY 2008 unprecedented call volumes were experienced
as a result of the economic stimulus payment legislation. Enterprise toll-free CAS Assistor
Calls Answered was 40.4 million and was 122.7 percent of plan (32.9 million), and 19.5
percent above the prior year (33.8 million).#3 This unparalleled influx of telephone calls

to our toll-free operation regarding these special IRS payments to individuals to stimulate
the nation’s economy caused AM resources to be diverted almost exclusively to answering
these calls. In fact, for a period of time, servicing this unprecedented call demand required
the addition of Compliance staff from the Automated Collection System.

In response to these challenges, AM aggressively and strategically made every effort to
meet the competing service demands of telephone call volumes and the processing of
correspondence and amended returns. In an effort to mitigate the effect of the increased
telephone demand, IRS monitored call volumes and the AM campuses were instructed
almost instantaneously to move employee resources from telephones to paper whenever
possible to maximize the number of tax examiners available to work paper inventories.
Additionally, in order to ensure the most productive campuses worked paper inventory, the
IRS utilized the Enterprise Management of Inventory, a model that determines which loca-
tions are more productively able to handle this workload. Inventory is then shifted to the
most productive campus based on performance and resources using the Correspondence
Imaging System (CIS). CIS is able to handle electronic shipment of this work so one cam-
pus can receive cases from other campuses instantaneously and begin working the cases

immediately.

To further mitigate paper inventories, Field Assistance Taxpayer Assistance Center (TAC)
employees and AM remote telephone site employees were reassigned correspondence
inventory other than amended returns. This reassignment of work increased the number
of available resources to work paper and enabled campus employees to concentrate on
processing amended returns. SP also worked in collaboration with AM to expand the scope
and volume of amended returns that could be processed by SP staff. SP and AM continue
to work together to identify additional types of amended returns that can be worked by SP.

Other initiatives implemented this year include utilization of Inventory Control Managers
(ICMs), who were installed at each AM campus in order to ensure further prioritization
of paper inventory. The ICM is a full-time permanent position and each ICM is given

full authority to make inventory decisions, such as ensuring cases are worked on a first-in

first-out basis and reviewing old cases to determine why they have not yet been closed. In

43 IRS, Joint Operations Calls Answered Report, Fiscal Year Ending Sept. 30, 3008.
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addition, the xClaim Tool for Form 1040X was developed and deployed to all paper process-
ing campuses in September 2008 to automate many aspects of the processing of amended

tax returns. This tool allows the user to adjust accounts accurately and quickly with limited
user input. Thus far, this new tool has shown positive impact on the IRS’s ability to timely

and accurately process amended returns while improving employee satisfaction.

AM also conducted an amended return study to better understand why taxpayers file
amended returns. The primary purpose of this study was to gather information on custom-
er needs, identify the most common reasons for filing amended returns, review patterns or
trends in taxpayer or preparer behavior, and to identify opportunities to improve process-
ing of these receipts. Data was gathered from 8oo amended returns (400 from FY 2007 and
400 from FY 2008) and approximately 300 correspondence cases in the AM inventory. This
data is currently being compiled in a database for analysis and will be compared to data
from another amended return project that includes a comprehensive analysis of Master File
data generated earlier this year. This extract is being paired with notice data and toll-free
information. The information gained from these studies will lend insight into developing
strategies on inventory planning, targeted training, and inventory assignment to improve

the overall efficiency in processing amended returns.

As a result of the combination of the strategies implemented by AM in FY 2008, we have
seen a significant improvement in the processing of paper inventory including amended
returns. Barring passage of legislation generating the kind of extraordinary telephone de-
mand we experienced earlier this year, we expect further improvements in amended return

processing during 2009.

In her report, the National Taxpayer Advocate makes seven specific suggestions to improve
amended return processing. We are taking, or have taken, the following actions with
respect to these issues.

Modernized e-file (MeF) is designed to accept amended returns for business returns.
Currently, the MeF project is working on a revised plan to phase in the Form 1040 and its
associated forms and schedules. The current Phase 1 deployment is scheduled for January
2010. The MeF1040 multi-year release strategy will include acceptance of electronic
amended returns. The sequencing strategy for MeF was developed to maximize benefits
to all taxpayers, not just those filing amended returns. The IRS continues to seek ways

to speed the acceptance and processing of amended returns. However, in light of current
budgeting and management capacity issues, it will be difficult to significantly modify the

current release schedule.

The IRS, working with the National Taxpayer Advocate among others, is producing a
comprehensive study on ways to increase electronic filing. Direct filing options will be
included in the study, as will a variety of other approaches. While the study will make no
recommendations, it will look at how much each option (including direct filing) will likely
affect the e-file rate. It will also estimate the costs of providing each option as well as any
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other policy considerations. The IRS will wait until that study is complete before determin-
ing which options to increase electronic filing it will support.

The Examination function (Compliance) is committed to working with AM to improve
the overall CAT-A process. Together, we will review all CAT-A criteria to determine if any

changes can be made that would improve the referral process.

Pending implementation of long-term solutions, currently under consideration, the Director
of AM has issued a “must improve” directive to reduce the number of erroneous CAT-A
referrals. AM campuses are currently reviewing Examination referral data weekly to
determine the CAT-A reject percentage. IRM procedures have been added for lead/manager
referral reviews to verify the accuracy of CAT-A referrals. In addition, AM will be using test
and control groups at the Atlanta campus to measure the effect of establishing an account-
ability measure with the potential for implementation at the Department level.

APOTS is scheduled to be rolled out to all W&I campuses and through automation should
improve the cycle time on selected cases. Currently, this tool is operational now in three

campuses and will be added to the remaining W&I campuses in FY 2009.

As noted earlier, SP and AM continue to work together to identify additional types of
amended returns that can be worked by SP.

AM will evaluate the suggestion to create specialized units to work duplicate filings.
However, due to the complexity of the program and the volume of receipts, resources may
not be available to support implementation of this option.
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Taxpayer Advocate Service Comments

The IRS notes that only two to eight percent of amended returns filed in FY 2005 to FY
2007 were processed outside the go-day processing time noted in the Form 1040X instruc-
tions. In FY 2008, the percentage of amended returns processed outside this timeframe
spiked to 14 percent, an increase the IRS attributes to AM’s role in administering the

economic stimulus program.

The National Taxpayer Advocate recognizes the impact of the economic stimulus program
on AM resources, and commends the IRS for doing a stellar job in administering this
program on short notice. However, we note that for many years amended return process-
ing issues have consistently been one of the top problems facing taxpayers who come to
TAS for assistance.** The difficulties in processing amended returns did not arrive with the

stimulus program in 2008.

In its response, the IRS outlines a number of initiatives it has implemented and tools it has
developed to improve the processing of amended returns. We are encouraged that the IRS
has dedicated resources to this important taxpayer service issue. We are especially pleased
that the IRS has conducted a study to better understand why taxpayers file amended re-
turns and identify opportunities to improve processing of these returns. This study should
also identify opportunities to educate taxpayers about common errors on original returns,
which might reduce the number of amended returns.

Finally, we continue to believe that allowing taxpayers to file amended returns electroni-
cally will reduce errors, decrease duplicate filing problems, speed up processing times, and
lessen inappropriate examination referrals. Time wasted in handling amended returns
inefficiently and ineffectively can be better spent on other taxpayer needs; electronic filing

is central to these improvements.

44 See National Taxpayer Advocate 1999 Annual Report to Congress VII-3; National Taxpayer Advocate 2000 Annual Report to Congress 135; National
Taxpayer Advocate 2001 Annual Report to Congress 230; National Taxpayer Advocate 2002 Annual Report to Congress 389; National Taxpayer Advocate
2003 Annual Report to Congress 436 (reporting processing claims/amended returns as the number two Most Serious Problem for FY 2003 based on
Taxpayer Advocate Management Information System (TAMIS) receipts); National Taxpayer Advocate 2004 Annual Report to Congress 594 (reporting
processing amended returns as the number two issue identified for FY 2004 based on TAMIS receipts); National Taxpayer Advocate 2005 Annual Report
to Congress 569 (reporting processing amended returns as the number three issue identified for FY 2005 based on TAMIS receipts); National Taxpayer
Advocate 2006 Annual Report to Congress 660 (reporting processing amended returns as the number three issue identified for FY 2006 based on
TAMIS receipts); National Taxpayer Advocate 2007 Annual Report to Congress 676 (reporting processing amended returns as the number two issue
identified for FY 2007 based on TAMIS receipts).
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Recommendations

The IRS should consider taking the following steps to improve amended return processing:

1. Allow taxpayers to file Forms 1040X electronically directly with the IRS.

2. Revise its Examination referral criteria for amended returns by identifying more of
the common characteristics of the amended returns that the Exam function accepts

as filed.

3. Analyze its database of amended returns to identify the reasons for filing those
returns and develop an education campaign for taxpayers about avoidable errors on

original returns that result in filing an amended return.

4. Prioritize duplicate filing conditions by creating a special unit that will only work
duplicate filings.
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Responsible Officials

Richard E. Byrd Jr., Commissioner, Wage and Investment Division

Jim Falcone, Acting Deputy Commissioner, Operations Support

Definition of Problem

The IRS maintains many paper records with IRS Submission Processing Centers (SPC),
filing more than 225 million taxpayer documents each year in fiscal year (FY) 2006 and
FY 2007." The IRS is required by law to efficiently maintain and manage agency records,
including electronic and paper files, as evidence of IRS policies, decisions, and operations.?
Most importantly, IRS records contain sensitive tax return and other related taxpayer
information. Both taxpayers and IRS employees need prompt access to paper documents
to resolve tax return issues or verify taxpayer information. In recent years, the IRS failed
to follow prescribed administrative procedures and implement necessary safeguards for
maintaining and managing paper files and records. This failure contributed to a number of
complaints from taxpayers, practitioners, IRS employees, and other government agencies.?
The National Taxpayer Advocate identified several aspects of the IRS record keeping and
paper file management processes that place substantial burden on taxpayers and under-

mine effective tax administration.* These problems include:

® Delays and failures in providing paper records and files to taxpayers, practitioners, and
other stakeholders authorized to receive such information;’

® A lack of timeframes for retrieval of paper files and follow-up procedures in the
Internal Revenue Manual (IRM);

® A lack of adequate safeguards to protect confidential taxpayer information;

® A lack of effective standards to measure the quality of customer service and contractor
or IRS performance; and

L Wage and Investment (W&I) response to TAS information request (June 26, 2008).

2 SeeThe Federal Records Act (FRA) of 1950, 44 U.S.C. § 3102.

3 Government Accountability Office (GAQ), GAO-07-1160, Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files
9-10 (Sept. 2007).

4 Seeid. at 12. The report shows that in 420 out of about 900 cases docketed at the U.S.Tax Court (46 percent), the Appeals function did not receive the
requested files for over 25 days.

5 The IRS annually refunded more than $3.7 million, or over 40 percent of the fees it collected for photocopies of taxpayers’ documents from FY 2005
through FY 2008. W&I response to TAS information request (Dec. 16, 2008).
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® An absence of a servicewide record keeping and paper file management strategy and
database.

Recently, the IRS resumed in-house performance of the files management function, which
was performed by a contractor for most of the past two years.® Regardless of which entity
operates the files maintenance function, the IRS must substantially improve the file man-

agement process.

Analysis of Problem

Background

The Federal Records Act (FRA) governs the IRS’s management and use of taxpayer re-
cords.” The Internal Revenue Code (IRC) requires the IRS to maintain and manage records
without jeopardizing the security and confidentiality of the sensitive taxpayer information
these records contain.® The IRM provides internal control standards to ensure the ef-
ficiency of the agency’s operations.® Taxpayers and IRS employees need prompt access to

the paper documents stored in agency records in many situations, including:

® Taxpayers who need copies of prior year documents to accurately complete current

year tax returns;
® Taxpayers who have lost all documents in a catastrophic event;

® Taxpayers who are not in compliance with their tax obligations and want to resolve

prior issues;
® Parties in tax controversies and administrative hearings; and

® RS employees who need specific documents to accurately and efficiently serve

taxpayers.

The SPCs filed more than 225 million taxpayer documents each year in FYs 2006 and
2007.' The documents are stored in seven SPC campuses throughout the country.”” Until
2000, the IRS managed paper files through local Submission Processing Directors at

6 W&lI, IRS Resumes Management of Campus Files Activity, at http://irweb.irs.gov/AboutlRS/Nwsctr/ OtherNws/10180.aspx (last visited Dec. 12, 2008).
7 United State Code Title 44, Chapter 31, § 3102 et seq.

8  See generally IRC § 6103.

9 See generally IRM 1.15.7 (Jan. 1, 2003).

10 W&l response to TAS information request (Dec. 16, 2008). In FY 2006, IRS or vendor employees filed 217,264,116 documents and refiled 10,451,589
documents. In FY 2007, they filed 222,214,957 documents and refiled 14,886,641, In FY 2008, they filed 149,077,410 documents and refiled
12,106,549.

11 Austin, TX; Andover, MA; Kansas City, MO; Ogden, UT; Atlanta, GA; Fresno, CA; and Cincinnati, OH. See Submission Processing Directory (May 9, 2008).
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each campus.” In 2006, the IRS contracted out the operation of the files storage areas.’
However, on October 1, 2008, control of the files maintenance processes reverted back to
the IRS.*

The following chart shows the number of paper documents filed and refiled from FY 2005
to FY 2008.

CHART 1.18.1, Documents Filed by Fiscal Year's
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IRS employees annually request millions of paper documents containing confidential
taxpayer information to resolve tax issues or verify tax return information.”® These
requests include the electronic requests that Return and Income Verification Service Unit
(RAIVS) employees make on behalf of taxpayers. In FY 2007 and FY 2008 respectively,
the files function received approximately 3.3 million and 2.4 million electronic requests
for copies of taxpayer documents.”? The IRS charges a fee for copies of tax returns, but
reimburses the money if it cannot fill the taxpayers’ requests within the 6o days allowed

12 W&, Submission Processing Charts for each campus from FY 2002 to FY 2008.

13 In August 2005, the government’s Most Efficient Organization proposal won the competition for IRS files. However, on May 31, 2006, after comparison
of all proposals, the IRS awarded a five-year contract to IAP World Services, Inc., including a one-year base period and four one-year option periods. |AP
World Services, Inc. subcontracted work at three of the seven centers to Catapult Technology. The IRS did not conduct a Reduction in Force, but under
Federal Acquisition Regulations governing the Right of First Refusal, employees were eligible for employment under the contract. The contractors did not
employ many of the IRS Files employees when the operation assumed contractor management. Instead, the contractor hired new employees who did not
have historical files processing operation knowledge and skills. See Christopher Lee, Bush Plan to Contract Federal Jobs Falls Short, Wash. Post, Apr. 25,
2008, at AO1. See also Award/Contract to IAP World Services, Inc., Contract No. TIRNO-06-C-00041.

14 W&l, IRS Resumes Management of Campus Files Activity, at http://irweb.irs.gov/ AboutIRS/Nwsctr/ OtherNws/10180.aspx (last visited Dec. 12, 2008).

15 W&l response to TAS information request (Dec. 16, 2008).

16 See IRS Command Code Usage Report. Actual document counts are 3,289,901 for FY 2007 and 2,355,860 for FY 2008 (through Sept. 9, 2008) (Mar-
tinsburg Computing Center and Tennessee Computing Center counts).

17 See IRS Command Code Usage Report. Actual document counts are 3,289,901 for FY 2007 and 2,355,860 for FY 2008 (through Sept. 9, 2008).
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by IRS policy.”®* The IRS refunded more than $3.7 million, or over 40 percent of the fees it
collected for photocopies of taxpayers’ documents from FY 2005 through FY 2008."

The amounts refunded serve as an indicator of the ineffectiveness of the current files
operation. Notwithstanding the high level of refunds, the IRS decided to increase the cost
of a copy of a tax document from $39.00 to $57.00 beginning on November 1, 2008.*° The
IRS prefers that taxpayers request account transcripts, which it provides free of charge, but
are only available for the current and the prior three years.”’

Chart 1.18.2 below shows the amounts collected from and refunded to taxpayers who re-
quested documents by filing IRS Form 4506, Request for Copy of Tax Return, from FY 2005
to FY 2008; however, the IRS does not track the specific reasons for these refunds.*

CHART 1.18.2, Dollars Collected and Refunded from/to Taxpayers (Requests (IRS Form 4506) for
Documents Sent to RAIVS)*
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See Form 4506, Request for Copy of Tax Return (Jan. 2008).
Wa&I response to TAS information request (Dec. 16, 2008).
W&I response to TAS information request via e-mail with W&| official representative (Aug. 8, 2008).

See IRM 21.2.3.4.1.2(2) (Oct. 1, 2007). “As stated on Form 4506-T, Request for Transcript of Tax Return, Form 1040 series tax return transcripts are only
available for the current processing year and the three prior years. Taxpayers should not be told they can order tax return transcripts for earlier years.” Id.

This information was also verified by on-site observation by TAS staff at four contractor files storage facilities: Kansas City (2007), Andover, Austin, and
Cincinnati (2008).

The IRS refunded $4,238,716, $3,767,113, $3,748,916, and $4,068,317 in photocopy fees to requesters in FY 2005, FY 2006, FY 2007, and FY 2008,
respectively. W&I response to TAS information request (Dec. 16, 2008).
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Taxpayers and IRS Employees Continue to Experience Substantial Delays in
Receiving Paper Records.

The National Taxpayer Advocate and the Treasury Inspector General for Tax
Administration (TIGTA) have addressed file management problems on a number of oc-
casions.”* However, even after the IRS contracted out the paper record keeping system,
taxpayers and IRS employees continued to experience delays in receiving records.>> The
National Taxpayer Advocate discussed this issue in her 2001 Annual Report to Congress,
yet remaining flaws in the file management process prevent taxpayers and IRS functions

from receiving requested records timely.*®

The IRS has no database to track paper files. Even the Submission Processing RAIVS
employees who request copies of taxpayer documents from the paper files operation can-
not timely obtain copies of returns.”” In some cases, the IRS cannot retrieve the requested
documents at all.*® Unfortunately, the IRS does not gather statistics on paper files that it

cannot locate.

Affected taxpayers experience substantial hardship when they cannot obtain copies of
their tax records.” For instance, when taxpayers do not receive copies, they are forced to
reconstruct documents to satisfy the institution requesting the information from them.
This process requires a significant amount of time and effort.

24 See 2002 National Taxpayer Advocate Annual Report to Congress 140; 2001 National Taxpayer Advocate Annual Report to Congress 70. See also TIGTA,
Ref. No. 2004-10-186, Better Procedures Are Needed to Locate, Retrieve, and Control Tax Records 11 (Sept. 2004).

25 See GAO, GAO-07-1160, Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files (Sept. 2007).

26 |RM 3.5.61.5.9 (Jan. 1, 2008) requires expedited processing of TAS document requests within five business days. However, in many cases TAS case ad-
vocates experienced extended delays in receiving requested taxpayer documents. For example, TAS case advocates in Rhode Island collected information
on all documents they requested between June 23,2008, and July 21, 2008. Of the 30 documents employees requested, nine were received within two
weeks, another ten were received within 30 days, and 11 documents or 37 percent were not received by the end of the study. Additionally, case advocates
from Local Taxpayer Advocate (LTA) offices across the United States provided 51 examples of delayed processing of file requests from November 2006 to
June 2007 that were documented on the Taxpayer Advocate Management Information System (TAMIS). TAS secured the documents from the Files function
in only 36 cases. The average response time was 34 days. TAS did not receive documents or a response from the Files function in 15 cases, or nearly 30
percent. This sample of TAS requests selected using Command Code ESTABDV (Expedited requests for documents) and Form 2275, Records Request,
Charge and Recharge (Aug. 2006) (paper form requesting a Special Search) methods shows that although the IRM mandates timely processing of TAS
requests, such requests were not timely honored. Often, TAS employees made second and third requests, but the Files function indicated the returns were
sent per the original request. Sometimes, it took weeks and months to receive the requested documents. Several examples indicate that when the Files
function timely extracted documents it failed to mail them for several weeks. Delays prompt TAS case advocates to make multiple requests. These docu-
ment delays cause taxpayer burden, including delayed refunds, assessed penalties, and interest.

27 In 2007, the National Taxpayer Advocate received a Systemic Advocacy Management System (SAMS) submission from a RAIVS employee regarding the
inability to receive returns timely from the Files function. See SAMS, Issue P0027183 (submitted on Mar. 20, 2007) on the lack of timely action on
document requests. For example, RAIVS employees in Ogden, Utah, and Kansas City submitted a complaint through SAMS regarding a delay in securing
requested taxpayer documents. Other SAMS submissions indicated missing documents were requested from the Kansas City campus beginning in Decem-
ber 2006. In one instance, a document request required five additional requests and took over 60 days for the Files function to fulfill. See SAMS, Issues
P0026815 (submitted on Feb. 8, 2007) and 10027720 (submitted on June 26, 2007).

28 See SAMS, Issues No. P0027183, P0026815, and 10027720. See also GAO, GAO-07-1160, Tax Administration: The Internal Revenue Service Can
Improve Its Management of Paper Case Files 9-10 (Sept. 2007).

29 Although the cost of a copied document increased from $23 to $39, and then to $57 beginning Nov. 1, 2008, taxpayers still do not timely receive the
requested tax return information. Despite the number of taxpayer requests decreasing due to the increased availability of account transcripts, the IRS still
has problems securing files.
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Effective tax administration also suffers when duplicate requests for documents waste
labor resources and create additional costs for the IRS.3° Moreover, in situations involving
tax litigation, the inability to timely locate and produce the necessary paper file may cause
the IRS to lose the litigation and the revenue at stake.>'

The Lack of Specific Timeframes for Retrieval of Paper Files and Follow-up
Procedures from the IRM Fosters Flaws in the Paper Files Management Process.

The IRM for the Files and Submission Processing functions does not contain any refer-
ences to specific timeframes for filling requests, and this lack of formal performance
requirements contributes to delays.3* IRS employees do not know when to submit a second
request for paper documents. Informal timeframes vary for each Files site and contribute
to the overall confusion.?® The result is a series of constant delays that prompt TAS case
advocates and IRS employees to submit multiple document requests, which undermine
efficient and effective taxpayer service. The IRS should specifically and clearly define all
IRM requirements regarding timeframes for paper files production and make these require-

ments mandatory for all involved in the process.

The Files Management Process Poses Disclosure Risks.

The law requires the IRS to protect sensitive taxpayer data from inadvertent disclosure.3
However, in some cases, requesters receive the wrong taxpayer’s documents.> Taxpayers
and IRS employees report that the IRS and the contracted files storage centers mail
documents to the wrong government addresses or the wrong taxpayers. In one case, a
taxpayer complained to TAS that he received not only the wrong type of document but also
documents belonging to several other taxpayers — and never did obtain the document he
needed.®

Under current procedures, when a taxpayer requests copies of documents, IRS employees
do not always compare his or her address of record (the current address on the IRS Master
File database) to the address on the request form as long as the Taxpayer Identification

30
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36

IRM 3.5.20.11.1 (Mar. 1, 2008) prescribes procedures for responses to requests for tax return information. When the requested file cannot be located the
IRS must refund the taxpayer’s money and inform the taxpayer by letter that it cannot locate the document(s).

See GAO, GAO-07-1160, Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files 8 (Sept. 2007). The report
shows that in 420 out of about 900 cases docketed at the U.S.Tax Court (46 percent), the Appeals function did not receive the requested files for over 25
days.

Cf. the prior version of IRM 3.30.123.15.1161 (Jan. 1, 2005) with IRM 3.30.123 (Jan. 1,2008). In 2008, the IRS removed references to timeframes from
the IRM, explaining that the function formerly known as “Cycle Control” was outsourced and the submission processing function did not establish criteria
for monitoring the timeliness.

See TAS OAR-ESTAB Procedures, at http://tasnew.web.irs.gov/index.asp?pid=1487 (last visited July 23, 2008).

See generally IRC §§ 6103, 7213, 7213A, and 7431.

Most recently the Files function sent a local TAS office not only a Form 4251, Return Charge-Out, for a document the office requested, but also 50 other
Forms 4251 with Social Security numbers (SSN) and taxpayers’ Integrated Data Retrieval System (IDRS) name control data, which should have been sent
to other centers across the nation. Review of incoming mail in a TAS office indicated that of 51 pieces, only one was requested by that office (Mar. 12,
2008).

SAMS, Issue 10027720. A taxpayer sent the contractor Form 4506, Request for Copy of Tax Return, requesting a copy of the 2001 tax return. The taxpayer
received copies of the Forms W-2 (including names, addresses, and SSNs) of four different taxpayers for tax years 2002 through 2005.
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Number (TIN) and name match IRS records.?” The IRS then mails the requested docu-
ments to the address provided by the taxpayer on Form 4506.3° Because of this flawed
verification process, the documents sent to the address on Form 4506 may be inaccurate
and received by a different taxpayer.?? This process also differs considerably from proce-
dures for Customer Service Representatives (CSRs) who receive telephone requests from
taxpayers for copies of their transcripts. The CSRs are required (unless the taxpayer cor-
rectly answers additional disclosure questions) to mail the transcript to the IRS’s address of

record to safeguard taxpayer information from disclosure.*

At a time when identity theft is increasingly prevalent, the IRS must employ adequate
safeguards for taxpayer information.** While the Files function was contracted out, the

IRM required the Contracting Officer Technical Representative (COTR)* to dispatch

security personnel to inspect the contractor’s facility if the contractor compromised tax-
payer information.** Although some disclosures are inadvertent, information provided

by the IRS indicates that the COTR did not conduct the required inspections.** The Files
contractor did not track all complaints from taxpayers or IRS employees or document
complaints that would trigger an investigation by the COTR. IRS employees could access
the Submission Processing Files Operation Sharing internal website, where they could obtain
the phone number of the manager at a particular contractor site or e-mail a General Program
Management Office (GPMO) analyst to complain.*s However, if a requester complained
directly to the contractor, the company did not necessarily provide this information to the
COTR. Now that the IRS has resumed in-house files operation as of October 1, 2008, it

should adequately track customer complaints and safeguard sensitive taxpayer information.

37 |IRM 3.5.20.6.2 (Mar. 1, 2008) requires a Receipt and Control employee or a RAIVS employee to verify two of three items that must be included on the re-
quest (address, name, and SSN). However, either the current or the prior address of the taxpayer is determined to be the address of record. IRM 3.5.20.8
(Mar.1, 2008). Currently, IDRS searches taxpayer data based on the maximum of first four letters of the taxpayer's surname or business name. See IRM
3.0.273-2 (Jan. 1, 2008).

38 Teleconference with IRS RAIVS analysts (June 3, 2008).

39 d.

40 |IRM 21.1.3.9 (Dec. 13, 2007), which is applicable to CSRs, requires that for the IRS to mail documents to a taxpayer's address of record, the taxpayer
must answer authentication questions listed in IRM 21.1.3.2.3(4)(d) (Jan. 1, 2008), which include (for individual master file returns) the correct address
of record, name, SSN, filing status, and the date of birth. To mail a taxpayer's return to an address other than the address of record, the taxpayer must meet
criteria of IRM 21.1.3.2.4 (Oct. 1, 2006), which require verification of two or more of the following items from a taxpayer’s return: spouse’s date of birth,
child’s/children’s date(s) of birth, amount of income reported on last return or tax due on return, employers shown on taxpayer's Forms W-2, financial insti-
tutions from taxpayer's Forms 1099-INT or Forms 1099-DIV, number of exemptions claimed on last return or on return in question, preparer, paid/unpaid, if
any expected refund amount (within $100) unless computed by IRS.

41 |dentity theft is the number one consumer complaint in the United States, far outpacing all others. In 2007, the Federal Trade Commission received
258,427 complaints of identity theft. See Federal Trade Commission Report, Consumer Fraud and Identity Theft Compliant Data, January-December 2007
(Feb. 2008), at http://www.ftc.gov/opa/2008/02/fraud.pdf (last visited Oct. 10, 2008). See also Most Serious Problem, IRS Process Improvements to
Assist Victims of Identity Theft, supra.

42 Atechnical representative designated by the Contracting Officer (CO) to monitor performance and other contract administration duties associated with the
award of a formal contract. See IAP/IRS Contract No. TIRNO-06-C-00041, Technical Exhibit 5-004, Performance Work Statement for the IRS Files Activity.

43 |IRM 11.3.24.4.3 (Jan. 1, 2006).

44 W&I response to TAS information request (June 26, 2008). The IRS performed only Readiness Reviews at each site, which is not an adequate action ac-
cording to IRM 11.3.24.3.3 (Jan. 1, 2006).

45 W&l, Submission Processing, Files Operation Sharing website, at http://hgnotes1.hq.irs.gov/SubmissionProcessing/ SPWebPage.nsf/ 7746d2301afe8b46
8525684b004d8cc0/a9p9007¢4362624f852571b7003ad240?0penDocument (last visited July 18, 2008).
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The IRS failed to address existing disclosure related problems before awarding the files
management contract. For example, the Integrated Data Retrieval System (IDRS) has a
field for the employee requesting documents to enter an address but the address is not

a mandatory fill field. If a requester does not enter an address, the IDRS Unit and Unit
Security Representative Database (IUUD) system automatically retrieves the security ad-
dress and contact information of the requester.#® Sometimes, the retrieved address does
not match the address of the requester and the Files function sends the documents to the
wrong place.#’ In response to a Government Accountability Office (GAO) audit, the IRS
committed to update the system to make the address a required field, but has not yet done
so.** Nonetheless, TAS commends the IRS effort to address complaints by adding the
option of filing a customer complaint as an electronic “Get It” ticket on the IRS intranet.
This will allow any internal customers to register complaints immediately and receive a
response within a specified time. The IRS has targeted functionality for this system by
October 2008,* and should keep it operational after resuming direct files management.

Absence of Adequate Standards and Contractor Performance Measurements.

The former contractor’s (IAP World Services, Inc.) duties were defined by contract, which
included a performance work statement or standards.>> The IRS’s Files Government GPMO
reviewed the contractor’s performance and communicated the results to the Contracting
Officer (CO) or the COTR. The IAP contract measured the actual accomplishment of the
task against the performance standard. Each time a contract employee received a request
for a document, he or she searched for the document. There was no safeguard in place

to determine whether the pulled document actually matched the request, or whether the
document was previously sent to the requester.s’ The current IRM neither requires the
contractor or the IRS to match documents with the actual request, nor to indicate why the
documents are missing.> The IRM employs the same measures the IRS had in place prior
to the contract.s3

46
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The IUUD system, updated only by security officers, allows IRS employees and managers who use IDRS and have intranet access to obtain contact
information about IDRS units, managers, and security personnel. For each IDRS unit, the IUUD enables users to find the Unit Security Representative’s
(USR) name and phone number, the manager's name, address and phone number, a description of the unit, and additional information. See IRS As-Build
Architecture, IUUD, at http://aba.web.irs.gov/formsandprocesses/rdmpframes.html|?/ABARoadMap/APPL134254594 .html (last visited May 28, 2008).
On-site observations by TAS staff at four contractor Files sites: Kansas City (2007), Andover, Austin, and Cincinnati (2008).

GAO, GAO-07-1160, Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files, Appendix Il (Sept. 2007). The IRS
indicates that this change to IDRS has not occurred and it could not substantiate any plans for the change. W& response to TAS information request (June
26, 2008).

W&I response to TAS information request (June 26, 2008). However, the IRS has no written plan for marketing the “Get It” ticket method to all operating
divisions for tracking customer complaints, which is an important component of this initiative.

IAP/IRS Contract, Performance Work Statement for the IRS Files Activity, Section C, TIRNO-06-C-00041, at C-48.

On-site observation by TAS staff at four contractor Files sites: Kansas City (2007), Andover, Austin, and Cincinnati (2008). See also GAO, GAO-07-1160,
Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files 11 (Sept. 2007).

In January 2008, the IRS revised the respective IRM eliminating guidelines for IRS operating divisions concerning timeliness of requests. Specifically,
former IRM 3.5.61.6.8 (Jan. 1, 2007) provided for expedited service in servicing TAS document requests. With the elimination of this guideline in January
2008, neither the Contractor’s Performance Work Statement (PWS) nor the IRM provide for expedited copies of documents to TAS when needed for Opera-
tions Assistance Request (OARs). See IRM 3.5.61.5.9 (Jan. 1, 2008).

See W&I response to TAS information request (June 26, 2008); teleconference with the COTR (May 27, 2008).
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Quality Assurance Evaluators (QAEs) employed by the IRS performed quality reviews at
each campus based on valid customer complaints for general files requests.>* Based on this
data, the CO provided performance feedback to the contractor.5 The contract required
documentation and validation of customer complaints used to evaluate the performance of
the contractor.® However, in the absence of written criteria regarding what constitutes a
valid complaint, the IRS only cited those complaints that the QAEs found valid.’’ In fact,
the IRS intranet Submission Processing site suggested sending complaints directly to the
contractor site manager.’® As a result, there were only 28 valid complaints in FY 2007 and
only three valid customer complaints to date in FY 200859 The low number of validated
complaints combined with a high dollar volume of refunds indicates that customers may
not even know how to properly file a complaint when they receive the money refunded
from RAIVS.

The IRS’s practice of using customer complaints as a basis for measuring the contractor’s
performance did not accurately reflect the quality of the services in the absence of adequate
standards for determining the validity of complaints and an independent review of com-
plaints by an impartial IRS quality review staff not affiliated with the files management
function or the contractor. The absence of adequate standards for the review of customer
complaints to determine validity, and for the objective evaluation of the Files function’s
performance, leaves the IRS unable to control the quality of the operation.®

The IRS Still Lacks a Servicewide Paper File Management Strategy and Electronic
Database.

A recent study shows that nearly one-third of all taxpayers prefer filing paper returns and
will not change their filing method.®* Moreover, 46 percent of all taxpayers believe that

mailing a return is still safer and more reliable than filing electronically.®> Unfortunately,
problems with paper documents are not unique to the Files operation. Other parts of the

54 However, since the IRS does not have a centralized method of receiving customer complaints, Files GPMO representatives decide whether complaints are
valid.

55 |AP/IRS Contract No. TIRNO-06-C-00041, Technical Exhibit 5-004, Performance Work Statement for the IRS Files Activity. This document reflects the
general statements in the contract standards, “The correct returns and documents, including required attachments, are pulled from files, charged out, and
routed to the correct recipient as specified on the request. No additional documents or information is inadvertently included.” See id. According to the
contract the PWS provides performance measures of the contract and that the CO provides performance feedback to the contractor. /d.

56 |AP/IRS Contract No. TIRNO-06-C-00041, 3.5.2, Documentation of Customer Complaints, through 3.5.5, Analysis of Results.

57 The QAE works for the Files GPMO and determines whether the complaint is valid. The QAE researches the complaint to determine if the action was caused
by the IRS or outside the contractor’s control. W&I response to TAS information request (June 26, 2008).

58 Submission Processing Files Information Sharing, at http://hqnotes1.hq.irs.gov/ SubmissionProcessing/ SPWebPage.nsf/ 7746d2301afe8b468525684b0
04d8cc0/8f5fef4a3df3f95785257307003ecf72?0penDocument (last visited May 9, 2008).

59 W&l response to TAS information request (Sept. 15, 2008).

60 GAO, GAO-07-1160, Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files 13-14 (Sept. 2007).

61 |RS, Russell Research, 2007 Taxpayer Segmentation Study 33 (Apr. 9, 2007). Thirty-two percent of taxpayers are used to filing paper returns and see no
reason to change their filing method.

62 |d.
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IRS store their own paper files and have experienced numerous problems with timely

retrieval of taxpayer records and documentation.®

The IRS is attempting to address its files problem, in part, through its modernization
efforts. We commend the IRS for its plan to electronically image the paper 1040 family
of returns. However, this multi-year project is still in the initial stages.** Further, the IRS
still lacks a systemic servicewide approach to the management of paper files and records.
Even after implementing electronic imaging for all future correspondence, the IRS can-
not accomplish its objective of providing effective taxpayer service without an integrated
database that can track and retrieve archived historical paper files.

Conclusion

Paper files are a reality and a necessity at the IRS even in this electronic age. Because a
certain number of taxpayers are not comfortable filing electronically and will continue to
use paper returns, the IRS will continue to receive and store paper documents.”> The goal
of effective and fair tax administration mandated by Congress requires the IRS to make
these stored records readily available to the taxpayers and IRS employees when needed,
without jeopardizing the security and confidentiality of the sensitive taxpayer information

these records contain.

The IRS has taken or is taking specific measures to address many of our concerns. We
commend IRS for the effort to create a cross-functional servicewide team (consisting of
SB/SE, W&I, and AWSS employees) to improve files practices.® We believe the IRS’s
continued effort to improve the current paper files management operation process should
produce tangible and measurable improvements that will benefit taxpayers and the IRS.
We also recognize that many of our concerns are more difficult to resolve due to the limita-
tions of IRS computer systems. However, the IRS has not previously been able to imple-

ment effective systems that would resolve many of our mutual concerns.

The IRS should consider taking the following actions to address problems in files manage-
ment: develop a servicewide record keeping and paper file management strategy and da-
tabase; take steps to convert paper returns to an electronic format; implement procedures
in the RAIVS unit where all three items (TIN, address, and name) must be verified with
IDRS and if the current address is not the same as the address of record, require a taxpayer
to submit Form 8822, Change of Address, with the Form 4506; and revise relevant IRM

provisions to employ adequate quality control and timeliness measurements for taxpayer

63
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For example, the National Taxpayer Advocate received a complaint from an exempt organization that had requested a copy of the IRS Determination Letter
on January 30, 2008, from the Tax Exempt & Government Entities (TE/GE) division. Two TE/GE responses received on May 1 and May 15, 2008, errone-
ously contained determination letters for other exempt organizations but not for the one that requested the document. Letter to the National Taxpayer
Advocate (June 9,2008).

W&I response to TAS information request (June 26, 2008).
Russell Research, 2007 Taxpayer Segmentation Study, A Study of The Needs & Drivers of U.S. Taxpayers 34-35 (Apr. 11, 2007).
See W&I response to TAS information request (June 26, 2008).
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file requests. TAS offers its assistance in implementing these recommendations through

participation of TAS representatives in a servicewide cross-functional team.

IRS Comments

As noted by the National Taxpayer Advocate, each year millions of taxpayers continue to

file their tax returns on paper. It is the responsibility of the W&I Submission Processing
division to manage the day-to-day processes and procedures that involve paper tax return
filing and the storage and servicing of those returns.

Tax returns are processed and temporarily stored at the seven Submission Processing
Centers throughout the country. Once processed, the returns are transferred to a Federal
Records Center (FRC) facility for permanent storage, usually within one year. The amount
of time that transpires between SPC processing and FRC storage primarily depends on the
availability of space at the SPC. Because the availability of space varies at each of the SPCs,
some sites will transfer returns to a FRC facility once a year, while other SPCs will make
multiple transfers each year. Consequently, some SPCs are better able to service their docu-

ment requests in-house without the more time consuming need to access an FRC facility.

As we look at the challenges in managing paper files, it is essential to emphasize the role
the FRC facilities, operated by the National Archives and Records Administration, play in
this process. The vast majority of requests for copies of tax returns and tax return photo-
copying for both internal and external customers require a coordinated effort with a FRC
facility. There are numerous FRC facility locations and their proximity to the IRS and
service levels vary. Also, historically, many of the facilities have had a high volume of re-
files (documents previously requested and returned by IRS but waiting to be re-filed by the

FRC) which adversely impacts our ability to service subsequent document requests.

The IRS acknowledges the need to improve various aspects of the files management
process and has established a servicewide cross-functional team (hereinafter referred to as
“the team”) to address many of the issues cited here. The central purpose of the team is to
conduct a mapping of each of the processes, isolate problems, and then develop strategies
to solve those problems. Thus far, the team has developed protocols for expediting re-
quests for special projects, re-vamped the Form 2275, Manual Request Form for Requesting
Documents, and instituted expedite procedures for FOIA, Ex Parte, and IRC § 6103(d) re-
quests for the Disclosure Office. They have also established a process to address issues that
interfere or limit the ability to obtain case files for court cases, Appeals, and other requests

that require expeditious service.

Currently, the team is also working with the FRC facilities to improve the processing of
requests for returns. In this regard, it has developed a process for the FRC facilities to track
paper file requests that cannot be located or serviced timely to better understand the root
causes for these delays. The team is also reviewing the feasibility of implementing this

same process at the SPCs. In another effort, since many of the SPCs and FRC facilities are
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unable to meet the 14-day response time for internal requests for tax returns, more realistic

timeframes are being developed and should reduce the need for second and third requests.

It is equally important to note there are other, administrative errors that contribute to the
delays or failure to provide paper records to taxpayers, practitioners, and other stakehold-
ers. In this regard, when employees charge out returns and fail to either return the docu-
ments or return them timely, it affects the ability to process future document requests.
The team also found that many of the complaints about documents that were not received
were due to requestors entering incorrect or insufficient information. For example, some
requests were made using an incorrect Document Locator Number (DLN). In addition, an
SPC is unable to send the requested documents to the employee when he or she fails to
provide the correct mailing address information. To deal with these issues, an instructional
guide has recently been developed to illustrate the process for requesting documents and
will be shared with employees. In addition, employees requesting documents through
Command Code ESTAB must now enter their address in a required field prior to submit-
ting the request.

The storage and retrieval of tax and administrative documents is, and always has been, of
extreme importance to effective tax administration. Detailed processes and procedures for
records management are currently contained in the 1.15 series of the IRM and constitute
the Service’s recordkeeping and paper file management strategy. In addition, the team
will continue to explore opportunities to further improve files management procedures.
However, we believe developing a database involving upwards of 12 million returns
touched each year by both the SPCs and FRC facilities in order to track the status of docu-
ment requests would prove labor intensive and prohibitively costly. However, as an alter-
native solution, the IRS is currently working on a proposal for modernizing the processing
of paper returns that would use a scanned document in electronic format as the return of
record. This project is part of the Modernized Submission Processing (MsP), a Form 1040
imaging project that will include imaging, auto-data extraction, and image archive for the
Form 1040 family of returns. While we have high expectations for the MsP project, it

remains in the planning stages and is currently unfunded.

With regard to the recommendations related to verification of address and a new require-
ment for taxpayers to submit Form 8822, Change of Address, with the Forms 4506, we
would note that the RAIVS function currently completes a verification of the address

of record on all requests. The IRM 3.5.20.8, Processing Requests for Tax Return/Return
Information, requires verification of both the TIN and address or of the name and address
to verify identity. If the address on the Form 4506 does not match current IRS records,
RAIVS will conduct additional IDRS research to verify the taxpayer’s identity. If unsuc-
cessful, the RAIVS unit will return the Form 4506 and payment to the taxpayer with

an explanation. This requirement will be further clarified in the IRM. Because current
procedures require address verification, and because we are unaware of any data to support

the contention that copies of returns are frequently mailed to unauthorized individuals due
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to these procedures, we do not endorse the proposal to require taxpayers to submit Forms
8822 with Forms 4506.

The IRS will again establish the daily High Quality Work review process for filled requests.
The team is reviewing this process, including timeframes and whether or not to retain the

“Get It” ticket system previously used by the contractor for lodging complaints.

Taxpayer Advocate Service Comments

The National Taxpayer Advocate commends the IRS for establishing a servicewide team to
address many of the issues raised in this report, and for resuming in-house performance

of the files management function. The National Taxpayer Advocate is also pleased that the
IRS changed its verification of address procedures to reflect consistency throughout the

IRS regarding the provision of taxpayer account information. We appreciate the initiatives
to improve file retrieval processes described in the IRS comments, especially the employee
instructional guide illustrating the process for requesting documents, and the programming
change requiring the requestor’s valid address to be entered prior to submitting the request.
We hope this change will help the Files function to timely deliver requested documents to
the correct addresses.

However, the transition of the Files function back to the IRS has not resolved the majority
of the problems experienced by taxpayers, practitioners, and IRS employees with the paper
file management process. Since the IRS is required by law to efficiently maintain and
manage electronic and paper files, it is responsible for establishing adequate procedures

for timely and efficient retrieval of paper files stored at the FRC facilities.”” The National
Taxpayer Advocate is concerned with the IRS’s plans to extend the timeframes for docu-
ment requests beyond the current 14 days because “many of the Submission Processing
Centers and FRC facilities are unable to meet the 14-day response time for internal requests
for tax returns.” While extending this time period may help the IRS meet its deadlines, it
will not help the taxpayer who needs the document within two weeks. We encourage the
IRS to establish procedures for expedited handling of document requests, including all TAS
document requests.®® Rather than lengthening the timeframes, the IRS should establish ef-
fective processes and coordinate requests with FRC facilities, so it can meet the established
timeframes. The IRS should also establish adequate IRM quality control and specific timeli-
ness measurements for taxpayer files requests, especially expedited requests.

67 See FRA of 1950, 44 U.S.C. § 3102.

68  The National Taxpayer Advocate also encourages prompt IRM changes reflecting specific timeframes for expediting all TAS file requests. Clear and
specific IRM requirements regarding expedited processing of these requests will eliminate the significant delays experienced by TAS case advocates and
the need to submit multiple document requests, which undermine efficient and effective taxpayer service.
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The National Taxpayer Advocate disagrees with the IRS’s conclusion that it is prohibitively
costly to develop a servicewide record keeping system and paper file management data-
base. Many government agencies that deal with huge volumes of paper documents use bar
coding and can track documents at any point of time. Bar coding and imaging of all incom-
ing paper documents may actually save IRS resources in the future, with the costs recouped
through the fees charged to requesters.” Although we are pleased with the IRS’s efforts to
implement the Modernized Submission Processing (MsP) project, which includes imaging,
auto-data extraction, and image archive for the Form 1040 family of returns, the project will
not affect paper file processing unless it receives adequate funding. The National Taxpayer
Advocate supports funding for this important project and its expansion to all stored paper
files and records.

The National Taxpayer Advocate is extremely concerned about the increase from $39 to $57
in the document retrieval fee in the absence of adequate quality controls and timeliness
measurements for files requests. The IRS should reconsider this fee increase, which will
place an additional hardship on taxpayers in light of the current economic situation and
the increasing need for taxpayers to obtain copies of tax documents.

Recommendations

The National Taxpayer Advocate recommends that the IRS consider taking the follow-
ing actions to improve the paper file management process:

1. Proactively pursue the Modernized Submission Processing project, allowing imag-
ing, auto-data extraction, and image archive of scanned documents, and expand its
application to all stored paper files and records.

2. Reverse the increase in the paper file retrieval fee until such time as the IRS im-
proves the quality of file retrieval.

3. Revise relevant Internal Revenue Manual provisions to employ adequate quality
control and specific timeliness measurements for taxpayer file requests, including
TAS expedited requests.

4. Include TAS employees on the cross-functional servicewide team created to improve
the Files operation.

69 Bar coding paper returns and scanning all paper records would reduce storage space at the SPC and FRC facilities and allow more time to efficiently
process and track all remaining paper documents that could not be bar-coded or scanned.
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msP The IRS Miscalculates Interest and Penalties but Fails to
#19 Correct These Errors Due to Restrictive Abatement Policies

Responsible Officials

Chris Wagner, Commissioner, Small Business/Self-Employed Division
Richard E. Byrd, Jr., Commissioner, Wage and Investment Division
Art Gonzalez, Chief Information Officer

Definition of Problem

The Internal Revenue Code (IRC) imposes a failure to pay (FTP) penalty and interest
when taxpayers are unable to pay their liabilities in full by the due dates of their returns.’
Because of system limitations and human error, the IRS miscalculates the FTP penalty and
interest in certain situations that negatively affect many taxpayers each year. A TAS study
found that computer-generated miscalculations of FTP penalties could potentially impact
about two million taxpayer accounts. The IRS has a manual interest accuracy rate of 67.7
percent, which projects to 151,421 potentially incorrect accounts. While the IRS is aware
of this problem, it has resorted to temporary work-around procedures to address miscalcu-
lations on a case-by-case basis rather than determining the full scope of the problem and

instituting permanent solutions.”
The consequences of these miscalculations are numerous taxpayer burdens, including:

® Tncorrect notices;
® Incorrect account payoff balances;

B Calls and letters from the IRS;

Defaulted installment agreements; and

Threats of adverse action through lien or levy.

The National Taxpayer Advocate has also identified policies that make it unnecessarily dif-
ficult for taxpayers to receive the statutory “reasonable cause” consideration for abatement
of the FTP penalty.3 These failures by the IRS have contributed to thousands of complaints
annually by taxpayers, practitioners, and IRS employees.

1 IRC §§ 6651 and 6601.

IRS, Servicewide Electronic Research (SERP) Alert 07077, IDRS (CC INTST) and Master File Interest Discrepancy (Dec. 13, 2006, reissued May 1, 2008,

Alert 080194). The alert’s sample may not be statistically valid to project the accuracy rate to the population. However, the alert, which is based on a zero
dollar tolerance, clearly shows that interest and FTP penalty calculation errors likely occurred in almost one out of every three accounts, or an accuracy rate
of 67.7 percent, which supports the inference drawn in this report.

See Treas. Reg. § 301.6651-1(c). For example, the IRS will not abate a FTP penalty for reasonable cause if the taxpayer does not have the ability to pay

the tax in full. Internal Revenue Manual (IRM) 20.1.2.1.3(2)(b) (Apr. 25, 2008).
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Analysis of Problem
Background

Legal and Procedural Basis for Imposition of the FTP and Interest

The IRS asserts the FTP penalty when taxpayers fail to fully pay their taxes on or before
the due dates of their tax returns. Under IRC § 6651(a), the IRS imposes the penalty rate of
0.5 percent per month, up to a maximum of 25 percent in the following instances:*

® Failure to pay tax shown on a return, which is calculated from the original due date of

the return;’ and

® Failure to pay any tax required to be reported on a return that was not reported on
the return, and for which the IRS has issued a notice and demand. This penalty does
not apply if the amount shown in the notice and demand is paid within 21 calendar
days from the date of the notice and demand (or within ten business days if the total
balance due is $100,000 or more). The IRS calculates this penalty from the date that
is 21 calendar days, or ten business days, if applicable, after the notice and demand for

payment was issued.®

Example: A taxpayer who has a tax liability of $5,000 tax on April 15 and pays
$4,000 timely would be subject to the FTP penalty on the unpaid portion of
$1,000. Under IRC § 6651(a), the maximum penalty would be 25 percent of
$1,000, or $250.

The FTP penalty is reduced every month by payments made before the day on which the
penalty is imposed, and by any credits that are applied against the tax.” Taxpayers who
timely filed their returns (taking into account authorized extensions for the time to file) and
enter into installment agreements are subject to a decreased FTP penalty rate — 0.25 per-
cent — for any month the agreement is in effect.® After the IRS determines the collection of
tax is in jeopardy and issues a notice and demand for immediate payment, or ten days after
the IRS issues a notice of intent to levy, it will increase the taxpayer’s FTP penalty to one
percent per month, double the original rate of 0.5 percent.? However, the IRS will reduce
the taxpayer’s FTP penalty down to o0.25 percent per month beginning the month after the
taxpayer enters an installment agreement following a levy or jeopardy notice.*

IRC § 6651(a)(2) and (3).

IRC § 6651(a)(2).

IRC § 6651(a)(3); IRM 20.1.2.5.1(1)(a) (Apr. 25, 2008).
7 IRC § 6651(b).

8 IRC § 6651(h).

9 |RC § 6651(d) and IRM 20.1.2.6.1 (June 17, 2008).

10 |RM 20.1.2.6.1(6) (Apr. 25, 2008).

o o

Taxpayer Advocate Service — 2008 Annual Report to Congress — Volume One 305



Most Serious

Problems

The IRS Miscalculates Interest and Penalties but Fails to

Correct These Errors Due to Restrictive Abatement Policies SRR

Miscalculation of the FTP Penalty by the IRS

FTP penalty calculation errors are widespread, whether the IRS computes the amount man-
ually or systemically."” A 2004 Treasury Inspector General for Tax Administration (TIGTA)
report found a 24 percent error rate on manually calculated FTP penalties.”> In 2008, TAS
conducted research to determine the current potential scope of systemically computed pen-
alty and interest miscalculations on taxpayer accounts.’? Table 1.19.1 below illustrates the
systemic IRS error rate found in a statistically representative sample of taxpayer accounts,
in which the IRS has assessed the FTP penalty.

TABLE 1.19.1, FTP Penalty Computation Errors Found In Current Taxpayer Accounts

2007 Total Population Taxpayer Accounts Miscalculation Rate Observed in Sample  Potentially Miscalculated Taxpayer Accounts

23,886,760 8.3% 1,982,601

TAS observed a systemic FTP penalty and interest error rate of 8.3 percent in the statisti-
cally representative test population of 23,886,760 current Individual Master File (IMF) and
Business Master File (BMF) taxpayer accounts.” A projection of this sample to the total
volume of automated IRS accounts shows that these errors would potentially affect about

1,982,601 taxpayer accounts.'

In the study, TAS found taxpayers who were systemically charged FTP penalties exceeding
the maximum rate of 25 percent in direct violation of IRC § 6651, and taxpayers who were
not charged the reduced FTP penalty rate due to an installment agreement (0.25 percent)."®
These errors continue to plague taxpayers despite attempts by the IRS to correct program-

ming problems.

Taxpayers face further burden when they must contact the IRS to resolve the erroneous
accounts. Inaccurate computations from the program used by the IRS to calculate the
FTP and interest accruals can lead the IRS to provide erroneous payoff amounts to tax-
payers.”” When taxpayers are on installment agreements, miscalculated computations can
cause defaulted agreements, which lead to additional user fees and the loss of the reduced

11 “Systemically” refers to the IRS’s computer-generated computations. The IRS programs its computers to calculate the FTP penalty from rates determined by
IRC § 6651 and procedures explained in the IRM. See generally IRM 20.1.2 (Apr. 25, 2008).

12 TIGTA, Ref. No. 2004-30-184, Errors in Failure to Pay Penalty Accounts Occur When the Penalty Is Computed Manually (Sept. 27,2004). This report
presented the results of the TIGTA review of manually computed FTP penalty amounts.

13 FTP penalty population obtained from IRS data in the Compliance Data Warehouse. The statistical sample size observed was 373 with an error count of
31. This sample has a 95% confidence interval + 2.8 percent.

14 Margin of error is 2.8 percent at the 95 percent level. Five of the 31 defects occurred on accounts containing a past or present timely filed return with an
installment agreement.

15 This would potentially affect 1,982,601 miscalculated taxpayer accounts when projected across 23,886,760 automated IRS calculations.

16 |RC § 6651(h).

17 INTST is the primary program used by customer service representatives, TAS, and the ACS to calculate FTP penalty and interest. The Small Business/Self-
Employed Office of Servicewide Interest supports INTST.
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FTP penalty rate of 0.25 percent. The rate then doubles (0.5 percent) or quadruples (one
percent), depending on the status of the taxpayer’s account. The taxpayer may also receive
erroneous notices. An example of this occurs when taxpayers who live or work abroad
(including military personnel) should receive an automatic 6o-day extension of time to file

and pay but are sometimes erroneously charged an FTP penalty.*®

Miscalculation of Restricted Interest

The IRS charges interest on a tax deficiency under IRC § 6601 for the time the taxpayer has
use of the government’s money. Conversely, the IRS pays interest to the taxpayer on an

overassessment or overpayment under IRC § 6611 for the time the government has the tax-
payer’s money. In many instances, the period for which the IRS charges or pays interest to
the taxpayer begins on the due date of the return. The interest accrual period is suspended,

or “restricted” if certain deductions, credits, or items of income are present."

The IRS’s Integrated Data Retrieval System (IDRS) cannot identify all conditions involved
in a restricted interest account, which means the IRS must manually compute all restricted
interest.*® IRS procedures require manual interest (restricted interest) calculations in

numerous situations, including those where the taxpayer:

® s located in a designated combat zone;
® s located in a designated disaster area; or

® Has submitted an offer in compromise that reduces the liability.*’

Significant Problems Exist Because IRS Computers Cannot Systemically Accrue
Restricted Interest on Many Taxpayers’ Accounts.

When account penalties and interest do not update automatically, IRS personnel must
perform a series of complicated manual transactions that routinely give rise to errors. The
IRM lists reasons for restricting interest on a taxpayer’s account, but due to the complex
and changing nature of interest, the list is not all-inclusive. Thus, the IRM offers only a

partial reference for employees seeking to resolve account concerns.*

20
21
22

See Treas. Reg. § 1.6081-5. U.S. citizens or residents living outside the U.S. and Puerto Rico (including military personnel) are granted an automatic two-
month extension of time for filing and paying tax on a return if they attach a statement showing they are entitled to the extension.

IRM 20.2.8.6 (Aug. 1, 2006) lists the deductions, credits, or items of income and the IRC provisions that “restrict interest” Some of the reasons for
restricting interest on a tax module are as follows: Forms 2285, Combination Adjustments; tax motivated transactions; net rate interest netting; Rev.-Rul.
99-40 (interest on deficiency after overpayment); multiple Form 870 waiver dates; error or delay in ministerial or managerial acts; ascertained date under
IRC § 6502; non master file assessments; Forms 8697, Look Back Method; estate tax returns; combat zones; offers in compromise; large corporate under-
payments; disaster areas; tax modules reinstated from retention; and reversals of gas tax credits.

IRM 20.2.8.1(2) (July 31,2001).

IRM 20.2.8.6 (Aug. 1, 2006).

IRM 20.2.8.6 (Aug. 1, 2006).
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The IRM requires qualified IRS personnel to review all manual interest computations of
more than $50,000 in order to verify the accuracy. Given that the restricted interest IRM
is complex and the systemic tools for computing interest presents additional challenges,
the IRS should reevaluate its current practices so that all taxpayers receive accurate interest
charges. That is, all taxpayers with manually calculated interest should receive the same
accuracy reviews as taxpayers who owe greater than $50,000 in interest.

TAS researched IRS’s databases and found that, as of July 2008, there were 468,795 restrict-
ed interest accounts.** An IRS Office of Servicewide Interest review of previously posted
manual interest computations found the accuracy of these calculations to be only 67.7
percent.”s This figure indicates that 32.3 percent of manual interest computations — almost

one in three — are incorrect.

By the very nature of the scenarios surrounding restricted interest tax modules and the
circumstances that cause these accounts to be restricted, taxpayers should not be subjected
to additional burden when the IRS miscalculates manual interest. Based on the current
number of restricted interest accounts, a 67.7 percent accuracy rate would project to

151,421 current potentially incorrect manual interest accounts.

Significant Taxpayer Burden Situations Occur When the IRS Miscalculates Penalties
and Interest.

The IRS is aware of but has failed to correct many systemic problems that cause penalty
and interest miscalculations.*® These incorrect calculations lead numerous taxpayers to
believe they have fully paid what the IRS says they owe, only to receive subsequent bills for
accruals of interest, penalties, or both. If a taxpayer was planning to refinance his or her
home or borrow from a bank or retirement savings under the mistaken belief that the IRS
provided a correct final payoff amount, the taxpayer may be unable to raise the additional
funds needed to resolve the remaining debt. This could lead to lien or levy action after

the IRS’s own calculations led the taxpayer to believe the tax was fully paid. The IRS could
minimize this problem by systemically posting FTP and interest accruals on balance due
accounts at least every three months.

The complexity of penalty and interest calculations makes it difficult for the ordinary tax-
payer to identify errors in IRS notices and payoff statements. Taxpayers sometimes over-
pay penalty and interest without ever knowing the IRS made a mistake. Inaccurate penalty
and interest calculations also cost the IRS because it must devote resources to refund excess

payments or attempt to collect erroneous refunds.

23 |RM 20.2.8.1(3) (Aug. 1, 2006).

24 Compliance Data Warehouse IMF database. Data compiled from the Individual Master File; transaction code 340 dates between Oct. 1, 2007, and July
31,2008.

25 See IRS, Office of Servicewide Interest, reviews of previously posted manual interest computations for October 2007 through March 2008; see also Linda
Stiff, Deputy Commissioner for Services and Enforcement, Memorandum to Division Commissioners (July 10, 2008).

26 |RM 5.12.6.1.2 (Mar. 15, 2005).
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Another example of problematic rework occurs each year during the period known as the
“Dead Cycles,” the time from mid-December through the first week of January, when the
IRS updates its IDRS computer system.” During this time, the IRS Masterfile does not
allow accruals to taxpayers’ accounts on IDRS. As a result, systemic releases and account
accruals do not occur until the “Dead Cycles” updates are complete. Work performed on
taxpayers’ accounts during this time may require manual computations that are vulnerable

to human error.

Inadequate IRS Training and Software Programming Contribute Significantly to
Taxpayer Burden.

Many IRS business units utilize unique tax and interest computation software, containing
programming variations for the calculation of the FTP penalty and interest. These differ-
ences are exacerbated when IRS employees possess varying degrees of skill and training in
these areas.

Until the IRS completes a comprehensive review to verify computer programs that impact
penalty and interest assessments are designed and functioning in accordance with law and
policy, it will continue to use programs that may not work as intended. The IRS’s contin-
ued reliance upon inadequate programming could cause inequitable treatment of taxpayers

and over-collection or lost revenue.

FTP Penalty Calculation Errors Can Be Compounded by the IRS’s Restrictive
Reasonable Cause Penalty Abatement Policy.

A taxpayer can reduce or eliminate the FTP penalty by showing the failure to pay is due to
reasonable cause and not willful neglect.”® Under Treasury Regulation § 301.6651-1(c) (1),
an FTP penalty abatement will be considered due to reasonable cause if the taxpayer shows
he exercised “ordinary business care and prudence in providing for payment of his tax
liability” and, nonetheless, was either unable to pay the tax, or would suffer an undue hard-
ship if he paid on the due date.” However, the IRS has taken the position that a taxpayer
must pay the tax due before it will abate the FTP penalty for reasonable cause.

The IRM provides that, “Generally, the taxpayer must pay the tax due before the Service
will abate a FTP penalty for reasonable cause. The penalty and interest continue to accrue
until the tax is paid.”*> While IRC subsections 6651(a)(2) and (3) and the accompanying

N

7
28
29
30

IRM 5.12.6.1.2 (Mar. 15, 2005).

IRC § 6651(a)(2) and (3).

“Undue hardship” is defined in Treas. Reg. § 1.6161-1(b).

IRM 20.1.2.1.3(2)(b) (Apr. 25, 2008). The term “generally” in this IRM section suggests that there might be some situations in which the IRS would agree
to consider reasonable cause for the FTP penalty without requiring that the taxpayer first pay the underlying liability. However, the IRS has made clear that
in practice it does not make any exception to its “pay first” policy. TAS receives complaints from taxpayers who desire to assert reasonable cause to abate
the FTP pay penalty but were denied that opportunity by the IRS because the tax had not yet been paid. In these cases, the crisis that gave rise to the
taxpayer’s failure to pay the tax, such as a severe health condition that kept the taxpayer from earning wages, is the same crisis which the taxpayer desires
to serve as the basis for the reasonable cause abatement. In April 2007, TAS proposed that the IRS change IRM 20.1.2.1.3(2) to allow reasonable cause
to be raised in certain limited situations when the taxpayer’s inability to pay the tax was at issue; however, the IRS refused to do so.
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Treasury Regulation § 301.6651-1(c)(1) do not list full payment of the underlying liability as
a prerequisite for reasonable cause abatement of the FTP penalty, the IRS enforces such a
requirement.3' Given this policy, the IRS would not consider the reasonable cause claim of
a taxpayer who has a severe health condition preventing him or her from earning income
and paying the tax unless the tax is paid in full — which the taxpayer could not do.>* The
IRM provides, “There is no statutory requirement that the tax has to be paid in full before a
FTP abatement request can be considered or can in fact be made,” but asserts that “there is
no statutory requirement that the Service has to consider a FTP penalty abatement before
the tax is fully paid.”s3 The IRM states the IRS has decided on the full-pay policy “per ad-
ministrative discretion in the interests of the taxpayer and the Service.”?* The IRM further
asserts that: “These type scenarios do not provide quality taxpayer relations and only serve
to multiply confusion.”*> However, the IRM does not explain how refusing to hear the tax-
payer’s explanation of reasonable cause, for not being able to pay the tax until the taxpayer
pays the tax, encourages voluntary compliance. As this report was being developed, the
IRS agreed to change its “pay first” policy. The National Taxpayer Advocate applauds the
IRS for this change and looks forward to reviewing the revised policy.

The IRS may feel the abatement policy is in the best interest of tax administration in some
cases; however, it is clear that taxpayers with no ability to pay the underlying tax in the
foreseeable future are harmed when they are not granted the right to have their reasonable

cause abatement claims heard.

Conclusion

It is important that the IRS protects the integrity of taxpayer accounts by accurately calcu-
lating the FTP penalty and interest. Too often, its systems fail to accurately calculate these
additions to tax. While the IRS’s intent to administer the tax law fairly is not in question,
the IRS must reduce miscalculations of penalties and interest, and further eliminate frus-
trating penalty abatement requirements. By reducing these barriers, the IRS will enhance

voluntary compliance and taxpayer confidence in the IRS.

The IRS should consider taking the following actions to improve the process of calculating
the FTP penalty and interest: include TAS as a partner on any existing teams or working
groups concerning any instances in which programs are not functioning in accordance
with the intent of the IRM; allocate adequate resources towards planning and program-
ming for its Customer Account Data Engine, IDRS, Financial Management Information
System, IMF, and BMF to resolve common penalty and interest computation issues allow-
ing for systemic updates every three months; revise pertinent IRM sections so all taxpayers

31 |IRM 20.1.2.1.3(2)(b) (Apr. 25, 2008).

32 An example taken from a closed TAS case. Taxpayer Advocate Management Information System (TAMIS) Primary Core Issue Code (PCIC) 520.
33 |IRM 20.1.2.1.3(2)(b) (Apr. 25, 2008).

34 d.

35 d.
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are entitled to accuracy reviews of interest and penalty calculations; re-evaluate the overly
complex restricted interest procedure in the IRM to make certain all taxpayers receive ac-
curate interest charges; and allow taxpayers who have demonstrated the inability to pay the
underlying tax the ability to be heard on their claims for reasonable cause abatement of the
FTP penalty before the tax is paid.

IRS Comments

The IRS recognizes the need for continual scrutiny of our penalty and interest computa-
tions to ensure taxpayers are being treated fairly and assessments are accurate. The
Servicewide Penalty and Servicewide Interest policy groups, embedded in the Small
Business/Self-Employed Division were formed to uniformly address penalty and interest

issues on an agency-wide basis.

The IRS has done much to correct systemic errors that cause penalty and interest miscalcu-
lations. All identified systemic conditions resulting in inaccurate calculations are reported
to the Servicewide Penalty and Interest groups who meet with Master File and Integrated
Data Retrieval System (IDRS) personnel to resolve and correct each reported condition. A
cross-functional working group led by Servicewide Penalty and Interest, which includes
members from functional areas, Modernization & Information Technology Services, and
the Chief Financial Officer, was formed and meets weekly to address identified systemic
problems within the penalty and interest programs. Members of this working group
conducted a review of Master File programming, including a general random sample of
open modules, as well as a sample of modules impacted by the recent implementation of
programming changes. The review methodology was designed to confirm that recently
implemented programming changes were performing as required under the law and to
identify any programming that was not in compliance. The IRS will continue to perform

periodic reviews and implement corrective programming to address identified issues.

Solutions to identified systemic differences between Master File and IDRS penalty and
interest computations that cannot be fixed under the current processing system are being
addressed by modernization efforts, through the use of the Common Services Penalty and
Interest Computation Module. Use of a common module for systemic calculations will
eliminate computational differences that can arise when more than one program is used to

determine overpayment and underpayment interest and penalty amounts.

The IRS agrees that more work can be done to improve the accuracy of manual inter-

est calculations; however, since we have not yet implemented a statistically valid review
process, our actual accuracy rate is not known because our sample cannot be projected to
the entire population. We are working with Research and Statistics to develop a statisti-
cally valid random sampling methodology that is planned for implementation in fiscal year
(FY) 2009. We are also working with a vendor to improve a software product used by our
employees which assists them with manual interest computations. Several significant en-
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hancements of this software are scheduled for implementation this fiscal year. In addition,
manual interest training has been updated and will be provided to interest computation
functions servicewide. The priority to fully train interest computation personnel, and the
availability of on-site assistance from the Servicewide Interest group, was communicated to

all functions by the Commissioner in a memorandum dated July 10, 2008.

The IRS has a mandatory review in place of all manual interest computations greater than
$50,000.3° The $50,000 criterion was set to provide review of large dollar adjustments and
to address sizable interest accuracy issues. In addition to this review requirement, all inter-
est calculations, regardless of dollar amount, are subject to a random post review by interest
reviewers located in the Servicewide Interest group. Feedback on errors and corrective

actions are implemented as a result of these reviews.

There are restricted interest conditions which Master File and IDRS programming can
systemically handle. For instance, generally, Master File and IDRS can systemically handle
restricted conditions of modules with combat zone, disaster relief, and carryback adjust-
ments stemming from net operating losses. To ensure accuracy, the IRM provides specific
instructions for those special situations that require the manual computation and restric-

tion of interest.3”

To alleviate any issues that may occur during IDRS “Dead Cycles”, we have included in
the IRM instructions on how to handle the processing of adjustments in anticipation of
the Dead Cycle timeframe.?® “Dead Cycles” are necessary to provide Master File and IDRS
systems the needed time to update computer programming. Processing of interest on
underpayments input prior to the Dead Cycles does not in itself require or mandate the
manual computation and restriction of interest. However, for overpayments that will
complete processing during dead cycles, instructions provide for the issuance of manual
refunds to limit the unnecessary accrual of credit interest that would occur by not being

able to process refunds during this time period.

In her report, the National Taxpayer Advocate makes five specific suggestions to improve
the process of calculating the FTP penalty and interest. The IRS is taking or has taken the

following actions with respect to these issues:

We work in conjunction with the TAS Office of Systemic Advocacy to uncover systemic
computational errors in our systems or gaps in our procedures. The IRS agrees that, where
appropriate, we should include TAS as a partner on teams. We will provide periodic up-
dates to TAS to ensure they are kept abreast of current activities where their active involve-

ment on teams is not warranted.

36 |RM 20.2.8.1 (July 31,2001).
37 |RM 20.2.8 (Aug. 1, 2006).
38 |RM 21.2.4.3.15 (Jan. 11, 2008).
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The IRS agrees to continue devoting resources toward planning and programming for its
systems to resolve penalty and interest computation issues. Given the magnitude of this
task, we must determine the correct balance of resource usage between updating this infra-
structure and conducting day-to-day business. However, we do not have plans to allow for
systemic updates every three months. A notice needs to be sent to the taxpayer for penalty
and interest accruals to be posted to the taxpayer’s account. Currently, the print sites are
sending notices annually and can not handle the additional volume that would result from
these additional accruals. We do not have the personnel or equipment resources to issue

these additional notices.

The IRS threshold for mandatory review of manual interest computations was set at
amounts greater than $50,000.2 The $50,000 criterion was set to provide review of large
dollar adjustments and to address sizable interest accuracy issues. Those not meeting this
threshold are subject to our sample review process. Reviewing all manual interest compu-

tations is not the best use of our limited resources.

Complex restricted interest procedures are due in great part to the complexity of the IRC
and the limitations of our systemic interest capabilities. The IRS will review IRM proce-
dures and simplify restricted interest procedures where appropriate.*

The IRS will change its policy of generally requiring the tax be paid before considering
reasonable cause abatements. To establish reasonable cause, a taxpayer must make a satis-
factory showing that he or she exercised ordinary business care and prudence in providing
for payment of his or her tax liability and was nevertheless either unable to pay the tax or
would suffer an undue hardship if they paid on the due date.#' If the taxpayer meets this
reasonable cause criteria for not paying the tax when it was due (including any extension
of time to pay), the FTP penalty will be abated. IRM 20.1.2 is being updated to reflect this
position.

Taxpayer Advocate Service Comments

The National Taxpayer Advocate is pleased that the IRS agrees with the need for continual
scrutiny of penalty and interest computations to guarantee taxpayers are treated fairly and
assessments are accurate. The IRS response demonstrates that it is trying to be vigilant in

its efforts to maintain taxpayers’ confidence in the IRS and enhance voluntary compliance.

The National Taxpayer Advocate acknowledges the IRS’s proactive efforts to correct sys-

temic errors that cause penalty and interest miscalculations through periodic reviews and

39 |IRM 20.2.8.1 (July 31, 2001).
40 |RM 20.2.8 (Aug. 1, 2006).
41 Treas. Reg. § 301.6651-1(c)(1).
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corrective programming. The National Taxpayer Advocate applauds the IRS’s moderniza-
tion efforts and looks forward to seeing the impact of the Common Services Penalty and
Interest Computation Module on inaccurate penalty and interest computations.

When the IRS makes assessments and provides notices to taxpayers annually rather than
at least quarterly, FTP penalty and interest accruals may not post properly to taxpayers’
accounts.* Upon request for a payoff amount, an IRS employee must force a posting of
the penalty and interest accrual which updates the account.#* If an IRS employee does not
monitor the account and the accruals do not post before payment, the IRS may erroneously
refund the difference between the balance when the payment is posted and the balance
when the proper accruals finally post; which, in turn, could create unnecessary work for the
IRS and a tremendous burden for the taxpayer.

For example, the IRS’s erroneous refund procedures require sending the taxpayer a notice
requesting repayment of the erroneous refund. The taxpayer, who assumed the refund was
correct, is then subject to interest charges. This creates unnecessary confusion. Taxpayers
would rather pay the correct balance due (as advised by the IRS) rather than receive an
erroneous refund notice in the future. While the IRS is reluctant to find the resources

to systemically notify taxpayers of accruals every three months, the National Taxpayer
Advocate believes these resources are a small cost to protect taxpayers’ rights and prevent

taxpayer confusion and unnecessary burden.

The National Taxpayer Advocate is pleased that the IRS agrees with the need to improve
accuracy of manual interest calculations. We commend the IRS for working with Research
and Statistics to develop a statistically valid random sampling methodology to review these

calculations.

The IRS states it has a mandatory review in place for all manual interest computations
greater than $50,000.# However, the IRS recently informed its Division Commissioners
that the manual interest computation accuracy rate for the first half of FY 2008 was 67.7
percent.¥s The National Taxpayer Advocate is troubled by this statistic and believes all
taxpayers are entitled to the same level of quality reviews for accuracy, regardless of dollar
amount. Moreover, it seems the IRS assumes that $50,000 is the threshold amount to have

42

43
44
45

Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2005-30-052, Procedures Regarding the Failure to Pay Tax Penalty Result in Incon-
sistent Treatment of Taxpayers and Hundreds of Millions of Dollars in Lost Revenue (Mar. 18, 2005). IRC § 6303(a) provides that the IRS shall as soon
as practicable after making an assessment give notice to each person liable for the unpaid tax. IRC § 6601(e)(2)(A) requires the IRS to assess and
issue notice and demand for the FTP penalty before interest is accrued on the penalty. The IRS generally makes this assessment annually. However, for
restricted interest and manually calculated penalties, the IRS may assess the penalty and interest more than annually thereby causing disparity between
taxpayers whose interest and penalty charges are assessed annually and taxpayers whose interest and penalty charges are assessed manually. The
report presented that the IRS would generate more revenue if it assessed penalty and interest and issued notices and demand for payment quarterly
rather than annually.

Servicewide Electronic Research and Policy (SERP) Alert 07077 (issued Dec 13, 2006).
IRM 20.2.8.1 (July 31, 2001).

See IRS, Office of Servicewide Interest, reviews of previously posted manual interest computations for October 2007 through March 2008; see also
Linda Stiff, Deputy Commissioner for Services and Enforcement, Memorandum to Division Commissioners (July 10, 2008).
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a great impact on a taxpayer’s financial well-being. However, for a low income taxpayer,
$100 or $1,000 can have the same relative economic impact as $50,000 has for a more afflu-
ent taxpayer. If the IRS is trying to consider the taxpayer’s perspective, it should impose a
mandatory review of all manual interest computations.*

The National Taxpayer Advocate does not dispute the necessity of “Dead Cycles.” However,
“Dead Cycles” lead to human error when computing interest and FTP penalties. Because
these errors persist, it would be prudent for the IRS to offer clear guidance to customer
service employees handling account payoff balances during the “Dead Cycles.”

The National Taxpayer Advocate is pleased the IRS will include TAS as a partner on teams,
and anticipates updates of current activities where TAS’s active involvement on teams is

not warranted.

The National Taxpayer Advocate applauds the IRS for agreeing to change its “pay first”
policy, as it now allows a reasonable cause abatement to occur before the tax is paid. If the
taxpayer meets reasonable cause criteria for not paying the tax when it was due (including
any extension of time to pay), the FTP penalty will be abated. The IRS states it is updating
IRM 20.1.2 to reflect this position. TAS looks forward to reviewing the revised policy. By
reducing many of these barriers, the IRS will enhance voluntary compliance and taxpayer
confidence.

Recommendations

The National Taxpayer Advocate recommends that the IRS take the following actions to

improve penalty and interest administration:

1. Allocate adequate resources toward planning and programming for the Common
Services Penalty and Interest Computation Module, Customer Account Data Engine,
IDRS, Financial Management Information System, IMF, and BMF.

2. Resolve common penalty and interest computation and notice issues by allowing for
assessments and systemic updates every three months in order to provide current

account balance information to taxpayers.

3. Revise pertinent IRM sections to simplify restricted interest procedures and provide

for accuracy reviews of interest and penalty calculations to all taxpayers.

46 This review would provide the additional benefit of helping the IRS to identify all of the problem areas relating to restricted interest.

47 In its response, the IRS claims that it has “included in the IRM instructions on how to handle adjustments in anticipation of the Dead Cycle . .., but the
IRM cited in the footnote only discusses how to process a manual refund to avoid interest charges to the IRS. The IRM cited does not discuss how to
abate a penalty or adjust an account so that a taxpayer may avoid erroneous interest or penalties during the Dead Cycle.
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MSP Inefficiencies in the Administration of the Combined Annual Wage
#20 Reporting (CAWR) Program Impose Substantial Burden on
Employers and Waste IRS Resources

Responsible Official

Chris Wagner, Commissioner, Small Business/Self-Employed Division

Definition of Problem

The Combined Annual Wage Reporting (CAWR) program ensures that employers accu-
rately report annual wage data to the IRS and the Social Security Administration (SSA). If
the IRS discovers a discrepancy in the wage and tax data reported by an employer, it issues
a notice to the employer and requests that the employer provide the information necessary
to resolve that discrepancy.’ Employers often experience significant problems when they
attempt to reconcile wage and tax discrepancies, including:

® Delays in case resolution;

® Unclear notices and letters that do not help employers reply timely or comply with

reporting requirements; and

® Improper assessment of penalties.

These problems lead to downstream consequences that produce rework for the IRS and
impose a burden on employers. An increasing number of employers seek assistance from
TAS to resolve their CAWR issues. TAS cases increased by 264 percent between fiscal
year (FY) 2005 and FY 2008.> In FY 2008, CAWR ranked as the number one issue in cases
closed within TAS for large and midsize businesses, tax exempt organizations, and govern-

ment entities.?

L Internal Revenue Manual (IRM) 4.19.4.3.1 (Feb. 1, 2008).

2 TAS receipts for CAWR increased from 1,663 cases in FY 2005 to 2,867 cases in FY 2006 to 4,563 cases in FY 2007 to 6,059 cases in FY 2008. This is
an increase of 264 percent from FY 2005 to FY 2008. See TAS Technical Analysis and Guidance response to research request (Nov. 10, 2008).

3 In FY 2008, CAWR ranked as the number one issue for cases closed for large and midsize businesses, tax exempt organizations, and government entities
seeking assistance from TAS. CAWR is the fourth most common issue driving small business employers to TAS. The relief rates in CAWR cases are 82.5
percent for the Large and Mid-Size Business division (LMSB), 88.7 percent for the Tax Exempt and Government Entities division (TE/GE), and 86.5 percent
for the Small Business/Self-Employed division (SB/SE). See TAS Technical Analysis and Guidance response to research request (Nov. 10, 2008); TAS,
Business Performance Review 4th Quarter FY 2008.
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Analysis of Problem

Background

The IRS and the SSA jointly administer the CAWR program, which compares Forms W-2,
Wage and Tax Statement, and W-3, Transmittal of Wage and Tax Statements,* to the Forms
94x series’ of employment tax returns. Generally, the purpose of the CAWR program is to
ensure employers pay and report the correct amount of Social Security and Medicare taxes,
federal income tax withheld, and Advanced Earned Income Tax Credit, and file Forms W-2
with SSA.* An employer’s failure to file Forms W-2 accurately and timely can adversely
affect employees’ individual SSA benefits.

When the IRS discovers a discrepancy between information reported on an employer’s
employment tax return and the information submitted to the SSA, it researches the issue
before contacting the employer. If it cannot resolve the discrepancy internally, the IRS is-
sues a notice advising the employer of the discrepancy and of the potential tax assessment

or penalty for intentionally disregarding filing requirements for information returns.’”

Delays in Case Resolution Due to Lack of Proper Inventory Management Controls

In 2006, the IRS began to consolidate the CAWR program in three campuses — Cincinnati,
Memphis, and Philadelphia. Presumably, one goal of consolidation was to improve ef-
ficiency by developing and concentrating CAWR expertise. However, as shown in Table
1.20.1, the IRS has experienced a significant backlog of CAWR cases at these campuses in

recent years.

TABLE 1.20.1, Percent of Overage CAWR Cases by Campus, FY 2006 - 2008°

Cincinnati 71.9% 65.5% 23.9%
Memphis 6.2% 71.7% 34.5%
Philadelphia 19.7% 13.4% 51.3%

TAS case advocates, employers, and practitioners report delays of six to 11 months in

resolving cases.® These delays leave employers in limbo about the status of their cases and

4 Forms W-2 and W-3 are the most common forms employers use to report wages paid to employees. Employers file these statements with the SSA. Other
statements, including Form 1099-R, Distributions from Pensions, Annuities, Retirement or Profit-Sharing Plans, IRA, Insurance Contracts, and Form W-2G,
Certain Gambling Winnings, are filed with the IRS.

5 The Forms 94x series includes Forms 941(Employers Quarterly Federal Tax Return), 943 (Employer's Annual Tax Return for Agricultural Employees), 944
(Employer’s Annual Federal Tax Return), and 945 (Annual Return of Withheld Federal Income Tax). Taxpayers file Schedules H (Household Employment
Taxes) with Forms 1040 (U.S. Individual Income Tax Return) or 1041 (U.S. Income Tax Return for Estates and Trusts).

6 |IRM 4.19.4.1 (Feb. 1,2008).
7 IRM 4.19.4.3.1 (Feb. 1, 2008).
8  SB/SE response to TAS research request (Oct. 23, 2008).

9 The TAS Office of Systemic Advocacy received several advocacy issues concerning lengthy delays in case resolution. See Systemic Advocacy Management
System (SAMS).
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may expose them to inappropriate collection action.” The IRS should develop internal
management controls and adequately staff the program to prevent such backlogs of CAWR

cases.

We are encouraged that the IRS recognizes the problem in the current procedures for work-
ing CAWR cases. TAS and the Small Business/Self-Employed division (SB/SE) established a
team to study the effect of the CAWR program on TAS case receipts. The team will review

CAWR processes, identify systemic problems, and discuss potential solutions.

IRS CAWR Notices Are Unclear and Do Not Necessarily Help Employers Comply

Screening is one of the most important aspects of CAWR case processing. The IRS
conducts extensive research up front, working to resolve the discrepancy and avoid un-
necessary contact with the taxpayer.” When the IRS does contact the taxpayer, however,
the CAWR notices and letters are unclear and often leave employers unable to identify the
cause of the discrepancy. For example, suppose an employer reports both wage and non-
wage information returns. The employer files Forms W-2, Forms 1099-R, and Forms 941
for a tax year. The IRS issues a notice of a discrepancy and asks the employer to provide
the information necessary to resolve that discrepancy.’> The notice lists the total amounts
reported on all forms (W-2, W-2G, 1099-R, and 1099-G) and includes a breakdown of the
amounts of Social Security wages, Medicare wages, and income tax withheld, but does not
specifically identify the discrepant data. This lack of specificity forces the employer to
review all of its records, which can be time-consuming and costly. When employers have to
spend a significant amount of time researching past years’ tax information, they may not be
able to respond timely. The employer has 45 days to respond to the CAWR notices.3

When the IRS issues unclear notices, it increases the chance that taxpayers will not respond
timely. Table 1.20.2 below indicates a significant number of employers respond late or not
at all to CAWR notices.

10 Under IRM 21.7.1.4.6.4 (Jan. 1, 2005), the IRS can take payments from one affiliated taxpayer account or tax period to satisfy an unpaid balance on
another affiliated taxpayer account or tax period. It also allows offset to past due federal agency debts in some situations. This practice can lead to much
work “unwinding” unnecessary credit transfers that could have been avoided if the IRS had promptly resolved the original problem.

11 |RM 4.19.4.2 (Feb. 1, 2008).
12 |RM 4.19.4.3.1 (Feb. 1, 2008).
13 |RM 4.19.4.3.1(3) (Feb. 1, 2008).
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TABLE 1.20.2, Response to CAWR Notices'+

Fiscal Year Notices Issued Replies Late Replies'® No Replies Undeliverable Notices
2006 272,105 70,586 107,415 92,708 8,468
2007 275,472 88,103 118,196 128,389 17,146
2008 358,162 76,712 162,232 121,957 14,056

The low taxpayer response rate clearly indicates the IRS has an opportunity to improve
notices sent to employers. For example, the CAWR notices do not provide employers an
option to speak to employees in the CAWR units (who have done the screening, conducted
extensive research, and issued the notice), but instead provide a toll-free number answered
by an automated system. While the employer may reach a live assistor, the assistor is

not able to provide additional guidance but simply advises the employer to respond to

the notice immediately.® Moreover, the live assistor does not have access to the CAWR
Automated Program system' and in many cases must refer the matter to the CAWR Unit.**
Further, the IRS does not send copies of these discrepancy notices to employers’ representa-
tives (including reporting agents). Due to a systemic limitation, the representatives do not

get the pre-assessment notices."

Improper Assessment of Penalties Leads to Subsequent Abatement

Employers are required to file complete and accurate information returns in a timely
manner.” Internal Revenue Code (IRC) § 6721(a) provides for a penalty for failure to file
correct information returns. The penalty is imposed for a failure to file an information
return on or before the due date, or a failure to include all of the information required on
the return or the inclusion of incorrect information. Generally, the penalty imposed under
IRC § 6721(a) is $50 for each return with respect to which a failure occurs, to a maximum
of $250,000 per filer per year.** There are exceptions to the imposition of the penalty and
to the maximum amount of the penalty in cases where the filer corrects the failure within

14 See SB/SE response to TAS research request (Oct. 23, 2008). The table includes data about the notices IRS sends in IRS-CAWR and SSA-CAWR cases.
An IRS-CAWR case involves underpayment of taxes or excess withholding of Federal Income Tax or Advance Earned Income Credit. An SSA-CAWR case is
generated when an employer does not file proper wage and tax statements (Forms W-2) which adversely affect individuals’ retirement benefits.

15 |ate replies are cases in which the employer's response is received by the IRS after the initial case is closed on the CAWR Automated Program (CAP sys-
tem). Late replies consist of current tax years and prior tax years. See IRM 4.19.4.6 (Feb. 1, 2008).

16 |RM 4.19.4.11.1 (Feb. 1,2008).

17 The CAWR cases identified by IRS and SSA are stored on the CAWR Automated Program (CAP) system. The CAP system acts as an audit trail of all actions
taken on the cases worked by IRS. See http://www.irs.gov/ privacy/article/0,,id=139361,00.html (last visited Nov. 21, 2008).

18 |RM 4.19.4.11.1-2 (Feb. 1,2008).

19 However, employers’ representatives receive copies of the notice of penalty assessment (the CP 215 notice). See SB/SE Issue Management Resolution
System, Issue No. 06-0000130.

20 IRC § 6724(d)(1)(A)(vii) defines the term information return as any statement of the amount of payments to another person required by IRC § 6051(d)

(relating to information returns with respect to income tax withheld). IRC § 6051(d) provides that a Wage and Tax Statement (Form W-2) constitutes an
information return.

N

1 |IRC § 6721(d) provides lesser penalty amounts for taxpayers (i.e., small businesses) with gross receipts of $5 million or less.
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a specified time, the failure to include information is de minimis, or the filer’s gross receipts

do not exceed certain amounts.??

IRC § 6721(e) provides for a higher penalty in the case of failures due to intentional disre-
gard of filing requirements for information returns. “Intentional disregard” is defined as
“knowing or willful.”* Whether a person knowingly or willfully fails to file timely or fails
to include correct information is determined on the basis of all the facts and circumstances
in the particular case.” The penalty is the greater of $100 per form required to be filed or
ten percent of the total amount required to be reported on the information returns.>> There

is no set maximum amount for this penalty.?®

SB/SE recently updated its guidance on CAWR case procedures and the application of late
filing penalties under IRC § 6721.7 This update has led to inconsistent application of pen-
alties, including multiple penalty assessments for single infractions. TAS case advocates
are reporting increasing number of cases involving inconsistent treatment of employers.”
Cases with similar fact patterns and proof of timely filing are sent to various campuses,

with very different results.

Table 1.20.3 shows the total assessments and abatements of the IRC § 6721(e) intentional
disregard penalty for FY 2003 to FY 2008.% On average, 81 percent of the penalty dollar
amounts and 39 percent of the number of penalties assessed are later resolved, reduced, or
abated.

22 IRC §§ 6721(b) - (d).

23 Treas. Reg. § 301.6721-1(f)(2).

24 Treas. Reg. § 301.6721-1(f)(2)(ii).

25 |RC § 6721(e)(2)(A) and Treas. Reg. § 301-6721-1(f)(4).

26 Treas. Reg. § 301.6721-1(f)(4) and (5) sets forth the rules and regulations for determining the amount of the penalty, the applicable statutory percentages
and, how to compute the penalty.

27 |RM 4.19.4, CAWR Reconciliation Balancing, was updated in February 2008.

28 Since the change in policy, the TAS Office of Systemic Advocacy has received several advocacy issues regarding the application of the penalty, including
issues concerning the inconsistent treatment of employers at the campuses. See SAMS.

29 The National Taxpayer Advocate’s 2003 Annual Report to Congress included penalty data from 1998 to 2002.
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TABLE 1.20.3, Analysis of Assessment and Abatement of IRC § 6721(e)*
Number of Penalty Number of Abatement Percent of Percent of Dollars
Fiscal Year  Assessments Assessments Abatements Amounts Assessments Abated Abated
2008 90,400 $1,673,461,062 16,313 $843,154,686 18.05% 50.38%
2007 145,508 $2,544,823,429 57,019 $2,044,439,852 39.19% 80.34%
2006 76,111 $3,512,608,088 32,448 $3,258,809,072 42.63% 92.77%
2005 104,994 $2,843,505,108 44,321 $2,522,471,493 42.21% 88.71%
2004 95,345 $2,157,423,272 42,592 $1,905,064,051 44.67% 88.30%
2003 117,096 $1,872,673,195 55,357 $1,615,361,239 47.27% 86.26%

The frequent abatement of penalty assessments under IRC § 6721(e)(2)(A), for intentional
disregard of the filing requirements for information returns, indicates a serious problem
with the administration of this penalty. In the 2003 Annual Report to Congress, the
National Taxpayer Advocate expressed concern about premature CAWR assessments of
tax and penalty, and subsequent abatements.3' The IRS has also recognized that CAWR
assessments and subsequent abatements are a serious problem. In March 2007, the Large
and Mid-Sized Business division (LMSB) analyzed CAWR cases involving its taxpayers that
included assessment of tax and penalties,’* and found the IRS ultimately abated or signifi-
cantly adjusted 9o percent of the penalties. The assessment and subsequent abatement
of penalties causes substantial rework for the IRS. It affects business results and customer
satisfaction because securing the abatements requires substantial resources. Not only does
the improper assessment of CAWR penalties cause a serious drain on IRS resources, it also

imposes an unnecessary burden on employers.

Downstream Consequences Lead to Increased Rework for the IRS

Significant downstream consequences can emerge when the IRS does not timely resolve
tax issues. Potential consequences may include repeat contacts on the same issue, the need
for TAS assistance, revenue loss, and possible costs of enforcement such as collection activ-
ity and appeals.3

Delayed resolution of wage and tax discrepancies negatively affects a variety of corrective
actions to an employer’s account. Correspondence delays generate additional follow-up

contacts from employers, including multiple submissions of information and requests for

30 RS Enforcement Revenue Information System (ERIS), IRC § 6721 Penalty Data on Intentional Disregard Penalty (Sept. 30, 2008). ERIS captures data on
civil monetary penalties.

31 See 2003 National Taxpayer Advocate Report to Congress 220-226.
32 LMSB CAWR Briefing (Mar. 2, 2007).

3.

34 IRS, Taxpayer Assistance Blueprint, Phase Il at 53.
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abatements, calls to the toll-free lines, and referrals to TAS — all of which mean re-work for
the IRS.

The downstream impact on employers is reflected in the increasing volume of TAS cases
involving wage reconciliation. Although SB/SE worked aggressively to reduce the open
CAWR inventory and close overage cases by the end of 2007,35 TAS continues to see growth
in CAWR cases. TAS has experienced a 264 percent increase in cases received on CAWR is-
sues from FY 2005 through FY 2008.3° In FY 2007 and 2008, the number of related SAMS
submissions increased considerably compared to FY 2005 and FY 2006.3 These increases
clearly indicate that many taxpayers are unable to resolve their problems and issues
through normal IRS channels. The prolonged process of reconciling wage and tax returns
adversely affects employers. The delays in case processing discussed above are an undue
burden facing employers when they try to resolve wage reporting discrepancies.

Conclusion

IRS Commissioner Douglas Shulman frequently compares the service the IRS provides
with that of other financial institutions. When interacting with a bank or brokerage firm,
customers want to spend the least amount of time conducting their transactions. Likewise,
the Commissioner stated, “the IRS should do everything possible to make it easy for taxpay-
ers who are trying to navigate the organization, get answers to questions, pay their taxes,
and get on their way.”® To achieve this goal in the CAWR program, the IRS should con-
sider providing specific information about the wage reporting discrepancy on notices and
letters to enable employers to more quickly respond to CAWR correspondence; including
the phone number to the CAWR unit on notices and letters so that employers may contact
a live assistor; and continuously training employees on when it is appropriate to assess

CAWR penalties, thereby minimizing the need for penalty abatements.

IRS Comments

The IRS has taken significant steps to improve the overall effectiveness of the CAWR
program. A one-time inventory backlog has been eliminated, the volume of overage cases
has declined considerably, abatement rates continue to trend downward, and the quality of
case actions continues to improve. The IRS is dedicated to building upon these successes

and will continue to explore opportunities to improve the CAWR program.

35 See SB/SE Business Performance Review 35 (Aug. 13, 2007).
36 TAS case receipts for CAWR increased from 1,663 cases in FY 2005 to 2,867 cases in FY 2006 to 4,563 cases in FY 2007 to 6,059 cases in FY 2008.
This is an increase of 264 percent from FY 2005 to FY 2008. See TAS Technical Analysis and Guidance response to research request (Nov. 10, 2008).

37 TAS Office of Systemic Advocacy received 14 advocacy issues regarding CAWR in FY 2007 and 14 more issues in FY 2008, a significant increase over the
six issues received in FY 2005 and the five in FY 2006. The advocacy issues describe the problems as backlogs of CAWR casework and taxpayer corre-
spondence, premature collection and enforcement actions, and inconsistent application and treatment of CAWR civil penalty cases at the campuses. See
SAMS.

38 Remarks of IRS Commissioner Douglas Shulman Before the American Bar Association, at http://www.irs.gov/irs/article/0,,id+18280,00.html (last visited
Oct. 24, 2008).
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Recent actions taken by the IRS have produced notable improvements. To address an
inventory backlog and alleviate taxpayer burden, the IRS implemented programming
changes to prevent erroneous workload downloads. The IRS worked one-on-one with
Reporting Agents affected by the backlog and provided expeditious handling of their
clients’ cases. The IRS established performance improvement milestones for the impacted
campus and continuously monitors progress. As a result of these efforts, inventory
backlogs in the CAWR program have been eliminated and overage casework has trended

downward consistently over the past several months as shown in the chart below. %

TABLE 1.20.4, CAWR Overages FY 2007-2008

Month Ending FY 07 Overage FY 08 Overage FY 08 vs. FY 07
March 35,291 29,115 -17.5%
April 30,309 23,669 -21.9%
May 24,696 16,808 -31.9%
June 65,959 11,741 -82.2%
July 58,614 11,346 -80.6%
August 59,219 14,859 -14.9%
September 45,588 28,343 -37.8%

The IRS has taken steps to improve CAWR correspondence and has identified a number of
system enhancements that focus specifically on improvements to CAWR notices. During
FY 2010, copies of CAWR notices will automatically be sent to taxpayers’ authorized rep-
resentatives, interim letters to acknowledge the receipt of taxpayer correspondence will be
systemically generated, and notice content and clarity will be improved through the use of
case specific notice paragraphs. The IRS has also established a Taxpayer Correspondence
Team (TaCT). Participants represent agency wide program areas, including CAWR/FUTA.
The objective of the team is to further improve understandability and clarity of IRS notices
and correspondence.

The IRS has bolstered outreach efforts to educate taxpayers on the importance of respond-
ing timely to CAWR Notices. Information was added to www.irs.gov on responding to
SSA-CAWR Notices.* An article was included in the fall 2008 edition of the SSA/IRS
Reporter linking the reader to the www.irs.gov for tips on responding to CAWR notices.
Finally, the IRS developed and distributed background information about the CAWR
program as well as a guide for responding to SSA-CAWR notices to the Reporting Agent
community including the National Payroll Reporting Consortium, Independent Payroll

Providers Association, and the American Payroll Association.

39 Source: Compliance Inventory Reports (CIR).
40 RS, Combined Annual Wage Reporting Missing Form W-2 Inquiries, at http://www.irs.gov/businesses/small/article/0,,id=182835,00.html.
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From 2003 through 2007, the percentage of penalty abatements decreased from 47 per-
cent to 31.8 percent.*' In 2008, the abatement rate fell to 18.05 percent.** The downward
abatement trend is expected to continue as a result of outreach efforts and clarified case
processing guidance.#* The downward trend is also attributable to the collaborative efforts
between SB/SE and LMSB to develop and implement an improved referral process between
CAWR and the Large Corporation Technical Units (LCTUs). The refined process allows

CAWR to resolve more large corporate case discrepancies prior to issuing a notice.

The IRS acknowledges that the download of unplanned inventory by campus operations
did influence a one-time increase to CAWR-related TAS casework. As noted earlier, this
backlog has now been eliminated. However, the IRS has concerns with the accuracy of
the CAWR TAS case volumes and percentage increases noted in the National Taxpayer
Advocate’s report. In March 2008, IRS headquarters began collaborative efforts with TAS
to address the increase in CAWR and FUTA related TAS cases. During related discussions,
the IRS found that TAS case volumes attributed to the CAWR program on the Taxpayer
Advocate Management Information System (TAMIS) included non-CAWR casework from
at least four other IRS programs. The IRS also reviewed a sampling of 25 cases that TAS
provided as CAWR/FUTA cases and found that 32 percent were unrelated to either CAWR
or FUTA.

In her report, the National Taxpayer Advocate makes three specific suggestions to improve
the CAWR program. The IRS has taken or is taking the following actions with respect to
these suggestions:

As noted in the National Taxpayer Advocate’s report, CAWR notices include several pieces
of information. The notices provide information on discrepancies between the amounts
reported to the IRS on employment tax returns and the corresponding amounts submitted
on Forms W-2, W-2G, 1099-R, and 1099-G for each of the following fields:

® Social Security Wages;
® Social Security Tips;
® Medicare Wages;

® Federal Income Tax (FIT) Withheld; and

® Advanced Earned Income Credit (EIC) Payments.

These items are reported as overall totals on the employment tax returns. When the sum
total of the corresponding amounts the taxpayer reports to the IRS on Forms W-2, W-2G,
1099-R, and 1099-G do not match the employment tax return, a notice is issued. Due to
the aggregate reporting on the employment tax returns, the IRS is unable to determine the

41 See Table 1.20.3, supra.
42 |RS ERIS, IRC § 6721, Penalty Data on Intentional Disregard Penalty (Sept. 30, 2008).
43 IRM 4.19.4.6.1(6) - Late Replies Addressing SSA-CAWR Penalties.
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specific information return(s) that may be the source of the mismatch. The IRS also does
not know whether the mismatch was due to misreporting on the employment tax returns
or the information return(s). Therefore, additional specificity to identify the discrepant
data as suggested by the National Taxpayer Advocate is not possible.

The IRS has been exploring the feasibility of establishing a unique toll-free telephone
number for use in the CAWR program. While this is being pursued, taxpayers who call the
current business toll-free customer service number can speak to a customer service repre-
sentative (CSR). Through the Integrated Data Retrieval System, CSRs have access to the
same information that is available to CAWR program employees on the CAWR Automated
Program (CAP) System. In addition, the CAWR handbook, IRM 4.19.4, includes an entire
section that provides CSRs with guidance needed to respond to CAWR related inquiries.#
Finally, until a CAWR program toll-free telephone number is available, the IRS will con-

tinue to use the current business toll-free customer service number on CAWR notices.

Clarifications regarding the late filing/intentional disregard penalties were finalized and
included in the February 2008 CAWR handbook revision.# Related training materials were
similarly updated to correspond with the clarified IRM guidance. The IRS did discover
isolated instances where examiners, in one campus, had misinterpreted the updated
instructions and were inappropriately attempting to apply multiple penalty assessment

for single infractions. Upon discovery, IRS took immediate action to ensure the guidelines
were being applied appropriately. We believe these efforts have sufficiently resolved the

previous training issues.

Taxpayer Advocate Service Comments

The IRS should make it easier for employers to report wage and tax data and reconcile dis-
crepancies. The National Taxpayer Advocate commends the IRS for its efforts to eliminate
the backlog of inventory, reduce overage cases, and drive down penalty assessment and
subsequent abatement rates. These are important steps to improving the efficiency of the
CAWR program.

The IRS suggests that the increase in CAWR-related TAS casework was a one-time event
attributable to the download of unplanned inventory by campus operations. The National
Taxpayer Advocate does not agree with the IRS’s perception that the rise in CAWR cases
was due to a one-time event. An analysis of TAS case issues and feedback from taxpay-
ers and practitioners suggests other factors contributed to the increase in TAS casework.
As noted above, TAS case receipts involving CAWR issues went up 264 percent between

44 |RM 4.19.4.11, IRS-CAWR/SSA-CAWR - CSR Information.
45 |IRM 4.19.4.
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FY 2005 and FY 2008. During this period, TAS case advocates, employers, and practitio-
ners complained about delays in case processing and repeated requests for documentation.
In March 2008, SB/SE identified the lack of adequate clerical procedures and inventory
management controls as reasons for the backlog.*® TAS analysis of recent CAWR cases
identifies the administration of penalties imposed under IRC § 6721(a) and (e) as a com-
mon issue. In our view, the problems with the CAWR program cannot be attributed solely

to a one-time event.

The IRS noted that it worked one-on-one with reporting agents affected by the backlog
to expedite the handling of their clients’ cases. We commend the IRS for conducting this
outreach, but what about the employers who were not represented by reporting agents?
When significant delays occur in case processing, the IRS must communicate with all af-
fected taxpayers — represented or otherwise.

The IRS states penalty abatements fell to 18.05 percent in FY 2008. We note that this fig-
ure refers to the percentage of assessments abated; the percentage of dollars abated in FY
2008 was still over 50 percent (50.38 percent).¥” We further note that both assessments and
dollars abated will almost certainly increase over time. For example, the FY 2008 number
for assessments abated was 10.7 percent and the percent of dollars abated was 17.8 percent
as of March 2008.4% By September 2008, the number of cases with penalty abatements had
risen 7.35 percent while dollars abated increased 32.58 percent.

The IRS expressed concerns about the accuracy of the volume of TAS case receipts and the
percentage of increases noted above, pointing to a review of 25 TAS cases that found 32
percent (eight cases) were unrelated to CAWR or FUTA. TAS provided the IRS with this
sample of 25 cases for the TAS-IRS CAWR and FUTA Rework Study. The purpose of this
small sample was to help TAS and the IRS develop a data capture instrument for the study.
Further review of the eight cases shows the cases did involve a CAWR, FUTA, or civil
penalty issue in at least one tax period. Most of these cases involved multiple tax periods

and multiple issues.

The National Taxpayer Advocate commends the IRS on its efforts to improve the clarity
and the content of CAWR notices and letters. However, the IRS can and must do more to
communicate clearly about the CAWR program and the applicable penalties. The notices
should include information that will help employers understand how to reply and provide

documentation to resolve discrepancies.

46 To remedy this problem, SB/SE created an IRM for clerical operations and program control guide. See IRM 4.19.22 (Apr. 2, 2008); FY 2008 CAWR
Control Directions.

47 SeeTable 1.20.3, Analysis of Assessment and Abatement of IRC § 6721(e), supra.
48 IRS ERIS, IRC § 6721 Penalty Data on Intentional Disregard Penalty (Mar. 31, 2008).
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Recommendations

The National Taxpayer Advocate recommends the IRS take the following actions to im-
prove the CAWR program:

1. Redesign CAWR notices and letters to include specific information about the wage
reporting discrepancy to enable employers to respond more quickly, or provide
employers with more time to respond.

2. Include a toll-free telephone number for the CAWR unit on notices and letters so
employers can contact a live IRS employee.

3. Provide regular refresher training for employees on when it is appropriate to assess
CAWR penalties, incorporating examples culled from inventory showing when it is
and is not appropriate to impose the penalty.
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Status Update: The IRS’s Private Debt Collection Initiative is Failing in
Most Respects

Responsible Official

Chris Wagner, Commissioner, Small Business/Self-Employed Division

Definition of Problem

In congressional testimony this past year, the National Taxpayer Advocate reiterated her
call for repeal of the IRS’s authority to use private collection agencies (PCAs) to collect
delinquent taxes, citing numerous deficiencies and concerns with the initiative.! Most of

the deficiencies still exist and several new concerns have arisen:

® Data analysis shows that PCAs are less efficient than the IRS at resolving taxpayers’

cases;

® Taxpayers would be better served if the IRS Collection function intervened quickly —
before liabilities balloon because of accumulating interest charges to the point where
more taxpayers cannot afford to pay them - rather than sending cases to PCAs, where
cases seem to languish;

® After working with the PCAs for several years, the IRS has not identified any “best
practices” from the agencies that it finds worthy of adoption; and

® [ong-term risks to taxpayer rights and taxpayer privacy remain.

Because PCAs do not have the authority to determine or negotiate the amount of a taxpay-
er’s liabilities, the only cases PCAs can resolve are those in which there is no dispute about
the liability amount. Cases that fit the criteria for PCA referral are quite limited. Thus,
while the IRS collected $2.7 trillion in fiscal year (FY) 2007 overall,” the IRS has been devot-
ing significant time, energy, and dollars toward maintaining a program that brought in only
$37 million on a gross basis (before subtracting the operating costs of the program, the com-
missions of up to 25 percent paid to the PCAs, and indirect payments) in FY 2008.3 Taking
into account the opportunity costs of spending appropriated funds on the private debt col-
lection (PDC) program instead of spending those funds on more productive IRS Collection
activities, the PDC program is probably causing a net reduction in federal revenue, which
obviously defeats the purpose of the program. IRS data now show that the IRS’s Collection
function outperforms the PCAs in almost every way.

L Internal Revenue Service FY 2009 Budget Request: Hearing Before the Senate Subcomm. on Financial Services and General Government Committee on
Appropriations, 110th Cong. (Apr. 16, 2008) (statement of Nina E. Olson, National Taxpayer Advocate).

2 IRS, FY 2007 Data Book, Table 1.
3 IRS, Filing and Payment Compliance Advisory Council (Oct. 20, 2008).
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Analysis of Problem

Background

Since the inception of the PDC program in 2002, the National Taxpayer Advocate has
expressed concerns about the initiative and has identified it as a serious problem in her last
three Annual Reports to Congress.* In these reports and in prior testimony, the National
Taxpayer Advocate raised questions about cost effectiveness, transparency, inventory issues,
training, privacy, and taxpayer rights.> The IRS has attempted to address several of these is-
sues by including TAS in the development of training materials and posting the PCA Policy
and Procedures Guide on IRS.gov.® However, despite the IRS’s best efforts to make the
initiative a success, its own Collection function can resolve taxpayer cases more efficiently

and can better protect taxpayer rights.

The IRS Collection Function Is More Efficient at Resolving Taxpayer Cases.

Data analysis now shows that the IRS Collection function performs much better than the
PCAs. The Automated Collection System (ACS), which is responsible for locating taxpayers
by correspondence and phone and attempting to collect unpaid tax liabilities, is similar to
the PCAs in design and purpose. TAS used data from the IRS’s Cost Effectiveness Study,
which has not yet been finalized and is still under IRS review, and compared PCA inven-
tory to ACS cases that are very similar to cases worked by the PCAs, such as those involving
relatively low dollar amounts or those in which the taxpayer cannot be contacted.” The
results were striking: ACS performed substantially better, collecting three times as much

as the PCAs (i.e., ACS collected 13 percent of the balance due while PCAs collected four
percent of the balance due).?

Moreover, ACS performed better at working “PCA-like” inventory than at working its so-
called “next best case” inventory.? Totally apart from the PDC program, this finding could
and probably should have a dramatic impact on the way the IRS prioritizes its collection
cases. The IRS has repeatedly stated that if given additional funding for collection activi-
ties, it would not choose to work the types of cases it assigns to the PCAs. Instead, the IRS

4 See National Taxpayer Advocate 2007 Annual Report to Congress 411; National Taxpayer Advocate 2006 Annual Report to Congress 34; National Taxpayer
Advocate 2005 Annual Report to Congress 76. For a discussion of the National Taxpayer Advocate’s initial position on the Private Debt Collection initiative,
see IRS Use of Private Debt Collection Agencies by the IRS: Hearing Before the Subcomm. on Oversight of the H. Comm. Ways and Means, 108th Cong.
(May 23, 2003) (statement of Nina E. Olson, National Taxpayer Advocate).

5 See National Taxpayer Advocate 2007 Annual Report to Congress 411; National Taxpayer Advocate 2006 Annual Report to Congress 34; National Taxpayer
Advocate 2005 Annual Report to Congress 76; Internal Revenue Service Operations and FY 2009 Budget: Hearing Before the Subcomm. on Oversight of
the H. Comm. on Ways and Means, 110th Cong. (Mar. 13, 2008) (statement of Nina E. Olson, National Taxpayer Advocate), and Internal Revenue Service
FY 2009 Budget Request: Hearing Before the Subcomm. on Financial Services and General Government of the S. Comm. on Appropriations, 110th Cong.
(Apr. 16, 2008) (statement of Nina E. Olson, National Taxpayer Advocate).

6 IRS, Private Collection Agency (PCA) Policy and Procedures Guide, at http://www.irs.gov/pub/irs-pdf/p4708.pdf (July 1, 2008).

7 IRS response to TAS research request (Nov. 10, 2008). ACS worked cases similar to the types handled by PCAs, which are: shelved, low priority, or unable
to locate or contact delinquency cases with balances due less than $100,000.

8 IRS response to TAS research request (Dec. 19, 2008).

9 The next best cases are cases that the IRS has prioritized and usually involve high dollar balances due of less than $100,000 for the Wage and Investment
(W&I) Division and less than $100,000 for the Small Business/ Self-Employed (SB/SE) Division.
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has maintained it has a large category of cases that it currently lacks the resources to work,
but that it believes would generate a higher return on investment than the cases being
assigned to the PCAs. In general, the IRS has used the dollar amount of the balance due
as a primary factor when prioritizing cases. However, data suggests the IRS business rules
for determining the “next best cases” are far off the mark. While ACS collected 13 percent
of the balance due when working “PCA-like” inventory, it brought in just two percent of
the balance due for Wage and Investment (W&I) Division inventory and four percent for
Small Business/Self-Employed (SB/SE) Division inventory when working what the IRS has
heretofore considered its “next best case” inventory.* This finding suggests that waiting
until liabilities become large is not only bad for taxpayers but bad for revenue collection
as well. It suggests that working the current inventory, even where the liabilities involve
lower dollar amounts, may be more productive than waiting until interest charges accrue to

the point where it is more difficult for the taxpayer to satisfy the tax debt.”

IRS Early Intervention Is More Beneficial to Taxpayers than Having Their Cases Sit
in the PCAs’ Inventory.

As the above statistics illustrate, the IRS is very successful when it takes action on smaller
liabilities, which also enables the taxpayer to resolve his or her liability before penalties
and interest accumulate. Having the IRS work these cases upfront, rather than waiting

for the penalties and interest to balloon high enough for the IRS to deem them a priority,
is better for the taxpayer and is consistent with the IRS’s Strategic Plan.”” The National
Taxpayer Advocate believes that prioritizing cases according to the greatest balance due
amount, rather than intervening early, harms taxpayers and impacts voluntary compliance.
Therefore, we believe the IRS should rethink this approach to prioritizing cases as a first
step toward meeting the goals established in its Strategic Plan to “expedite and improve

issue resolution” and to deliver “improved service to make voluntary compliance easier.””3

While the IRS resolved PCA-like cases efficiently in the cost effectiveness test, the PCAs
are permitting cases to linger unresolved. Of the 181,210 modules placed with the PCAs
through March 2008, only 36,000 (about 20 percent) have been resolved. This suggests
that over 145,000 modules have remained unresolved in PCA inventory for at least six
months, in addition to another 107,000 modules assigned during the last half of FY 2008."
Since 62 percent of collections typically occur within the first six months, the most lucra-

10 |RS response to TAS research request (Dec. 19, 2008). In addition to collecting a higher percentage of the balance due on the “PCA-like” inventory, ACS
also collected over eight times as many actual dollars from the “PCA-like” inventory than from W&I or SB/SE next best case inventory.

11 See National Taxpayer Advocate 2006 Annual Report to Congress 68-69. As noted in the 2006 report, IRS data provides ample evidence to suggest the
IRS may not be working its optimal inventory, and collecting newer, lower dollar inventory is more effective than working older, higher dollar inventory.

12 |RS, Strategic Plan 2009-2013: Overview.

13 d.

14 PCA inventory at the end of FY 2007 = 107,544 + 73,666 PCA receipts through March FY 2008 = 181,210 cases available for PCAs to work through
March FY 2008. FY 2008 dispositions include 25,808 full pay cases, 6,547 installment agreements (IAs), 1,800 cases reported as currently not col-
lectible, and 1,630 closed because the taxpayer was deceased or in bankruptcy for total FY 2008 dispositions of 35,785 or 19.7 percent (35,785 /
181,210) of FY 2008 cases assigned to the PCAs for at least six months. IRS, Private Debt Monthly Snapshot (Oct. 4, 2007); IRS, Filing and Payment
Compliance Modernization Briefing Private Debt Collection (Apr. 14,2008), IRS, Filing and Payment Compliance Advisory Council (Oct. 20, 2008).

330 Section One — Most Serious Problems



Most Serious

Problems

Status Update: The IRS’s Private Debt Collection Initiative is Failing in Most Respects

tive time for collection has passed.’> With more than 8o percent of PCA revenue collected
within the first six months of placement, it appears unnecessary and risky to leave personal
tax information with the PCAs for much longer than six months while the agencies take
little productive action on their cases. The PCAs have held many cases in inventory for
well over a year and they are just now being recalled.

Instead of putting these cases back into its pile of low priority cases, the IRS should evalu-
ate what type of cases are coming back from the PCAs to prevent similar cases from going
to the agencies in the first place and sitting in inventory. In our view, the IRS should work
these cases itself once this analysis has been completed. Once the IRS selects a case for
collection action, IRS Collection policy has generally been to work the case to completion.
If the IRS did not work cases to completion, more taxpayers would choose to ignore IRS
Collection attempts, hoping that the IRS would eventually give up. The impression that
collection cases will be worked to completion will be undermined if the IRS assigns a case
to a PCA and then shelves the case if the PCA is unsuccessful in collecting the debt, poten-
tially contributing to a perception that ignoring tax collection may be a successtul strategy.

After Working with PCAs for Several Years, the IRS Cannot Identify Any Best
Practices to Adopt from the PCAs.

One of the theoretical benefits of contracting with private industry was that the IRS could
learn techniques to improve its own efficiency and efficacy. However, in attempting to
identify best practices based on the PCAs’ work, the IRS PDC Program Office found that
“the IRS is a high performing organization using many of the same practices used in pri-
vate industry,” and has not yet been able to adopt any practices.® To the contrary, the IRS
identified areas needing improvement in the PCAs’ collection practices, such as the agen-
cies’ contacting and authentication rate.”7 It is significant that the IRS has turned out to be
more efficient at resolving taxpayers’ cases than the PCAs and is now assisting the PCAs on

improving their collection practices.

Long-Term Risks to Taxpayer Rights and Taxpayer Privacy

The National Taxpayer Advocate recognizes that the IRS has established and enforced
safeguards that have protected against significant violations of taxpayer rights and taxpayer
privacy.”® However, we remain concerned that the use of PCAs poses long-term risks in
these areas, and even the strictest safeguards will only mitigate the inherent risks of this
initiative. While the mission of the federal government is to serve its citizens, the mission
of private companies like PCAs is to maximize profits. The PCAs’ compensation is heavily
tied to the amount of debt they collect, which may lead some collection agencies to take
shortcuts or violate the rights or privacy of the debtors whose accounts they are trying to

Data based on cases assigned since PDC program inception through cycle 200739, meaning each module was assigned to the PCAs for at least one year.
IRS, Filing and Payment Compliance Advisory Council (Sept. 26, 2007); IRS response to TAS research request (Nov. 10, 2008).

IRS, Filing and Payment Compliance Advisory Council (May 5, 2008).

IRS, Tax Collection Services Statement of Work, TIRNO-08-K-00164, 8, 10, 23,24 (§ 1.13-15 and 9J.3.2.1-5) (Mar. 8, 2008).
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collect. Largely because of this incentive, the Federal Trade Commission reports that it

receives more consumer complaints about PCAs each year than about any other industry.”

Additionally, PCA employees do not face the same consequences as IRS employees for
violating taxpayer rights or privacy. An IRS employee who violates taxpayer rights or
privacy may be subject to termination or another serious penalty. By contrast, the IRS does
not require PCAs to take any action in such cases other than to remove the employee from
work on IRS debts. For example, a PCA employee who violates the Taxpayer Bill of Rights,
Taxpayer Bill of Rights 2, Fair Debt Collection Practices Act, Privacy Act, Disclosure statutes,
or other applicable laws would only have to be taken off the IRS contract, not terminated

like an IRS employee in the same circumstances.”

We want to emphasize that to the best of our knowledge, no significant violations of this
nature have occurred and the IRS has implemented procedures to minimize the risks. But
we also believe that the incentives are such that violations eventually are likely to occur if

the program is continued for the long term and particularly if it is expanded.

Conclusion

The National Taxpayer Advocate remains concerned that there is an inherently greater

risk to taxpayer rights and taxpayer privacy when tax collection is outsourced to private,
for-profit businesses. Further, data shows that the IRS is far superior to the PCAs in resolv-
ing taxpayer cases.” Not only does the IRS outperform the PCAs in collecting revenue,

but it also resolves more cases earlier, which benefits taxpayers by preventing interest

and penalties from growing. Given the risk to taxpayer rights and the failure of the PDC
initiative to produce revenue that exceeds expenses to date, the National Taxpayer Advocate
continues to believe that the program should be discontinued.”” Moreover, the analysis of
the IRS-PDC Cost Effectiveness Study suggests that if the IRS redesigned its own method
of selecting priority cases, it would collect greater revenue, earlier in the process, at less cost

and burden to taxpayers.

19 Federal Trade Commission, Annual Report 2008: Fair Debt Collection Practices Act 12.

20 IRS, Tax Collection Services Statement of Work, TIRNO-08-K-00164, 8, 10, 23,24 (§ 1.13-15 and 9J.3.2.1-5) (Mar. 8, 2008). PCA employees are subject
to a number of criminal and civil penalties if they make unauthorized disclosures. However, beyond these penalties the IRS itself has no authority to
terminate employment, but only to remove that employee from the contract. This means the employee may still be employed with the PCA, where as IRS
employees would be terminated in addition to civil and criminal penalties.

21 The PCAs disposed of 18 percent of their FY 2008 inventory by receiving full pay or establishing an installment agreement. Calculation based on PCA FY
2007 ending inventory, PCA receipts through March 2008 and PCA full pay and IA dispositions through all of FY 2008 (PDC Monthly Snapshot Reports
for Sept. 2007, Mar. 2008, and Sept. 2008). ACS closed 41 percent of its FY 2008 inventory by full pay or the establishment of an IA. Calculation based
on ACS FY 2007 IMF ending inventory, ACS IMF receipts through March 2008 and ACS IMF dispositions through all of FY 2008 (Collection Activity Report
5000-2 for Sept. 2007, Mar. 2008, and Sept. 2008).

22 |RS, Filing and Payment Compliance Advisory Council, 15 (May 1, 2007); e-mail from Director, PDC Program Office, to TAS Attorney Advisor (Feb. 29, 2008).
The IRS incurred $71 million in start-up cost for the PDC initiative. Since that point, the initiative has incurred annual costs of about $7.65 million. This
results in a total cost for the PDC initiative of $78 million. However, the initiative’s projected cumulative for actual dollars collected is $73 million. This
means the initiative’s costs still exceed its revenue by $5 million. IRS, Filing and Payment Compliance Advisory Council (Nov. 17, 2008).
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IRS Comments

Over the past year, the IRS and the National Taxpayer Advocate have collaborated on ef-
forts to improve the PDC program, maintain a high level of work quality and performance,
and enforce the safeguards established to protect taxpayer rights and taxpayer privacy. The
IRS improved the transparency of PCA operations, added opt-out language to the IRS.gov
web page for taxpayers who have had their accounts placed with the PCAs, and delivered
refresher training to PCA employees. The IRS is committed to continuing to improve pro-
gram performance, and we look forward to working with the National Taxpayer Advocate

in addressing some of the key points outlined in her report.

The PDC program has been successful when measured against the goals established for it
at inception. The program has generated revenue which would have gone uncollected in
the absence of the program and allowed for the earlier resolution of taxpayer accounts than
would have otherwise occurred. Specific accomplishments include:

® Coverage: Through October 25, 2008, the program has placed 178,460 taxpayer

entities.”?
® Dollars collected: $72.7 million in gross revenue has been collected.*

® High taxpayer satisfaction: Taxpayer satisfaction has averaged nearly 96 percent since

program inception.*

® High quality: Regulatory, procedural, and customer accuracy metrics have averaged 99

percent since program inception.*®

It is important to evaluate the PDC program in the context of its original design and
purpose.” Given limited IRS collection resources, PCAs provide an alternative method
for taxpayers with unpaid tax liabilities to resolve their tax obligations. Cases selected for
PCA assignment are from inventories that IRS employees would not otherwise work. As
the IRS stated in the National Taxpayer Advocate’s 2007 Annual Report to Congress, “The
issue is not whether the PCAs or IRS can do a better job collecting this revenue. The issue
is whether the revenue collected by PCAs goes uncollected.””® The two organizations are
inherently different, and will never have identical processes, people, or technology.

The IRS agrees with the National Taxpayer Advocate that early intervention in delinquent
taxpayer cases is beneficial for both the taxpayer and the IRS. The IRS currently makes

23
24
25
26
27

28

IRS, Filing and Payment Compliance Modernization Briefing 3 (Nov. 17, 2008).
Id. at 4.
Id. at 3.
Id. at 4.

The National Taxpayer Advocate used data in her report from an unfinished IRS Private Debt Collection Cost Effectiveness Study to compare PCA perfor-
mance with the performance of IRS collection functions. Draft report findings have not been validated nor shared outside the PDC program. IRS leadership
will review and approve the final report prior to its release.

National Taxpayer Advocate 2007 Annual Report to Congress 422.
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several attempts through the notice process to resolve a taxpayer’s delinquency prior to the
case being assigned to the ACS, Field Collection, or a PCA.

The IRS concurs with the National Taxpayer Advocate position that cases being returned
from the PCAs should be evaluated to help improve both IRS and program performance.
The IRS has initiated a comprehensive plan to recall cases assigned to PCAs for more
than 26 months in which no payments have been received within the past 6o days. Cases
returned under the recall process will be analyzed to identify improvement opportunities

for inventory selection and case processing procedures.

A potential benefit from the PDC program is the identification of best practices in use

by private sector collection agencies which could be adopted by the IRS. Dissimilarities
between IRS and PCA operations have made the identification of best practices more
challenging. While we have not yet formally adopted PCA best practices within the IRS,
we continue to investigate opportunities to apply lessons learned from the PDC program to
IRS operations.

The IRS appreciates the National Taxpayer Advocate’s acknowledgement that we have
established and enforced safeguards for the PDC program that have protected taxpayer
rights and taxpayer privacy. Protection of taxpayer rights and privacy has been an over-
riding consideration in program administration since its inception, and will continue to be
so going forward. To date, there are no reported instances of taxpayer information being
misused or protected taxpayer information being intentionally disclosed. The IRS will
continue its aggressive oversight of the program to ensure the PCAs maintain the highest

level of compliance with all statutory requirements.

The PDC program is just one component of the IRS overall collection strategy. The pro-
gram has reduced potentially collectible delinquent tax receivables by providing taxpayers
with the opportunity to resolve their tax liabilities sooner. Aggressive oversight and effec-

tive management have ensured PCA adherence to contract.

Taxpayer Advocate Service Comments

The National Taxpayer Advocate acknowledges the steps the IRS has taken to improve

the PDC program and appreciates its collaboration with TAS throughout the program.
Additionally, the National Taxpayer Advocate is encouraged to learn that the IRS will care-
fully analyze the cases it recalls from the PCAs. However, the National Taxpayer Advocate
still holds numerous concerns about the protection of taxpayer rights and the overall
success of the program. It makes little sense for the IRS to continue to devote significant
time, energy, and dollars toward maintaining a program that brought in only $37 million
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in FY 2008% and $72.7 million overall*® on a gross basis (before subtracting the operating
costs of the program, the commissions of up to 25 percent paid to the PCAs, and indirect
payments), especially when these figures are compared to the $2.7 trillion the IRS collected
in FY 2007.3

The IRS argues the PDC program has brought in revenue that would have gone uncollected
and has resulted in earlier intervention in cases, but this is true only if the IRS did not
take any action on these cases. The choice does not come down to either failing to work
cases or hiring PCAs. In fact, the National Taxpayer Advocate has long suggested that
PCA-type cases may be productive inventory for the IRS to work, and now there is data to
support this claim.3* For instance, the results of a study conducted by the IRS shows that
ACS performed substantially better, collecting three times as much as the PCAs (collecting
13 percent of the balance due while PCAs collected four percent) when working “PCA-like”
inventory.?* The data demonstrates how superior the IRS is at resolving these cases and
how keeping tax collection inside the IRS benefits the IRS and taxpayers alike. Not only
did the study show the IRS’s ability to resolve cases more efficiently than the PCAs, but

it also demonstrated that ACS performed better at working “PCA-like” inventory than at
working its so-called “next-best case” inventory. This finding was totally apart from the
PDC program, but nonetheless, it should have a significant impact on the way the IRS

prioritizes its collection cases.?

The National Taxpayer Advocate understands that the IRS attempts to resolve taxpayers’
cases through its notice process, but once this process has run its course, cases are placed
on a “shelf” until interest charges accrue to the point where it is more difficult for the
taxpayer to satisfy the debt.35 Now, instead of sitting on the IRS’s shelf, it appears many of
these cases are languishing in PCA inventory.3® The IRS’s own policy now permits cases to
stay with PCAs for 26 months before being recalled. In light of the recent data cited in this
report and the IRS’s commitment to early intervention, it seems the IRS needs to repriori-
tize its case inventory, so it works these smaller cases up front, rather than waiting for the
penalties and interest to mushroom enough for the IRS to deem them a priority.>

29 IRS, Filing and Payment Compliance Advisory Council (Oct. 20, 2008).

30 IRS, Filing and Payment Compliance Advisory Council (Nov. 17, 2008). This figure includes dollars for the first month of FY 2009.
31 RS, FY 2007 Data Book, Table 1.

32 See National Taxpayer Advocate 2006 Annual Report to Congress 68-69.

33 IRS response to TAS research request (Nov. 10, 2008).

34 IRS response to TAS research request (Dec. 19, 2008). This data was collected by the IRS’s own Cost Effectiveness Study, which has not yet been
released.

35 See National Taxpayer Advocate 2006 Annual Report to Congress 68-69. As noted in the 2006 report, IRS data provides ample evidence to suggest the
IRS may not be working its optimal inventory, and collecting newer, lower dollar inventory is more effective than working older, higher dollar inventory.

36 Of the 181,210 modules placed with the PCAs through March 2008, only 36,000 (about 20 percent) have been resolved. This suggests that over
145,000 modules have remained unresolved in PCA inventory for at least six months, in addition to another 107,000 modules assigned during the last
half of FY 2008.

37 IRS, Strategic Plan 2009-2013: Overview.
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In its response, the IRS states that the PDC program should be evaluated “in the context of
its original design and purpose.” Under that analysis, the program is a failure. It was origi-
nally projected to bring in between $1.5 and $2.2 billion over ten years,3* and $46 million
in FY 2007 and $88 million in FY 2008. Instead, the program has raised only $32 million
cumulative in FY 2007 and $37 million through FY 2008 in gross revenue (this is before
subtracting the operating costs of the program, the commissions of up to 25 percent paid to
the PCAs, and indirect payments collected through offsets).#> The IRS no longer publishes
these ten-year projections and has not yet revised these long-term projections. Moreover,
although the original “design” stated that PCAs would only work “simple” cases that taxpay-
ers either agreed to or made three or more voluntary payments toward, since FY 2007 IRS
has considered (and is) referring more complicated cases to the PCAs as the inventory of

w_ . ” M 41
51mple cases proves nonexistent.

Most disturbing, the IRS misses the fundamental lesson is should draw from this initiative:
that the IRS needs to develop processes — beyond the important notice stream — for actively
interviewing and contacting taxpayers early in the collection life cycle. The IRS’s cost
effectiveness study shows how successful the IRS can be when it approaches cases in this
manner. It is true that the National Taxpayer Advocate elsewhere in this report identifies
aspects of the IRS’s collection program that need improvement.#* Nevertheless, the cost
effectiveness data, combined with the IRS’s mission of helping taxpayers become compli-
ant (as contrasted to the PCA mission of maximizing profits for its shareholders), makes
the case that federal tax collection should remain in the hands of the federal employees
charged to collect federal revenue.

38 IRS, Filing and Payment Compliance Advisory Council (May 1,2007) at 14.

39 .

40 Id.at 2. The PDC program collected $32 million in gross revenue for FY 2007. [RS, Filing and Payment Compliance Advisory Council (Oct. 20, 2008) at
4. The PDC program collected $37 million in gross revenue for FY 2008.

41 IRS, Filing and Payment Compliance Advisory Council at 7 (Jan. 14, 2008). The taxpayers have not agreed to the additional tax assessed in these
cases. It seems it would be more efficient for the IRS worked these cases itself, rather than sending them to the PCAs, since taxpayers have not agreed
with the assessment and may dispute the addition to tax.

42 See Most Serious Problem, The IRS Needs to Fully Consider the Impact of Collection Enforcement Actions on Taxpayers Experiencing Economic Difficulty,
supra.

336 Section One — Most Serious Problems



