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notice from the author and publisher


The author and the publisher disclaim all liability for any damages resulting from the application of the information given in this book. This book is designed to present the author’s findings and opinions based on research, analysis, and experience with the subject matter covered. This information is not provided for purposes of rendering legal, accounting, or other professional advice. It is intended purely for educational purposes. In publishing this book, neither the author nor the publisher is engaged in rendering legal, accounting, or other professional service. If legal advice or other professional assistance is required, the services of a competent professional should be sought.

Because the United States currently functions under an evolutionary legal system, the reader bears the burden of assuring that the principles of law stated in this work are current and binding at the time of any intended use or application. Caution: The law in this country is subject to change arbitrarily and without notice.





dedication


To Jeannie

Who can find a virtuous woman? For her price is far above rubies.

The heart of her husband doth safely trust in her,

so that he shall have no need of spoil.

She will do him good and not evil all the days of her life.

Proverbs 31:10–12
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introduction


Do you remember when the IRS was in the hot seat? It was during the fall and winter of 1997 when angry members of the Senate Finance Committee grilled high-ranking IRS officials on wide-ranging allegations of official misconduct, disregard of its own rules and procedures, even maleficence toward citizens—especially middle-income taxpayers. Americans across the nation watched with a great sense of satisfaction as the tables were finally turned. Rather than the IRS causing fear and consternation in the lives of honest citizens, the agency found itself choking down the bitter taste of its own medicine.

The hearings into IRS abuse were the culmination of a decade of congressional action purportedly intended to curb what former Senate Finance Committee chairman William Roth referred to as “extraordinary powers.” In his opening remarks, given September 23, 1997, on the threshold of what would become three days of explosive testimony, Senator Roth predicted,

Over the course of the next 3 days we are going to see a picture of a troubled agency, one that is losing the confidence of the American people, and one that all too frequently acts as if it were above the law. This is unacceptable.1

The hearings that followed featured testimony from citizens whose lives were upset and businesses devastated by IRS actions. The hearings culminated in passage of the Internal Revenue Restructuring and Reform Act of 1998. Perhaps the single aspect of the hearings that most clearly communicated the culture of the IRS and the manner in which the IRS operates was the portion that featured testimony from current IRS employees. And it is not the fact that current IRS employees testified against their own agency. Rather, it is how they testified that was so remarkable. You see, due to fear of retaliation from their colleagues, all but one of the IRS employees testified to the committee while physically hidden from public view and with their voices electronically altered so as to be unrecognizable.

The testimony of these witnesses buttressed the claims of IRS abuse that I have made for years. In a general sense, I have accused the IRS of using tactics of bluff and intimidation, misinformation and disinformation, and in many cases simply outright lying to citizens concerning their rights and the IRS’s powers. The result of this is that millions of citizens pay taxes they do not owe or are otherwise subjected to treatment that other more savvy or informed citizens do not experience.

This is where my expertise comes into play. As a tax litigation consultant with more than twenty-five years of experience dealing with the agency, I have helped tens of thousands of people from all walks of life deal with IRS problems of every description. And just like those citizens who testified at the abuse hearings, the vast majority of citizens I deal with are honest taxpayers doing their level best to comply with an increasingly complicated and convoluted tax code. The uncertainty that flows from such complexity creates a level of anxiety that most citizens never experience in any other area of their lives.

This uncertainty naturally leads to fear whenever the initials IRS are mentioned. Most people would rather undergo a root canal than suffer through a tax audit. The idea of finding an IRS letter in the mailbox terrifies folks because, frankly, they are sure the news must be bad. This fear and uncertainty creates a second problem. That is, people generally tend to roll over when it comes to the agency’s demands. Citizens do this believing either or a combination of two things: (1) if the IRS said it, it must be right, or (2) you can’t fight the IRS anyway, so why bother?

These attitudes are responsible for countless millions of citizens paying taxes, interest, and penalties every year that they do not owe. Yet I have proved time and again that if you understand just a little about your rights and realize that the IRS’s power is limited, you do not have to pay taxes you do not owe. That is the central premise of this book.

In the pages that follow, you will learn how to deal with:

•      IRS computer notices. Each year the agency sends millions of “correction” notices that have been shown to be wrong about half the time. With the grand total investment of a postage stamp and about thirty minutes at the typewriter, you can defeat these notices and keep your money in your own pocket, where it belongs.

•      Penalty and interest assessments. The typical tax bill nearly triples due to the addition of penalties and interest. But the IRS does not clearly explain that these additions can be canceled when you make the proper factual showing. The process is remarkably simple and highly effective when you have the right guidance in the first instance.

•      Tax audits. The dreaded tax audit is probably responsible for more sleepless nights than any other area of law enforcement. But what the typical citizen does not know is that the tax auditor has no real power over you. The audit process is largely one of bluff and intimidation, cleverly designed to mask the fact that the IRS audit results are wrong between 60 and 90 percent of time. Moreover, the process of appealing an audit decision is simple, inexpensive, and very effective.

•      Delinquent tax collection. The collection process is the most challenging of all IRS problems since it is in this area that the IRS uses its awesome tools of tax lien, wage and bank levy, and property seizure. But even when the IRS is threatening the worst, you have many important rights and the IRS’s powers are limited in many important ways, allowing you to pay taxes on your terms, not theirs.

This book is not going to teach you to cheat on your taxes, evade the payment of taxes, or hinder the IRS in the administration of the tax laws. There are too many of those guides available, and sadly, they do nothing but sink people further into the quagmire of tax law enforcement. Instead, this book teaches the things that every American who earns income needs to know. At the core of this is the idea that your taxpayer’s rights put you on such a footing that you cannot be abused by the agency if you understand how to use those rights. But the key is, you have to know the rights exist in order to use them.

In the aftermath of the congressional investigation into IRS abuse, citizens tend to argue that IRS abuse is no longer a problem. “The agency has been reined in,” they say. This begs the question of whether the Restructuring Act was successful in trimming the claws of the IRS and improving taxpayers’ rights to the point where rogue IRS actions are no longer a threat. A casual observer might think so after examining the question through a superficial lens. The superficial lens provides a glimpse at three factors that might lead the untrained eye to conclude that we no longer have to fear the agency. Those three factors are (1) a purported legal shift in the burden of proof to the IRS so that citizens no longer have to prove their innocence, (2) the creation of a new IRS Oversight Board to check the behavior of the IRS, and (3) a dramatic drop in IRS collection actions.

A closer examination of these three factors is necessary.

SHIFTING THE BURDEN OF PROOF

This element of the Restructuring Act received substantial media attention because it purported to shift the burden of proof to the IRS and off the shoulders of citizens. Such a move would be momentous since it would make it impossible for the agency to assert bogus claims. The reality, however, is that the law cannot possibly attain those goals.

The law added code section 7491, which states in part:

If, in any court proceeding, a taxpayer introduces credible evidence with respect to any factual issue relevant to ascertaining the liability of the taxpayer for any tax imposed by subtitle A or B, the Secretary shall have the burden of proof with respect to such issue.

Please notice that the burden shifts only in “any court proceeding.” The fact is, 97 percent of everything the IRS does is done out of court. As such, this law does not apply to a myriad of administrative actions, including tax audits, penalty assessments, and collection actions. Therefore, in the vast majority of cases, this burden of proof change means nothing.

But there is another serious limitation on the purported shift. That is, before there is a shift, the citizen must have “complied with the requirements under this title to substantiate any item.”2 Keep in mind that in countless provisions of the tax code, the law places the burden on the citizen to “substantiate” his claim. For example, he must substantiate his position regarding income, deductions, credits, payments, assessments, penalties, liabilities, property basis, exemptions, allowances, employees, return filings, filing status, elections, current address, marital status, and more.

The practical effect of this is that the IRS rests in essentially the same position now as it did before restructuring.3

THE IRS OVERSIGHT BOARD

The centerpiece of the restructuring legislation was the Internal Revenue Service Oversight Board (the Board). The nine-member Board is designed to function like a citizen review board. Board members are to be nongovernment employees and independent of the IRS. The Board was advertised as the main tool in the fight against IRS abuse. The law states that one of the Board’s specific responsibilities is to “ensure the proper protection of taxpayers by the employees of the Internal Revenue Service.”4 But the reality is, the Board does not have the necessary power to accomplish that goal.

Consider this language from the statute, which delineates exceptions to the Board’s powers:

(2) The Oversight Board shall have no responsibilities or authority with respect to—

           (A) the development and formulation of Federal tax policy relating to existing and proposed internal revenue laws, related statutes, and tax conventions,

           (B) law enforcement activities of the Internal Revenue Service, including compliance activities such as examinations, collection activities, or criminal investigations,

           (C) specific procurement activities of the Internal Revenue Service, or

           (D) except as provided in subsection (d)(3), specific personnel actions.5

It is plain from this language that the substantive activities of the IRS do not fall within the sweep of the Board’s oversight authority. In summary, the Board has no capacity to prevent the kind of abuses documented in the Senate Finance Committee hearings. In reality, the Board is a debating society with limited authority over a narrow band of administrative issues.

THE DROP IN COLLECTION ACTIONS

Surely if IRS collection actions have dropped substantially since restructuring, the beast must have been restrained, correct? Well, one thing is for sure, collection actions did in fact drop, but not for the reasons one might think.

According to the IRS, the number of tax lien filings dropped from 543,600 in 1997 to just 167,800 by 1999, a drop of about 70 percent. The number of wage and bank levies declined 86 percent, from 3,659,000 to 504,000, in the same period. But the most remarkable decline is in the area of property seizures, such as homes and businesses. Here, enforcement action went from 10,090 seizures in 1997 to just 161 in 1999, a reduction of 98.5 percent.6 By narrowly focusing upon these numbers, it would seem that the IRS is out of business. That, however, is just not the case.

For starters, the agency’s operating budget is now at an all-time high, this after three increases in the two budget cycles for 2001 and 2002. The IRS’s 2003 budget is $10.4 billion, an increase of nearly 38 percent over its 1998 budget. The budget hikes were to increase staffing and collection action.

With respect to staffing, the IRS is spending $224.6 million to add nearly three thousand new full-time employees. The additional muscle is used to enhance the IRS’s enforcement presence. And with respect to collection action, the numbers are moving north at alarming rates. Consider these increases in collection action between 2000 and 2001:

•      Lien filings increased from 287,517 to 428,376, a growth of nearly 50 percent.

•      Wage and bank levies went from 219,778 to 674,080, a growth of nearly 206 percent.

•      Property seizures went from 74 to 234, a growth of more than 270 percent.7

In addition, the Commissioner reports that corporate audits and correspondence audits—audits conducted through the mail—are up 27 percent and 65 percent respectively.

While the IRS certainly is not out of business, it is likewise not the uncontrollable monster it once was. The fact is, the restructuring law added new taxpayers’ rights and protections that are valuable tools in the fight against IRS abuse. But you have to know what those tools are and how to use them or they cannot help you.

At some point, virtually all Americans will have some kind of adversarial contact with the IRS. If you are reading this, you are probably facing such a contact now. It may take the form of a computer-generated notice, an audit, a penalty or interest assessment, or in the worse case, delinquent tax collection action. Regardless of the nature of your problem, you can avoid the frustration and the financial cost of managing it if you understand how the machine operates and how to make it work for you.

The solutions to most IRS problems are simple, painless, and fast acting—if the problems are confronted correctly and early in the process. It is only when simple problems are not handled quickly and properly that they become major threats to one’s financial security and future. By following the actions I lay out in this book, you can be assured that what begins as a simple IRS problem never escalates to the kind of problem that finds its way onto the front page of your local paper. Of course, in this process, you also save money.

However, ignoring your IRS problems or failing to address them correctly and in a timely manner will not only cost you money, but increase the likelihood that the minor inconvenience and hassle will grow way out of proportion and out of control.

Daniel J. Pilla                                            

White Bear Lake, Minnesota                



If I have set it down it is because that which

is clearly known hath less terror than

that which is but hinted at and guessed.

—Sir Arthur Conan Doyle

The Hound of the Baskervilles




1


        Basic Things You Need to Know

         Myths and Realities about the IRS


There are two great fears people share when it comes to dealing with the IRS. The first is a generalized fear of the unknown. Because the IRS is a huge agency powered by an incomprehensible code and funded with billions of dollars annually, people make the mistake of believing the agency can do “anything it wants” when it comes to tax law enforcement. This gives rise to the second fear, that you will “go to jail” if you run afoul of the agency. As a consequence, people tend to roll over to the agency rather than try to fight back, believing it will go better for them if they do not “make the IRS mad.”

Because these attitudes are both false and responsible for millions of people paying untold billions in taxes they do not owe, it is meritorious to examine these notions in some detail, with an eye toward exposing the myths and realities about tax law enforcement. This way, you will better understand what to expect from the IRS in a given situation and in turn can intelligently determine the best course of action. Let us address the two common fears, beginning with the greatest fear.

WILL THE IRS PUT ME IN JAIL?

Whenever people think of IRS problems, names like Redd Foxx, Leona Helmsley, and Willie Nelson immediately come to mind. These of course are high-profile tax cases involving intensive enforcement action and, in the case of Leona Helmsley, an extended jail sentence. These high-profile cases are no accident. They are part of a long-standing IRS plan to utilize the media to publicize cases that promise to have a “positive impact” on “voluntary compliance.”

This means very simply that people who are afraid of the IRS will “voluntarily” comply with its edicts, regardless of their legitimacy. Of course, the IRS defines the term voluntary in much the same way that gangsters do. The infamous line from the movie The Godfather comes to mind: “Either your brains or your signature will be on the contract.”

Okay. Where do I sign?

This is “voluntary compliance.” And by trumpeting the misfortunes of the poor slobs who do not comply, the IRS sends a clear message to the public: “If you don’t toe the line, you can expect a similar fate.”

This not only frightens people who can comply, but it terrorizes and drives underground those who, for whatever reason, cannot. This is one explanation of why there are between seven and ten million citizens who do not file their annual tax returns. These people are mostly in hiding and living in fear of going to jail for their tax transgressions.

You need to know, however, that with a universe of about 125 million individual tax returns filed every year and only about 2,500 criminal prosecutions, you have a better chance of being eaten by a shark than you do of going to jail for a tax crime.1 What landed Leona Helmsley and others like her in jail were deliberately false statements in their tax documents and fabricating documents to support bogus deductions. Those convicted of tax-related criminal charges are guilty of deliberate, voluntary acts the purpose of which is to deceive and mislead the IRS, to unlawfully hide income, and to evade the payment of taxes.

This motivation is not shared by the vast majority of citizens. Instead, the majority of people in this country make every effort to comply with the law and pay what they owe. That they may make mistakes, miscalculations, and errors in judgment, obtain erroneous advice, or otherwise misinterpret the law does not make them criminals. Even the majority of those who owe taxes they cannot pay are not criminals. More often, they are victims of economic, medical, or other unforeseen circumstances beyond their control that leave them unable to pay on time.

The criminal sanctions in the tax code are reserved for premeditated tax cheats, not those who tripped over or fell into one of the innumerable pitfalls built into the code. The Supreme Court described it aptly when it said, “Even a dog distinguishes between being stumbled over and being kicked.”2

This book is about empowering citizens to use their rights to fend off unjustified claims by the IRS and to manage and mitigate the legitimate ones. There is no way you can even begin to do that if you believe the IRS is going to kick your door in at three in the morning and haul you off to some rat-infested jail if you do anything other than turn out your pockets. You need to know that unless you undertake a deliberate plan to cheat, deceive, or mislead the IRS, you are not going to jail.

WHAT CAN I EXPECT FROM TAX LAW ENFORCEMENT?

If you are not going to jail, what is going to happen in a given scenario? The short answer is that the IRS will make contact with you at some level to address the dollars-and-cents aspect of your tax obligation. This is what we refer to as the civil, as opposed to criminal, elements of tax law enforcement and administration. The worst-case scenario in this theater is that you owe more money.

It is equally true, however, that before you can be made to pay more money, the IRS must follow certain prescribed procedures that limit its power, and you have clearly delineated rights that can be exercised to oppose the agency’s demands. The limitations on the IRS and the rights you enjoy combine to assure that the IRS cannot do “anything it wants.” In fact, as you will learn in the chapters to follow, when you exercise your rights, you will win your case the majority of the time.

The overwhelming majority of annual enforcement cases fall into one of three broad categories. They are (1) computer-generated contacts, (2) face-to-fact audits, and (3) civil collection of delinquent tax payments. As a subset of these categories, citizens face tax return filing issues, penalties and interest, and the need to appeal adverse IRS decisions. As this book unfolds, I examine each of these areas in great detail. For the time being, however, I paint with a broad brush to allow you to better comprehend how cases develop and where you stand with the IRS at any one time.

Computer-Generated Contacts

It should come as no surprise that over the past twenty years, the IRS has substantially increased its capability to do business with computers. Despite the agency’s continuing complaints about outdated equipment, the fact is that massive changes have occurred in the IRS’s computer arsenal. The agency uses its computers, among other things, to receive electronic filings of various tax forms, to credit and monitor payments of both current and delinquent taxes, and to make contacts with citizens regarding the status of their accounts. It is in the latter area that most people receive computer-generated letters as an initial IRS contact.

Computer-generated contacts enable the IRS to reach more people more “efficiently” than through the medium of face-to-face contacts. Using a number of programs I describe in detail in the opening pages of chapter 2, the IRS uses computer contacts to:

•      Correct math errors in tax returns

•      Correct clerical errors in returns

•      Assess additional taxes attributable to unreported income

•      Track down nonfilers.

These contacts are in the nature of an “examination,” which is an inquiry into the correctness of your tax return. Through this process, the IRS reviews (or has reviewed) the return to determine its accuracy. Upon finding an error—real or imagined—the agency communicates that error through a computer notice. In broad terms, the notice states the error and sets forth the required remedial steps.

Computer notices of this nature generally come from the IRS service center where you filed (or were required to file) your return. The ten service centers throughout the nation receive returns and payments, process them, and issue general correspondence with respect to them. While service centers mail tens of millions of computer notices annually, a staggering percentage of them are not accurate.

Chapter 2 walks you through the process of responding to computer notices, challenging those that are not accurate, and mitigating those that are. The address of the IRS office that issued the letter is always featured prominently on the top of the letter and your response must be directed to that office.

Face-to-Face Audits

An audit, in its most basic sense, is an inquiry into the accuracy of your tax return. Audits have always been the cornerstone of the IRS civil enforcement machine. With the advent of computers, the agency is able to make its presence felt on a much broader scale than was possible through face-to-face audits. Still, the audit remains the IRS’s chief means of maintaining a sense of presence in the lives of citizens and businesses.

The single largest myth associated with a tax audit is the notion that the IRS selects a return for audit because there is an error in the return. In fact, returns are selected to determine whether errors exist. Just because you are selected does not mean you did anything wrong. It does, however, mean that you must prove that your tax return is correct.

This is one concept that is both fundamentally important to effectively dealing with the IRS and antithetical to general U.S. law. We rightfully assume that we are “innocent until proven guilty.” And while that certainly applies if you are accused of robbing a bank or selling drugs, it does not apply to the IRS. In virtually all your dealings with the IRS, you bear the burden of proving that your actions were correct; the IRS rarely has to prove you are wrong. When you grasp this concept and recognize what it takes to prove your case, there is little to be afraid of in connection with an audit.

Chapter 6 explains the audit process at length, walking you step-by-step through the elements of:

•      The initial audit contact

•      Face-to-face meetings with the examiner

•      Preparing and presenting proof

•      Challenging the decisions of tax auditors.

When you understand how to prove that your return is correct and how to challenge a tax auditor’s determination, you will never pay taxes you do not owe.

Collecting Delinquent Taxes

If the chances of going to jail for a tax crime are literally one in fifty thousand, and the audit process holds no fear because of (1) the IRS’s high error rate and (2) your right to appeal, what does that say about the collection process? Though the collection process is likewise riddled with errors and you enjoy important appeal rights, it is true that the agency’s most fearsome powers rest in the hands of tax collectors. This is because tax collectors wield the power to file tax liens against property, issue wage and bank levies, and execute seizures of property, including homes and businesses.

There is no question that such powers pose an ominous risk to citizens, but in fact, these risks are relatively simple to mitigate. The reason is that important restrictions stand in the way of a given IRS employee’s right to unilaterally execute a wage levy or property seizure. The IRS Restructuring Act, for all its faults, added important appeals rights for citizens involved in the collection function. These rights can stymie a rogue collection agent’s effort to ruin your financial life. In short, the horror stories we have all heard about the IRS destroying a person’s life or business would be the rare exception today, assuming you understand your rights, meet your minimum obligations, and stand prepared to execute your appeals options if necessary.

Chapters 9 and 10 discuss specific procedures you can follow to:

•      Avoid or release wage and bank levies

•      Prevent the filing of tax liens

•      Stop property seizures

•      Obtain the release of tax liens that wreck your credit

•      Win freedom from the tax debt of a current or former spouse

•      Appeal a proposed collection action that promises to destroy you financially.

When you understand the limitations to the IRS’s right of collection, what happened to millions of citizens prior to the Restructuring Act never has to happen to you.

Penalties, Interest, and Other Issues

Sprinkled into the discussion of the major issues outlined above, I address critical points that wrap themselves inextricably around the key points. For example, it is impossible to discuss IRS problem resolution without addressing the question of interest and penalties. I have been told a thousand times, “I can pay my taxes. It’s the penalties and interest I cannot pay.” To illustrate how profound these additions are, consider that in 1996 the average amount owed by a delinquent citizen was $9,300. By 2001 that debt had risen to $34,000.3

Citizens who readily recognize their obligation to pay delinquent taxes cry out for relief from oppressive penalties and interest. And one of the greatest failings of the system is the lack of clear guidance on how to deal with penalties and interest. This is the one area where this book promises to help every American who earns a living in the United States. Because we all face the prospect of penalties and interest, we must all know how to handle them. If you learn nothing else from this book, the secrets to dealing with penalties and interest could make it the single best investment you ever make in your financial security.

This book is about much more than solving existing IRS problems. Just as important as solving problems is the need to avoid them in the first place. Both wage earners and self-employed small business owners face a myriad of potential IRS problems. These problems range in scope from simple computer contacts and audits to more complicated issues involving payroll taxes and business tax penalties. All these problems can be avoided with the execution of simple, inexpensive steps that insulate you from exposure to the agency’s enforcement muscle.

Throughout the book, you will find clearly labeled discussions that delineate procedures for avoiding specific problems. It is vitally important to understand that these suggestions are not mere theoretical musings on my part. They are the result of intensive study, practice, and analysis of virtually every tax problem the typical citizen might encounter. It is impossible to spend twenty-five years solving tax problems without developing strategies to prevent them. In this sense, this book is a “two-for-one special.”

WHERE DO I STAND WITH THE IRS?

The clarion call of Congress during the restructuring process was to remake the IRS into an agency more capable of understanding problems from the taxpayers’ point of view and developing a management structure more responsive to citizens’ needs. In response to this call, former Commissioner Rossotti peeled back vast layers of management and reorganized the agency into four “operating divisions.”

Of the four operating divisions, you as the typical individual or small business owner care about only two of them, the Wage and Investment Income Division and the Small Business and Self-Employed Division. These are the only two divisions with which you are likely to interact. Each division is staffed with IRS personnel who are supposedly trained to understand the challenges faced by citizens within that division. In this way—theoretically—you deal only with IRS employees who understand what you are up against.

In an effort to minimize the undesirable effects of shuffling files from one function to another, the IRS’s new model is designed to permit one operating division to control a file from the commencement of the case to its conclusion. While the jury is still out on whether this will make a remarkable difference in the quality of IRS’s case handling, it is undeniable that it helps citizens better understand where they stand with the IRS at any given time. In fact, one of the key complaints I hear from citizens is that they never know where their case is. Let us clear that up right now.

The Wage and Investment Income Division deals exclusively with individuals whose sole source of income is wages or investment income such as stocks and bonds.

The Small Business and Self-Employed Division, as its name implies, deals with those whose income derives from self-employment, including businesses and corporations with gross revenue up to five million dollars.4

Within each operating division, the IRS maintains, among other things, operations dealing with taxpayer assistance and compliance enforcement. The latter function represents the business end of the IRS. Within the compliance element of each operating division are two key functions: Examination and Collection. The Examination function is staffed by revenue agents (RAs) whose job is to audit tax returns. The Collection function is staffed by revenue officers (ROs) whose job is to collect delinquent tax debts.

In addition to four operating divisions, the IRS has three key “functional units” with which you should be familiar. These units are organizationally distinct from the operating divisions and thus each is not answerable to the managers of any other unit or any division. This gives these units an important measure of independence from other IRS functions.

The first is the Appeals unit. Staffed by Appeals Officers (AOs), the job of Appeals is to review the decisions made by employees within the Examination and Collection functions. The Appeals process is designed to remove unilateral authority from the hands of lower-level IRS employees, thus restricting their ability to make assessments of taxes or execute enforced collection action.

The second is the Taxpayer Advocate Service (TAS). The Taxpayer Advocate functions as a liaison between you and the IRS. The TAS has the authority to stop the IRS from taking or continuing action that will cause a “hardship.” The chief function of the TAS is to step in where normal channels failed to help you get your case heard by the proper personnel.

The third is the Criminal Investigation (CI) unit. Staffed by special agents (SAs), CI is charged with the duty of investigating tax crime allegations. When a case is turned over to CI for investigation, all other enforcement functions cease until the criminal elements of the case are disposed of. Potential ramifications of such cases include grand jury subpoenas and federal indictments—two processes I like to avoid whenever possible.

One key to knowing where you stand when dealing with the IRS is to understand the peculiar task of the IRS employee you are dealing with. For example, revenue officers are not auditors. ROs collect taxes—period. So if you are contacted by an RO, the IRS believes you owe money and wants to get paid. On the other hand, if you are contacted by a revenue agent, you are under audit, and at least until the audit is complete and your appeals rights are exhausted, you do not owe more money.

WHAT IF I DON’T KNOW WHO CONTACTED ME?

My first undertaking when dealing with a tax problem is to determine the posture of the case. This is easy to ascertain simply by reviewing the contact letters and determining the type of agent who made the contact. The formula is simple. Let us review. Revenue agents audit returns. Revenue officers collect taxes. Appeals officers review decisions. Special agents investigate tax crime allegations.

In many cases, a client cannot tell me the posture of the case, or he lost recent letters, or the case has been on hold for so long that the prior contacts are stale. In that situation, it is helpful to obtain internal IRS documents to figure out where you stand. The documents I speak of are known as Master Files. The IRS keeps Individual Master Files (IMF) for personal tax returns and Business Master Files (BMF) for business returns. These master file records constitute a transcript of your account with the IRS. They provide detailed historical information on every action executed in your case, including the date of each action.

To obtain your Master File records, make a written request to the Disclosure Office at the service center where you file your returns. The addresses of the ten IRS service centers are listed at the end of this chapter. Identify the letter as a request under the Freedom of Information Act. Ask for your Master File covering the years in question. Be sure to provide your social security number, sign the letter, and provide a copy of a photo ID showing your signature. Ask for an IMF to cover personal tax returns or a BMF to address business tax returns. In about six to eight weeks, the IRS will release the Master File.

Also ask for the current edition of IRS Document 10978. This publication lists the meaning of the various computer codes used to communicate the information in the Master File. The document is helpful to understanding the Master File.

WHAT IF I GET A KNOCK ON THE DOOR?

While it is true that most IRS problems can be solved on your own if you know what course to follow, some problems require the assistance of counsel. Because of their nature and complexity, these problems are beyond the scope of this book. However, I would be derelict if I failed to at least identify them.

There are three situations that might rightfully be referred to as “a knock on the door.” Though they are not common, they do occur—and with growing regularity. In any of these cases, you should immediately consult experienced counsel to determine your best course of action.

1.     A civil lawsuit seeking a judgment. In certain cases where there is prolonged tax delinquency, the IRS may begin a suit in federal court to obtain a judgment against you. Federal judgments are good for twenty years and the lawsuit carries with it the prospect of losing your home and other property. Do not fool with such an action. Get experienced counsel immediately to determine your defenses and remedies to the suit.

2.     The issuance of a summons or subpoena. In the course of an intensive investigation, the IRS may resort to the issuance of a summons commanding you to give testimony or records to an IRS investigator, or worse, issue a subpoena requiring your appearance before a grand jury. Both situations portend serious consequences and you should immediately consult experienced counsel to ascertain your legal obligations and potential defenses.

3.     A visit from a special agent. Special agents are the IRS’s criminal investigators. If they pay you a visit in connection with your tax affairs, their questions are almost always preceded with a ritualistic reading of your Miranda rights. Anytime a criminal investigator advises that you have the right to remain silent, you are generally best served by following that advice—at least until you have the opportunity to discuss the matter with counsel. And you should waste no time in consulting experienced counsel before speaking with a special agent.

IRS SERVICE CENTER ADDRESSES

Address IMF/BMF requests to the Disclosure Office, Internal Revenue Service, at the service center’s address as shown below:

Andover

310 Lowell Street

Andover, MA 01810

Atlanta

4800 Buford Highway, MS 93

Chamblee, GA 30341

Austin

PO Box 934, MS 7000

Austin, TX 78767

Brookhaven

1040 Waverly Avenue

Holtsville, NY 11742

Cincinnati

200 W. Fourth Street

Covington, KY 41019

Fresno

PO Box 24014, MS 891

Fresno, CA 93747–8337

Kansas City

PO Box 24551, MS 7000

Kansas City, MO 64131

Memphis

5333 Getwell Road

Memphis, TN 38118

Ogden

PO Box 9941

Ogden, UT 84409–9941

Philadelphia

11601 Roosevelt Boulevard

Philadelphia, PA 19154
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        End the Fear of Going to the Mailbox

         Handling IRS Computer Notices


As much as it might like to, the IRS cannot audit every citizen in a face-to-face environment. True, the IRS collects substantially more tax dollars through face-to-face audits than it does in any other manner, but it’s also true that the agency will most likely never have the resources to audit each of the more than 125 million individual tax returns. Consequently, the IRS relies heavily upon its computer systems to conduct electronic audits.

COMPUTER AUDITS TAKE UP THE SLACK

The IRS has substantially increased the use of its computers over the past fifteen years. Computers now perform a wide range of electronic audits using information available to the IRS from its own files and from third-party sources. When a computer audit finds an error in a return, the computer kicks out a notice explaining that the IRS reviewed the tax return, found an error, and corrected it. Usually additional tax is owed as a result of the correction. The notice includes a demand for payment of the tax, with interest and penalty.

This process is broadly referred to as the correction program. The correction program encompasses a wide range of procedures designed to “correct” improper or incomplete tax returns. Each year the IRS mails millions of these notices.

THE HISTORY OF THE CORRECTION PROGRAM

Under normal conditions, the IRS is not free to unilaterally assess taxes against you. You have important rights to challenge any proposed assessment. When you issue a proper challenge, the IRS cannot make the assessment or undertake collection until your appeals rights are exhausted. These procedures are known as the “deficiency procedures.”1 Because your right to appeal precedes the IRS’s right of assessment, the deficiency procedures offer protection against arbitrary claims. The notice of deficiency is a detailed, written explanation of why you owe more money and offers you the opportunity for Tax Court review before you have to pay an increased tax.

The chief problem with correction notices is that Congress wrote exclusions into the deficiency procedures to cover “math errors.” Originally the exclusions were very narrow and applied only in situations where a simple math error appeared in a tax return. In that case the IRS did not have to respect the deficiency procedures before making an assessment if it simply corrected the error. After all, what is there to appeal if one has merely added one’s deductions incorrectly?

However reasonable this exclusion may have been in the beginning, over time it became fertile ground for abuse. And over time Congress added more exceptions to the deficiency procedures. There is now an impressive list of circumstances under which the IRS may assess additional taxes without regard to your appeals rights. These exceptions turned the correction program into a systematic mail-order campaign that the IRS uses to collect billions of dollars annually.

The sheer volume of correction notices portends not only huge revenue for the agency but huge problems for people. In its 2001 annual report to Congress, the IRS’s National Taxpayer Advocate reported that an average of 25 percent of the individual tax returns filed contained errors. Based upon that, we know that about 31 million citizens received a correction notice in just one year.

And while this number is certainly staggering, this is not the worst part of the problem. More serious is the error rate in the correction notices. Stated another way, the errors the IRS purports to correct in its millions of notices are often nonexistent. Not only is this true today, but it has been true for well over a decade—and the IRS knows it.

As early as 1986, I made the claim on national radio that the IRS was mailing bills to the public that it either knew or should have known were not correct. My allegation may well have prompted a General Accounting Office (GAO) study of the situation. The study began in April 1987 and the findings were released in July 1988. The results of the analysis are shocking. Among other things, the GAO stated:

Our review of correspondence and related cases at three service centers indicated that the IRS’s letters, the adjustments discussed in the letters, and/or the action taken by the IRS in response to the taxpayers’ inquiries was often incorrect, unresponsive, incomplete or unclear. Such notices sometimes resulted in the assessment of incorrect tax and penalties. Equally serious, however, are the potential for confusion and frustration on the part of taxpayers and the extra time and expense IRS and taxpayers incur in processing of additional correspondence needed to resolve the issue.2

More specifically, the GAO found that 48 percent of all IRS correspondence and actions regarding account adjustments were either “incorrect, unresponsive, unclear or incomplete.” Further, in 68 percent of the cases studied, the IRS failed to comply with its own “procedures designed to foster good taxpayer relations.”

In 1990 the GAO revisited the issue, asking this simple question, “What did the IRS do to correct the problems identified in the 1988 report?” The answer was equally simple: “Not much.” The GAO’s assessment was that it was “not likely” that any substantial improvements to the system would be made anytime soon.3

And while the IRS claims to have made strides in correcting the problem, the facts indicate a different story. In 1994 the GAO examined forty-seven of the most common notices the IRS uses to communicate with citizens. According to the GAO, thirty-one of those notices—66 percent of those examined—used unspecific language, unclear references, inconsistent terminology, illogical presentation of material, and provided insufficient information and guidance.4

Each year since 1996, the year of inception of the Taxpayer Advocate’s annual published list of the top twenty problems with the IRS faced by citizens, erroneous notices have enjoyed prominent ranking on that list. In 1996 erroneous notices ranked as number four.5 The 2002 Taxpayer Advocate’s report shows that the problem is only getting worse, ranking erroneous notices as number three. Furthermore, the TA’s analysis of the situation shows a continuing, systemic problem. The Taxpayer Advocate writes:

However, we remain concerned that the IRS has not yet placed enough emphasis on the process and there are still major weaknesses in its improvement efforts. The current initiatives do not provide for specific information on notices related to a taxpayer’s error.6

As if it were not bad enough to receive an errant notice from the IRS that is vague, misleading, poorly written, or just flat wrong, it gets even worse when people try to enlist the aid of IRS personnel to correct the problem. To do this, people naturally phone the IRS at its toll-free telephone assistance lines in an effort to better understand the agency’s claim. In its 2001 Annual Report to Congress, the Taxpayer Advocate summarized this aspect of the problem by observing:

Taxpayers who call the IRS to ask for a better explanation may receive incomplete or incorrect answers from the toll-free sites. Filing season 2001 data indicates that IRS employees gave correct information about account-related issues 69 percent of the time.7

That is to say, the IRS gave incorrect information 31 percent of the time. If we are talking about 31 million notices, we can conclude that 9.6 million people received incorrect information about a notice that itself had a fifty-fifty chance of being wrong in the first place. It is no wonder most people just throw up their hands and pay the stupid bill.

WHAT KIND OF CORRECTION NOTICES CAN I RECEIVE?

The IRS uses approximately three hundred form letters to communicate alleged errors. Clearly we cannot examine all of them. However, I discuss the most common ones below.

The IRS Claims You Didn’t Report All Your Income

Through a process known as the Automated Underreporter (AUR) Program, IRS computers search its files for all information returns bearing your social security number. The most prominent information returns are Forms 1099 and W-2. The computer then compares those information returns with the income shown on your income tax return. The process is intended to ensure that you report all your income as required. When a failure to report is detected, the IRS mails a notice. Assessments arising from the AUR Program are among the top problems faced by citizens every year.

The IRS Claims You Made a Math or Clerical Error

The IRS computers analyze your return to ensure that all mathematical computations are accurate and to determine whether any clerical or procedural failures exist. An example of a clerical error is where a Schedule C, Profit or Loss from Business, is attached to the return but you neglect to transfer the profit from Schedule C to Form 1040. This error prevents the correct computation of tax. When such a failure is detected, a notice is mailed out.

The IRS Claims You Failed to File Your Return

Using information returns, IRS computers determine whether a person required to file a return did in fact file that return. The IRS estimates that as many as seven to ten million people fail
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