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Preface 
 

Throughout the course of this text, I discuss several IRS forms and publications. Many of 
them are necessary to carry out the tax amnesty plans. I strongly suggest you gather these 
forms and publications and have them available while you read this treatise. By having 
them in front of you while you read, it will be easier to comprehend the points I make 
about completing and using them. 
 
Forms and publications are easily downloadable from the IRS’s website, which is 
www.IRS.gov. 

 
 
 
 
 
 
 
 
 
 



 

 

 
Chapter 1 

Promises of Hope 
 

Amnesty: The act of an authority (as a government) by which 
pardon is granted to a large group of individuals. 

Webster’s Ninth New Collegiate Dictionary 
 
Learning Objectives 

 Choose the definition which best describes the tax gap 
 Recognize what creates the tax gap problem 
 Select one definition of tax amnesty 

 
Introduction 
In the same breath with the term “amnesty” we call to mind the terms “leniency,” “forgiveness” and 
“fresh start.” The idea of “amnesty” is a kind of “welcome home.” It embodies the notion of coming in 
from the cold. It means that the slate is wiped clean and the sins of the past are dropped into the sea of 
forgetfulness.  

Historically, however, there has been no such thing as tax amnesty. As a matter of fact, the attitude of 
the tax system has been precisely the opposite. Rather than encourage non-compliant citizens to come in 
from the cold, the IRS’s enforced collection policies and practices often drive citizens further from the 
gates of forgiveness, in the opposite direction—down the path of lost hope.  

While many of the individual states have, at times, entertained some type of tax amnesty program, the 
IRS rejected such an idea for fear it would weaken the agency’s iron grip on the throat of society. The 
IRS, you may know, goes to great lengths each year to publicize its enforcement activity. This is designed 
to send the clear message to the masses that even the slightest departure by a citizen from total compli-
ance with the tax laws will be met with the full brunt of the agency’s enforcement arsenal. 

If this is true, why the book, How to Get Tax Amnesty?  
The first edition of this book was released in 1992. In early 1992, the media released a spattering of 

stories suggesting that the IRS was softening its enforcement touch. The stories originated with state-
ments from then-IRS Commissioner Shirley Peterson. Her statements, while never using the word “am-
nesty,” led me to conclude that the IRS was at least getting more realistic in its attitude about collecting 
delinquent taxes.  

For example, in a statement to Forbes Magazine in March 1992, Mrs. Peterson declared, “You can’t 
get blood out of a turnip, and if we’re dealing with turnips, then we’re better off cutting our losses and 
moving on.” The old saying, “You can’t get blood out of a turnip,” is the ultimate justification for debt 
forgiveness. After all, when you cannot extract anything of value anyway, what else is left but to forgive?  

Since its initial release in 1992, this book in its several incarnations has helped well over 230,000 
people negotiate with the IRS and resolve tax debt problems they thought might never be solved. In fact, 
this book is singularly responsible for the creation of an entire industry: the tax resolution industry. You 
see, prior to the release of the first edition of How to Get Tax Amnesty, there were but a handful of tax 
professionals in the country working on behalf of taxpayers to solve IRS enforcement problems; contrast 
that with the number of tax return preparers (CPAs and the like) in the country—you could and still can 
find a preparer on just about every corner.  

Since 1992, the IRS’s policies that make up what I call the tax amnesty attitude have ebbed and 
flowed. I have seen periods when the IRS made it more difficult and periods when the IRS made it less 
difficult to achieve the results I talk about here. However, as the IRS’s pendulum of reasonableness 
swings back and forth, it remains true that by following the procedures set forth in this book, you will 
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enjoy the very real expectation that you will find an amicable resolution to any tax problem you face. The 
fact is there is no such thing as a hopeless tax case. I don’t care how long you’ve struggled with your tax 
problem. I don’t care what you’ve done to try to resolve it. I don’t care who told you it can’t be resolved. 
There is a way to solve your problem and you’ll find it in this book.  

But if the IRS is determined not to use the term “amnesty,” and if the agency continues to use heavy-
handed enforcement actions, one must wonder why the IRS has in place procedures that allow for the 
negotiation and resolution of outstanding tax debt. I believe there are four reasons for this. I address them 
in turn.  
 
The IRS – A Kinder and Gentler Agency? 
The rights and procedures I talk about in this book have, for the most part, always existed. The problem is 
that the IRS has either lied about these rights or simply failed to discuss them. In fact, for decades I have 
repeatedly indicted the IRS for not telling the truth about taxpayers’ rights. I’m not alone in these allega-
tions. The National Taxpayer Advocate confirmed this in her 2013 Annual Report to Congress, where she 
pointed out that “IRS employees do not always clearly communicate these rights to taxpayers at appropri-
ate times.” NTA, 2013 Annual Report, 51. Even this is a bit of an understatement since the IRS rarely 
communicates to taxpayers what their rights are at all—clearly or otherwise. This is why most people 
don’t believe they have any rights at all when dealing with the IRS.  

Beginning in 1992 (and thus the impetus for the first edition of this book), the IRS undertook or 
broadened several programs pointed at delinquent citizens, designed to bring them in from the cold. The 
programs were designed to assist delinquent taxpayers with arranging payment terms which, in the de-
scription of one IRS official, “will not tear them apart.” This, by itself, represented quite a departure from 
the IRS’s typical approach to the collection of delinquent taxes. Historically, when faced with unpaid tax 
debts, one could expect to be forced into such a substantial monthly payment that even a subsistence level 
of existence was difficult. In the worst case, the IRS would levy all or nearly all one’s pay, driving that 
person into the financial underground. Current programs, which I discuss at length, require the IRS to 
establish payment terms based on realistic financial considerations.  

This type of program, by itself, hardly constitutes tax amnesty. In fact, the IRS’s initial approach to 
any collection situation continues to be driven by the idea that the IRS will not cut anyone’s tax bill, or 
otherwise do them any favors. Rather, the IRS’s initial approach is very simple and can be summarized in 
three words: get the money.  

What kind of amnesty program is that? If there is no forgiveness and no terms are offered that might 
soften the blow, what is the benefit?  

But the number of delinquent taxpayers continues to rise, and—owing chiefly to the financial crisis 
that began in 2008—there are more people in tax trouble today than ever before. Because of that, the 
agency is forced not only to acknowledge that it cannot get blood from turnips, but to actually operate 
policies grounded in that philosophy.  

The recession of 2008 was not the first time in history that America has been in recession. It was not 
the first time that millions of citizens lost jobs, had homes foreclosed and struggled to make ends meet. 
However, it is one of the few times in history that the IRS Commissioner understood what people were 
going through and that they needed help dealing with the challenges they faced.  

On January 6, 2009, then-Commissioner Douglas Shulman’s office issued a five-point directive to all 
IRS personnel instructing them to be “sensitive to taxpayers, especially previously compliant taxpayers 
who are, for the first time, having a hard time paying the IRS.” This came on the heels of a December 16, 
2008, announcement by the Commissioner that offered help to citizens faced with federal tax liens that 
prevented them from refinancing their homes.  

In the January 6, 2009, statement, Shulman outlines the following instructions to IRS employees:  
a. Field collection and Automated Collection Service employees were given greater authority to 

suspend collection in cases where citizens cannot pay. Typically, the IRS’s “shoot first and ask 
questions later” attitude requires that the citizen exhaust all possible means of raising money to 
pay in full before the IRS considers suspending collection (a process I call “uncollectible status”). 
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See Chapter 11. This involves requiring the citizen to seek loans from multiple sources, including 
up to three banks and from relatives. The IRS would also require one to liquidate assets to pay the 
tax if there were substantial equity, even if the equity was insufficient to fully pay the tax. In oth-
er words, the citizen would have to liquidate everything first before the IRS would consider freez-
ing collection action.  

b. The IRS will be more flexible with citizens who miss a payment under a formal installment 
agreement. See Chapter 5 for procedures on setting up an installment agreement. Historically, if 
you miss a payment under an installment agreement, the IRS will cancel the agreement and re-
sume enforcement action. And while appeal rights exist, the process requires the citizen to be 
very aggressive in getting the agreement reinstated. Also, once an agreement defaulted, the IRS 
was reluctant to establish a new agreement. Former Commissioner Shulman instructed the IRS to 
“work with taxpayers” who miss a payment, taking into consideration the facts and circumstances 
of the case and considering whether adjustments to the agreement are necessary to address the cit-
izen’s specific economic facts and circumstances.  

c. The IRS has more flexibility in negotiating Offers in Compromise (OIC) for citizens who have 
equity in assets, chiefly a home. The Offer in Compromise is discussed in Chapter 12. The num-
ber-one, biggest stumbling block for those trying to negotiate an OIC is when they have equity in 
a home. The IRS expects that the value of the equity be included in the OIC amount. Thus, if a 
citizen has $50,000 equity in a home, an OIC must present a settlement offer of at least $50,000. 
But the real estate market is unlike anything seen in this country in a very long time. Since 2009, 
real estate values dropped across the board and are still soft as of this writing. Moreover, it is 
harder than ever to liquidate real estate to raise cash, and banks have cooled off on home equity 
lending. Because of this, the IRS set up a special team within the OIC Unit to review real estate 
valuations that may not be accurate due to current market conditions.  

d. The IRS has greater flexibility with required payments under an accepted OIC. Those who have 
successfully negotiated an OIC often must make monthly payments under the terms of the deal. If 
you miss a required payment, the OIC defaults and the IRS can reinstate the full tax liability. But 
under the Commissioner’s directive, the IRS “will work with taxpayers” who are unable to meet a 
required payment. Rather than just pulling the plug, the IRS considers the facts and circumstances 
of a person’s situation and is flexible in resolving the situation without defaulting the OIC. 

e. The IRS will expedite levy releases. The IRS issues around 3.5 to 4 million third-party levies—
wage and bank levies—every year. And once a levy is in effect, the citizen must jump through 
numerous hoops to get it released. The process for seeking levy release is discussed in Chapter 6. 
In the meantime, the levy often causes serious financial hardship by attacking the citizen’s prima-
ry, and often only, source of income. The IRS is required to consider whether a levy would cause 
a hardship, but often the levies are issued automatically. No evaluation is done. In light of this, 
the IRS is now instructed to expedite levy releases in order to minimize the hardship caused by 
the levy (see: IRS Notice No. IR-2009-2, January 6, 2009).  

 
As we see, while the IRS is not necessarily a “kinder and gentler agency,” it does recognize, for self-

ish reasons, that its heavy-handed collection practices not only fail to collect the back taxes, but by driv-
ing citizens underground, the IRS then fails to collect current and future taxes as well.  

 
Economic Realities Force IRS to Reexamine its Policies 
The IRS, much like every government agency, is amazingly incapable of seeing the whole picture. Thus, 
when it comes to collecting delinquent taxes, the IRS cannot seem to comprehend that while a citizen may 
very well owe the money, his inability to pay often renders the amount of the debt a moot point. The real 
question thus is not how much does a person owe, but rather, what can he realistically afford to pay.  

Over the years, I have been involved in countless negotiations with IRS personnel. The negotiations 
often involve the amount of one’s underlying tax liability, payment terms, installment amounts, penalty 
assessments, property values, etc., with disputes arising in one or more of these areas. When they do, tax 



Chapter 1 – Promises of Hope 

4 

officials attempting to justify generally unreasonable demands commonly resort to saying, “Your client 
wouldn’t have this problem if he would have just paid the tax in the first place.” 

What a stupid thing to say! 
If my client had the money in the first place, he undoubtedly would have paid the tax. But rather than 

work to reach a reasonable solution to the problem, the IRS officer just plods along wearing his bureau-
cratic blinders to the economic realities of the situation. Often, the reality is that the citizen did not have 
the capacity to pay in the first place, at a time when all he owed was just the tax. How can he be expected 
to regurgitate the money now, at a time when the bill has doubled or tripled because of interest and penal-
ties?  

Despite the economic realities, demands for payment persist unabated. With each bill the IRS adds 
even more interest and penalties. Assessments reach a point where many people just throw up their hands 
in futility. The result is that citizens are driven underground just to survive and the IRS ends up accumu-
lating accounts receivable that will never be paid.  

Writing for the IRS’s Collection division on April 13, 1992, the Assistant IRS Commissioner for Col-
lection at the time explained that these economic realities must be taken into consideration by the IRS. In 
an internal memorandum directed to all Collection Field Function Personnel, the deputy chief tax collec-
tor explained:  

 
“A collection of $1,000 today is equal to almost $1,500 collected five years from now 
(present value). Additionally, the $1,000 is real, and the $1,500 is speculative.” 

 
As we examine in detail later, the IRS Collection function must consider the economic realities of de-

linquent citizens. But since the IRS often ignores its own rules and fails to properly inform taxpayers of 
their rights, it falls to you to know how to push these matters in your own case. That is among the things 
you will learn in this book.  
 
Political Realities Force IRS into a More Realistic Support 
The tax gap is a matter of great debate and concern with Congress each year. The tax gap is defined by 
the IRS as the difference between the amount of tax owed and that which is paid without the need of en-
forcement action. The tax gap increases year after year. As of 1992, estimates put the tax gap figure at 
about $110 billion. By 2010, the tax gap was estimated to be $350 billion to $370 billion. And there is no 
end in sight. 

Given Congress’s wild, uncontrolled spending habits, you can well fancy why the tax gap is a press-
ing issue. And knowing of Congress’s propensity to chase dollars to fund its ongoing spending spree, 
each year IRS officials ask Congress for more money, more manpower and more equipment. The agency 
argues that with more money, manpower and equipment, they can reduce the tax gap by $X billion per 
year. The song goes like this: “If you give us more computers, we will do computerized audits and catch 
cheaters. If you give us more collection officers, we will chase the deadbeats and make them pay. And if 
you give us more money, we will accomplish a myriad of goals hitherto only dreamed of by political op-
pressors of yore.” Congress is only too happy to oblige. The agency’s budget for 2014 was in excess of 
$12 billion with a staff of some 95,000 people worldwide—an ominous force to be sure. Moreover, Con-
gress has handed the IRS just about every information gathering tool, information reporting tool, audit 
tool, enforced collection tool and criminal prosecution tool it ever asked for.  

Despite this landslide of financial and legal support, the tax gap continues to increase. Why do you 
suppose that is? The answer evades Congress and the IRS because they search for it in all the wrong plac-
es. I have repeatedly stated that the traditional view of why the tax gap increases is simply not valid. The 
traditional view suggests that the tax gap increases because more and more citizens cheat. That is simply 
not true. Precious few citizens cheat on their taxes because, thanks to IRS propaganda, they understand 
that the penalty for doing so is simply too great. Of the many thousands of delinquent taxpayers I have 
dealt with in my career, I have never met a person who woke up one day and said to himself, “How can I 
tick off the IRS today? I know. I’ll stop paying my taxes.” Nobody does that.  
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The tax gap grows because, increasingly, people have to make the impossible choice between paying 
their taxes and feeding their families. And when faced with that cruel dilemma, a person will opt to feed 
his family—and he’ll make that his first choice every time. The growing tax gap is not attributable to 
cheating, it’s attributable to the fact that people need to survive in an increasingly difficult economy under 
a tax system that lays a growing mountain of financial and information reporting burdens at their feet. Just 
for example, under the Patient Protection and Affordable Care Act (Obamacare), taxpayers must now 
verify to the federal government through the IRS that they have purchased government-approved health 
care for themselves and their families. If they fail to do so, they can be charged a penalty, which is known 
by the Orwellian phrase “shared responsibility payment.” See IRC §5000A(b).  

As an example of this burden, I have a client with substantial delinquent tax liabilities. She is unable 
to afford health insurance because she can barely afford to keep up with her house payments. She was hit 
with an assessment for the “shared responsibility payment.” She asked, “How can they expect me to pay 
this when I can hardly make my mortgage payment?” Good question. And what makes anybody believe 
that people struggling in this way will give two hoots about a “shared responsibility payment,” especially 
when they already owe tens of thousands of dollars in taxes they cannot pay? 

The short answer to the tax gap problem is that the government itself creates the tax gap by creating 
heavy burdens that a growing number of people simply cannot lift, despite their best intentions.  

Even many of the installment agreements worked out by the IRS do not solve the problems of tax de-
linquency because of the onerous burdens of penalties and interest. In the IRS memorandum I referred to 
earlier, the former Assistant Commissioner addressed the issue, saying, “In many cases, the taxpayer is 
not paying enough to cover the accruals (interest and penalties) and will never satisfy the liability.” (Em-
phasis added by author.) 

In sum, the IRS memos mentioned above (and others discussed throughout this book) show that the 
agency recognizes the political reality that the tax gap cannot be controlled without addressing the root 
cause—which is the excessive burdens the system places on individual taxpayers.  
 
The Education Factor 
Since my first book was released in 1986, I have made well over five thousand appearances on radio and 
television, in newspapers, magazines and newsletters. I have shouted from the rooftops the fact that citi-
zens have rights and the IRS has limitations. One sign of the effectiveness of my work comes in the form 
of the hundreds of letters I receive from grateful citizens. The letters explain how my books helped them 
solve seemingly hopeless tax problems. The letters tell stories of those who saved $200 or $200,000 in 
taxes by following my simple tips and procedures. Throughout this book, I share some of those letters. 
They, more than anything, prove that there really is no such thing as a hopeless tax case. 

Most satisfying, however, is the fact that my work has caused substantial positive changes to the sys-
tem, as is evidenced throughout this book. One reason for this is the education factor. In my radio shows, 
I explain to countless numbers of desperate citizens how to solve their problems. I explain that tax penal-
ties can be abated, in many cases, with nothing more than a simple letter. I explain that the law allows the 
IRS to forgive uncollectible taxes if the citizen can only demonstrate that he cannot pay. I explain that 
when the decision of a tax auditor is challenged, the citizen wins his case 60 to 90 percent of the time.  

Perhaps the greatest factor most dispositive in forcing the policy changes we now see is that I dis-
closed in 1988—publicly and for the first time—the fact that federal income taxes are dischargeable in 
bankruptcy. Prior to that revelation, this was the best kept legal secret in the nation, and it remains a point 
of great misunderstanding even today. Since 1988, we have discharged in bankruptcy millions of dollars 
in taxes which could never be paid. As if this were not enough, the information I broadcast on penalty 
abatements has led to the cancellation of billions of dollars in improper penalty and interest assessments 
over the years.  

The change in the IRS’s hard-fisted collection attitude is not due to the fact that its leaders “got reli-
gion” and decided to do you a favor. The change is attributable to the fact that the IRS got a billion-dollar 
legal education stuffed down its throat a nickel at a time by citizens who learned their rights and stood tall 
in the face of IRS challenges.  
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What “Tax Amnesty” Really Is 
If the IRS is not offering tax amnesty through a formal “amnesty” program, you are no doubt wondering 
who is offering amnesty and what it really is. The answer to the first question is that I am offering tax 
amnesty by exposing IRS policies that allow for the forgiveness of tax debt. The hopeless citizen bur-
dened with unmanageable tax debts is entitled to drink from the cup of relief. My years of labor in the 
vineyards of pressuring the IRS and in the proclamation of taxpayers’ rights have produced substantial 
results. The IRS may not be offering “amnesty” in the strictest sense, but the agency realizes the political 
and economic necessity to provide relief to those who know how to ask for it. But ask you must, for it is 
written, “Ask, and it will be given you; seek, and you will find; knock, and it will be opened to you.”  

As to the question what is tax amnesty, the answer is simple. It is freedom from the oppression of tax 
debt. It is freedom from the pressure of relentless IRS collection efforts. It is freedom from running and 
hiding that desperate people are often pushed into. It is freedom to once again be a productive citizen.  
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Review Questions 
1. What is the chief reason for a recent increase in the number of delinquent taxpayers? 

 A. Lack of IRS sensitivity toward delinquent taxpayers 
 B. The IRS will not negotiate Offers in Compromise (OIC) 
 C. The IRS does not communicate to taxpayers what their rights are 
 D. Financial crisis of 2008 

 
2. Which of the following causes continuous increases in the tax gap? 

 A. The choice between paying taxes and feeding a family 
 B. Congress will not provide the IRS with the necessary enforcement tools 
 C. More and more citizens cheat on their taxes 
 D. Congress is not concerned with the tax gap 

 
3. Which 1988 revelation has led to the reduction of millions of dollars in taxes owed? 

 A. Demonstration by taxpayers of their inability to pay 
 B. Taxes are dischargeable in bankruptcy 
 C. IRS offers of installment agreements 
 D. The IRS “woke up” and started doing a favor to taxpayers 
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Review Answers 
1. A. Incorrect. Lack of IRS sensitivity toward delinquent taxpayers is not the chief reason for a recent 

increase in the number of delinquent taxpayers. In 2009, then-Commissioner Douglas Shulman’s 
office issued a directive to all IRS personnel instructing them to be sensitive to taxpayers. 

 B. Incorrect. Non-negotiation of OICs by the IRS is not the chief reason for a recent increase in the 
number of delinquent taxpayers. IRS employees have been told to show more flexibility in nego-
tiating OICs for citizens who have equity in assets. 

 C. Incorrect. The chief reason for a recent increase in the number of delinquent taxpayers is not be-
cause the IRS does not communicate to taxpayers what their rights are. The IRS rarely communi-
cates to taxpayers what their rights are at all – clearly or otherwise. 

 D. Correct. The number of delinquent taxpayers continues to rise, chiefly due to the financial crisis 
that began in 2008. 

 
2. A. Correct. The tax gap continues to grow because people have to make the impossible choice be-

tween paying taxes and feeding their families. 
 B. Incorrect. The reason for continuous increases in the tax gap is not because Congress will not 

provide the IRS with the necessary enforcement tools; instead, Congress has handed the IRS just 
about every enforcement tool that it ever asked for. 

 C. Incorrect. Continuous growth in the tax gap is not due to more and more citizens cheating on their 
taxes. Although the traditional view is that the tax gap increases because more and more citizens 
cheat, that is simply not true as precious few citizens cheat on their taxes because they know that 
the penalty for doing so is too great. 

 D. Incorrect. Continuous growth in the tax gap is not due to a lack of concern about the gap by Con-
gress. The tax gap is a matter of great debate and concern with Congress each year. 

 
3. A. Incorrect. Demonstration by taxpayers of their inability to pay was not a 1988 revelation that led 

to the reduction in millions of dollars of taxes owed. The law allows the IRS to forgive uncollect-
ible taxes if the citizen can only demonstrate that he or she cannot pay. 

 B. Correct. The 1988 revelation that taxes are dischargeable in bankruptcy has led to the reduction 
in millions of dollars in taxes owed. 

 C. Incorrect. IRS offers of installment agreements is not the 1998 revelation that has led to millions 
of dollars of tax reductions. Installment agreements worked out by the IRS do not solve the prob-
lems of tax delinquency because of the onerous burdens of penalties and interest. 

 D. Incorrect. Millions of dollars of taxes owed have not been reduced because the IRS “woke up” in 
1988 and started doing favors for taxpayers. Changes in the IRS rules occurred that were caused 
by factors other than the IRS changing its attitude. 

 
 

 
 

 



 

 

 
Chapter 2 

How Do I Owe Thee? Let Me Count the Ways! 
 
Learning Objectives 

 Ascertain what could allow taxpayers the opportunity to extend payment of their taxes due up to 
six months 

 Determine the job of the tax auditor 
 Identify what generates a taxpayer’s DIF score 

 
Introduction 
He who owes another is, in a very real way, enslaved. This is particularly true in light of modern lending 
practices which include detailed financial statements, lengthy mortgage documents, ongoing monthly 
payments, liens that create public records of debt and, of course, compound interest that substantially 
increases the principal debt. This does not even consider the potential for foreclosures in the event of 
default, which outright dispossess people of their property. 

Excessive debt saps the borrower’s strength. Over time, he loses the will to work. As a lender’s de-
mands increase, the debtor’s ability to be productive, provide for himself and his family and service the 
debt greatly diminish. As he falls further behind, the feelings of helplessness and hopelessness escalate. 
Eventually, he may become wholly disheartened and entirely unproductive, running from the very world 
in which he lives.  

Another terrible aspect of debt is that it often inextricably binds one to the mistakes of the past. Debt 
is continuing evidence of one’s past poor judgment. Bad business decisions or unsound personal choices 
follow you like a ball and chain, keeping you from moving ahead.  

Desperation is not uncommon when the subject is tax debt. With every other type of debt, there seems 
to be at least some sprinkle of hope. After all, one can possibly negotiate with creditors for more-
acceptable terms. Maybe he can liquidate property to pay claims. In the worst case, he can turn to a bank-
ruptcy court and stake a legal claim to a fresh start. 

Unfortunately, most people do not ascribe the same potential remedies to tax debts. Most people be-
lieve that the IRS would sooner put someone in jail than negotiate a tax debt. Often, property cannot be 
liquidated due to oppressive tax liens or because a person owes more to the lender than the property is 
worth. Most of all, because the IRS lied to the public for twenty-two years about the right to discharge 
taxes in bankruptcy, most people (including too many bankruptcy attorneys) believe taxes are not dis-
chargeable. Given these facts, too many people living the ungodly nightmare of tax debt believe they 
must take the debt to their graves.  

In her testimony to the House Government Operations Committee in June, 1992, former IRS Com-
missioner Shirley Peterson confirmed what I have said a thousand times, both before and after her testi-
mony, regarding the reasons the vast majority of tax delinquencies exist in the first place. She said, 
“Many taxpayers may want to comply, but cannot because they don’t have the money to pay the tax due. 
When this happens, they often decide not to file a return. They may eventually drop out of the system 
altogether.” Mrs. Peterson also correctly observed that “a good part of what we call noncompliance with 
the tax laws is caused by taxpayers’ lack of understanding of what is required in the first place.” 

In this chapter, I provide the profile of what the IRS calls the “non-compliant taxpayer.” I describe in 
detail the most common ways one becomes a delinquent taxpayer. What you are about to read constitutes 
the eight most devastating tax collection problems in America. If you find yourself identifying with one 
or more of these problems, then indeed, amnesty can be yours. 
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Failure to File a Tax Return 
Failure to file a tax return is considered by the IRS to be an egregious form of non-compliance. Each year, 
millions of citizens and businesses fail to file required returns for a host of reasons. There seem to be two 
general reasons why this occurs. The first, most common reason is due to financial problems. The second 
reason is much broader in scope. It relates to causes not necessarily tied merely to dollars and cents. I 
address each group in turn. 
 
Financially-Induced Failure to File 
Life regularly forces citizens into the unenviable position of having to choose between paying their taxes 
and feeding their families. In that situation, one always chooses to feed the family. That creates a problem 
at tax time. The fear and uncertainty of dealing with the IRS leads many of these people to avoid filing a 
return altogether, a mistake that adds insult to injury later.  

In many cases, the IRS is directly responsible for exacerbating the situation. Many of these people 
would not avoid filing if the IRS told the truth. For years, the IRS falsely informed citizens that they have 
no right to obtain an extension of time to pay taxes. I speak personally with hundreds of citizens who tell 
me they called the IRS seeking advice on what to do when they do not have the money to pay. Time and 
again, the IRS explains there is no right to obtain an extension of time to pay. If you cannot pay the tax, 
IRS advises you to simply file and “hope for the best.” 

Unfortunately, most citizens are well aware of the IRS’s capacity to inflict harm in the process of tax 
collection. Thus, they are unwilling to just “hope for the best.” The result is, rather than file the return 
without paying the tax, they file no return at all.  

This particular non-filing problem would be greatly reduced if the IRS just told the truth about Form 
1127, Application for Extension of Time to Pay Tax. If that form is filed on or before April 15, one can 
potentially win an extension of up to six months to pay. Not only would the non-filing problem be miti-
gated, but the public would save tens of millions dollars in failure to pay penalties and interest. For more 
on Form 1127, please see Chapter 9 of my book, The IRS Problem Solver. 

Once the first return goes unfiled, a dangerous pattern begins. The citizen tells himself, “I’ll get the 
money in the next few months or so and file late.” Sometimes he files an extension of time to file the 
return (Form 4868), sometimes not. Inevitably, however, financial hardship continues and he never finds 
the tax money. Before long, he faces the requirement to file his next return and has yet to file the previous 
return.  

Now, fear sets in. In some cases, the initial financial problems spill over from one year to the next. In 
other cases, the fear of exposure immobilizes the citizen. In either case, one unfiled return becomes two, 
then three. Before you know it, one is mired in a pattern of delinquency and facing a mountain of taxes 
and penalties with no hope of solving the problem.  
 
Unusual Circumstances Cause Failure to File 
Not all failures to file are due to financial problems. There are a variety of other reasons. Recordkeeping 
problems and medical crises are among the leading causes of non-financially motivated failure to file. Let 
me give some examples. 
 
Recordkeeping Problems 
Deb’s husband ran a small construction company and traveled a lot. While he worked the business, Deb 
raised their children. Deb’s husband was not an organized person when it came to recordkeeping. Like 
many citizens uneducated in accounting and recordkeeping, he operated his business out of his pocket. 
His file cabinet was mostly the floor of the front seat of his truck. The standard by which he judged the 
success of his business was simple. “If I had money, I was doing okay. If I didn’t, I wasn’t.” Who needs 
an accountant to figure that out?  

Deb and her husband were not criminals and they were not tax cheats. They were, however, confused 
by a complicated system and fell victim to their own reservations and ignorance. As a result of their lack 
of organization, Deb and her husband did not file their tax return for one year, and that began a pattern 
that continued for the next eight years. That is when the IRS finally knocked on the door and put the fear 
of God into Deb.  
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Consider the case of Doug. He, too, operated a small business but did so out of a briefcase rather than 
the floor of his truck. At one point, Doug’s car was parked at a local service garage for repair. Before 
leaving it, Doug removed the items of value but left two boxes containing his financial records for the 
year in question.  

While the vehicle was at the service garage, it was broken into and, you guessed it, various worthless 
items were stolen, including his records. This happened in February, just two months prior to the tax re-
turn filing deadline. Doug had no idea what to do, so, like many others who have lost records, he did 
nothing. He filed no return and submitted no extension of time to file. After all, why ask for an extension 
of time when he did not have any records from which to prepare the return anyway? Over time, Doug’s 
single act of non-filing turned into many such acts. Perceiving that he could not file his next return be-
cause of the initial unfiled return, he suddenly had two unfiled returns. Then two became three. 

Recordkeeping problems may be occasioned for reasons other than confusion or ignorance. You may 
have lost records due to fire, flood, hurricane, civil disorder or some other casualty. In one case, I dealt 
with a woman who moved several times within just a few years. Her records ended up with all of her old 
issues of National Geographic, buried deep within some recycling bin. This started her on a pattern of 
non-filing that continued for four years. 

Some IRS personnel might scoff at the above factors and say, “Those reasons are no excuse for not 
filing subsequent returns.” They might concede that reasonable cause existed for not filing the initial re-
turn, but they assert there is no justification for allowing the pattern to continue. The hardness of their 
hearts leads them to simply blame the taxpayer and exclaim, “They deserve what they get!” 

The fact is, the agency itself is chiefly responsible for a great deal of the non-compliance that exists 
today. The IRS, and no one else, goes to great lengths to terrify the public. It leads the nation to believe 
that if you run afoul of the agency, you will be destroyed. Why would anybody wish to bring that kind of 
wrath upon himself by stepping forward after making a mistake?  

The IRS, no one else, has lied to the public about the ability to obtain an extension of time to pay tax-
es. Those lies continue to this day. If the public had any idea of this right, the millions of tax returns 
which go unfiled because of financial shortcomings would likely be filed on time.  

The IRS, no one else, lobbies Congress annually for increased penalty and interest tools with which to 
club the public when they make mistakes. Using these tools unashamedly, the IRS routinely doubles, 
triples—or more—a tax bill attributable to failure to file. Then to add insult to injury, the IRS lies to the 
public about the right to cancel those penalties. IRS employees regularly claim that nothing can be done 
about penalty assessments, and yet, that is simply not true.  

When a citizen finally does step forward or is found out, it is the IRS, no one else, that imposes en-
forced collection, often sending the citizen right back into hiding. After all, how can anyone be expected 
to pay taxes at the expense of feeding his family? I do not care what you may think, the reality is that 
when faced with a choice between feeding the family and paying the tax, the family will be fed—period. 

The fact is, compassion for the unintentional, the ignorant, the confused or misled citizen nets the 
agency more revenue and good will then does the Darth Vader approach to tax collection. After all, these 
are fellow Americans the IRS grinds into powder. 

 
Medical Problems 
A Phoenix man I will call Bill was faced with a real crisis. His wife was diagnosed with cancer and the 
outlook was not good. Bill immediately began to do everything in his power to keep his wife alive. He 
went from specialist to specialist and from one treatment program to another.  

The disease progressed, but slowly at first. Bill’s search for hope and a cure went on. Diverting all his 
resources toward the battle, he used every available dollar to pay for doctors, hospitals and clinics. As 
financial demands grew, Bill met them by funneling tax money into the war. When faced with the pro-
spect of paying the tax or potentially keeping his wife alive, Bill’s choice was simple and he made it 
without hesitation. 

When the time came to file his tax return, he was struck with a harsh reality. His wife’s illness and 
care consumed both his resources and his time. Even if Bill had the money to pay the tax, there was no 
way to prepare a correct return because he spent no time attending to his financial affairs. Bill’s decision, 
like that of keeping his wife alive, was made quickly. He simply failed to file. 
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Eventually, Bill and his wife lost their physical battle, but not before piling up several years of tax re-
turn non-filing. Having emerged from one critical war a loser, Bill now faced another. And his prospects 
for winning the second war seemed no better than the first. In the second fight, however, Bill had no-
where to turn, so in his retreat, the problem only grew worse.  

Rod also had a medical problem. He was an alcoholic and his problem was out of control, so much so 
that he could not hold a job and he lost his wife. During that period, Rod went four years without filing. 
His affairs were in such disarray he could not begin to construct a return even if he were sober long 
enough to recognize the requirement. Eventually, Rod got help with his drinking problem and dried out. 
While surveying the damage from his new position of sobriety, he realized, among other things, that he 
failed to file several tax returns. He anonymously phoned the IRS seeking advice.  

What he learned was not promising. He would have to file the returns, he was told. No surprise there. 
He was also told that interest and penalties would be added to the bill. Likewise, that came as no surprise. 
He then asked if terms could be worked out. He was told the IRS was not a bank and if he could not pay, 
he could expect wage levies and tax liens.  

Rod went several years without filing returns and heard nothing. When he voluntarily stepped for-
ward seeking help, he was threatened. His concern turned to fear, then to bewilderment. “Why,” he asked, 
“would they do nothing when I was not filing, then threaten to crush me the minute I stepped forward to 
fix the problem?” 

Good question. There are legal and procedural reasons (which I address later) why this occurs. How-
ever, by following the procedures in this book, you will avoid this problem entirely.  

Rod could not pay the tax and he could not survive wage levies. The agency gave him no hope. 
Therefore, he continued in the pattern of non-filing. Eight years went by before he came to grips with the 
trouble. 

Rod’s story evidences a phenomenon that bears discussion. Citizens can go for years without filing 
tax returns. In the process, it is very common that they hear absolutely nothing from the IRS. That is one 
reason we see the non-filing pattern continue for so long. When one fails to file the first time, he expects 
the IRS to be at the door within just a few months. But the agency not only does not come to the door, it 
sends no letters and makes no phone calls. After the shock and dismay wear off, it becomes slightly easier 
to skip the second year, then the third. All the while the citizen expects somehow to raise the money, but 
never is contacted by the agency.  

After filing the tax returns, it seems the roof caves in. Almost overnight, the IRS records tax liens, 
sends penalty notices and issues demands for payment in full. The IRS may also assign a Revenue Officer 
(RO) who makes personal contact with the citizen to demand payment in full.  

Please note none of this should be construed as encouraging the failure to file tax returns, nor should 
it be construed as encouraging the pattern of non-filing. I am simply pointing out the psycho-dynamics of 
the non-filer. I know because I speak with hundreds of them every year. I help them solve the problem 
and break the pattern. If the IRS did what I do, there would not be millions of non-filers every year.  
 
Filing a Tax Return without Paying the Tax  
Another common way of becoming indebted to the IRS is by filing a return that reports tax due but with-
out paying the tax. Any number of financial, medical or other factors can affect one’s ability to pay. 
However, most people in this situation file the return without taking protective measures.  

After filing a return, the tax becomes “assessed.” This is the process of recording the debt on the 
IRS’s books as an official liability. The assessment affords the IRS the right to collect the tax. Collection 
begins with a series of notices and demands. If the tax is not paid within thirty days of the IRS issuing a 
Final Notice, Notice of Intent to Levy (discussed in detail in Chapter 4), the agency may enforce collec-
tion. This is the reason people can go years without filing a return and never hear from the agency only to 
have the roof cave in just months after filing a single return. The assessment, created at the time of filing, 
releases the dogs and unless you meet and neutralize the attack, you are fresh meat.  
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Tax Debt Created by Tax Audits 
The stated purpose of a tax audit is nothing more or less than the process of determining the correctness 
of a tax return. In the civil tax environment, the citizen bears the burden of proof with regard to all issues 
claimed on the return. That does not mean you go to jail if the IRS accuses you of a crime and you cannot 
prove your innocence. It means if the IRS challenges a claim in your return, you must prove the correct-
ness of the claim. If you cannot, it is disallowed. If disallowed, the IRS recalculates your tax bill and as-
sesses you the difference, including interest and penalties. If you incur tax debt as a result of an audit, you 
may lay claim to at least one form of forgiveness. Most importantly, you can prevent that debt from driv-
ing you underground. 
 
General Tax Audits 
The IRS pretends the tax audit is merely a tool to check the accuracy of tax returns. In reality, the audit 
process leads to big bucks for the agency. The process leads to billions of dollars in additional tax and 
penalty assessments each year. According to the IRS, about 88 percent of all returns are incorrect at some 
level. When audited, the alleged errors lead to wholesale assessments of interest and penalties.  

But as I document in my book, How to Win Your Tax Audit, many of the techniques employed by tax 
auditors are carefully contrived bluffs designed to obtain bogus tax assessments. This claim is proven 
each time I speak with another discouraged citizen seeking an explanation for the incredible claims made 
by the IRS in his audit. 

No decision of an auditor is final and when you appeal your audit, your chances of winning are sub-
stantial. For example, the IRS’s own statistics (addressed at length in How to Win Your Tax Audit) show 
that the IRS’s audit results are wrong between 60 to 90 percent of the time. Statistics also show that the 
IRS collects substantially less from those who appeal audit decisions versus those who do not.  

The reality, however, is that most people do not understand that you can say “no” to an auditor and 
make it stick. Most people cringe at the thought of challenging an IRS official. And the IRS knows this. 
Consequently, it continues the practice of extracting money from citizens under the guise of correcting 
errors.  

Because tax auditors have nothing whatsoever to do with collecting the final assessment, they could 
not care less whether you can actually pay the bill. Their job is simply to determine the “correct liability.” 
It is the job of a Revenue Officer (RO) to collect the assessment. Once the case is handed to an RO, his 
only concern is to collect the tax—and he could not care less whether you actually owe it. 

Each year, hundreds of thousands of citizens are caught in this trap. The result is a tax bill they gener-
ally cannot explain and a tax collector who does not care even if they could. 

 
IRS Errors 
In my book, The IRS Problem Solver, I document that for more than thirty years, the IRS has been delib-
erately sending notices to the public which it knows are wrong or incomprehensible. Despite this 
knowledge, the IRS does little or nothing to correct a problem that costs the public billions of dollars an-
nually. Consider the following examples.  
 
Computer Notices 
The IRS conducts computerized audits of every tax return filed. Those audits lead to a flurry of notices as 
well as millions of face-to-face examinations annually. The number of notices issued climbs into the tens 
of millions each year. 

When conducting these audits, IRS views at least four items. First, it determines the mathematical 
correctness of the entries in the return. Second, it ascertains mechanical correctness. By that I mean it 
verifies whether all necessary supporting schedules are attached and whether all required entries are pre-
sent and in the proper line, etc. Third, it compares all information returns, such as Forms W-2 and 1099 
bearing your Social Security number, with the income reported on your return. This is to ensure that you 
accurately report all income. Fourth, it conducts a Discriminate Income Function (DIF) analysis of your 
return. 
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The DIF program is a sophisticated program that compares every entry on your return with averages 
for a person in your same income category and profession. If any line of your return is out of sync with 
the averages, the difference is “scored.” This is referred to as a DIF score. The higher the score, the more 
likely your return will be audited.  

Any of these first three functions regularly lead to the issuance of computer notices. The notices ex-
plain that an error was made in the return and was corrected by the IRS. The notices may explain the na-
ture of the error or they may not. They do, however, point out that interest and penalties were added and 
demand payment. In my book, The IRS problem Solver, I dissect these notices and show step-by-step 
procedures to deal with them. Most people do not deal with them properly. As a result, they find them-
selves in debt for taxes not legally owed.  
 
Information Returns 
Errant computer notices are not always the fault of IRS. Each year, the IRS processes well over one bil-
lion information returns. The mountain of paperwork is prepared by industry and submitted to the IRS in 
two forms. The first form is the actual paper documents and the second is the computerized documents 
submitted on machine readable media. The common thread running through both types of submissions is 
that they are prepared and processed by humans—and humans make mistakes. According to the IRS, the 
private sector error rate found in information returns is about 5 percent. While that may seem like a small 
number, it means at least 50 million errant information statements are filed each year. And with Congress 
passing new information reporting laws regularly, the number of information returns required grows 
steadily. Before long, we all will be required to report the number of times per month we mow the lawn. 
For more on this, see Chapter 2 of How to Win Your Tax Audit, which is entitled, “The IRS Moves Closer 
to ‘Big Brother’.” 

For the same reasons expressed in the previous section, most citizens are not successful in correcting 
errant notices. The result is that the IRS demands payment of taxes based on income the citizen never 
received or mistakes he never made.  

 
Divorce and Spousal Abandonment 
Unfortunately, the sad reality is that the consequences of a broken marriage go beyond the impact it has 
on the children. Broken marriages carry serious financial implications often reaching well into the sphere 
of income tax matters.  

Virtually without exception, all married couples file joint federal tax returns—and for good reason. 
The joint income tax rates are much less expensive than the married filing separately rates. For example, 
the tax on $40,000 (using 2015 rate tables) computed at the married filing jointly rates, is $5,069. Howev-
er, if just one spouse earns $40,000 and elects to be taxed at the married filing separately rates, the tax is 
$5,863. Thus, the sole breadwinner pays a penalty of $794 to elect to file a separate tax return. And this is 
after Congress allegedly fixed the so-called “marriage penalty.”  

Many people believe the IRS gives the break to married citizens because they generally have children 
and thus face a greater financial burden. However, this is simply not the case. A growing number of sin-
gle people have children and they do not receive the same break. The same $40,000 of income taxed at 
the head of household rates creates a tax liability of $5,356. That is $287 more than the tax on the same 
income at the married filing jointly rates. 

The cheaper rates for married citizens filing jointly are designed solely to induce the filing of joint re-
turns. When filing a joint tax return, both parties are jointly responsible for the debt regardless of who 
actually earned the income. Consequently, a husband could be responsible for earning all the income, file 
a joint tax return, and then desert his wife without paying the tax. Because of the joint return, the wife can 
be forced to pay the tax even though she earned none of the money.  

Why would the IRS do this? The answer is very simple. Virtually all married couples hold their assets 
jointly. As such, each possesses an equal legal interest in the property. A problem for the IRS arises when 
separate returns are filed but the tax is not paid. The IRS cannot seize joint property to satisfy the liability 
of a single spouse without compensating the non-debtor spouse. I discuss this further in Chapter 6. This 
makes it more difficult for the IRS to collect from joint assets. The problem is eliminated by simply brib-
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ing the married couple to file a joint return. That way, both are equally liable for the tax and assets can 
more easily be seized to pay a potentially unsatisfied bill, regardless of whose name the assets are held. 

I speak with many women who, after obtaining a divorce, believe they are protected from unpaid tax 
bills by virtue their divorce decree. The typical language in such an order holds that the husband is re-
sponsible to pay any unsatisfied tax. However, if the IRS cannot find the husband, it ultimately attacks the 
wife. Unfortunately, the divorce decree is not binding on the IRS. The divorce decree does not pretend to, 
nor could it vitiate the legal liability established by the federal tax laws. Therefore, when the wife com-
plains that the divorce court held the husband liable, the IRS is unimpressed. Despite the fact that she may 
have been left with little or nothing but the children to support, the IRS chases her for the unpaid bill. 

 
Cancellation of Debt Income Due to the American Debt Crisis 
The debt and credit crisis that began in earnest in America in 2008 caused profound financial problems 
for many middle-income citizens. Some of the harshest ways these problems manifest themselves is with: 
1) substantial credit card debt, 2) bankruptcies, and in the worst case, 3) homes and other property lost to 
short sales, foreclosures or repossessions. 

Because of the high amount of debt that many families carry, many have pursued one or more of four 
strategies to reduce or eliminate their debt. They have: 1) negotiated full or partial debt cancellation di-
rectly with their credit card companies, 2) negotiated loan modifications with their mortgage lenders, 3) 
turned to bankruptcy to resolve their debt problems, and 4) perhaps worst of all, either voluntarily or 
through legal foreclosure, lost their home to the mortgage company or gave up other property, such as a 
vehicle, to a lender in exchange for debt forgiveness. Home foreclosures during 2008 through 2013 were 
at record highs, as tens of millions of Americans suffered the heartache of losing their residences.  

As bad as it is to lose your home through financial catastrophe, the heartache doesn’t end there. To 
add insult to injury, the cancellation of debt—whether through voluntary negotiation, bankruptcy or as a 
result a home foreclosure—often leads to tax problems. This happens when the creditor issues Form 
1099-C, Cancellation of Debt (or in the case of a short sale, Form 1099-A, Abandonment) to you and the 
IRS. The Form 1099-C (or Form 1099-A) shows that you had income in the year the debt was canceled. 
Now the IRS wants you to pay taxes on the so-called “income” reported on the Form 1099.  

You may ask how debt forgiveness has anything to do with one’s tax liability in the first place. Unfor-
tunately, most people never see the connection until after the damage is done. Simply put, if you borrow 
money but later all or part of the debt is forgiven, the amount of the debt forgiveness is generally consid-
ered taxable income to you. The tax law refers to this as “cancellation of debt” (COD) income or “dis-
charge of debt” income. In most cases, you must pay taxes on the amount of debt that is forgiven.  

Does this sound crazy? Well, think about this. When you get a loan from a bank, say $50,000, you are 
not taxed on the loan proceeds. You can use the money any way you like. The loan is non-taxable because 
you are obligated to repay the principal. When you receive the loan and then pay it back, there is no in-
crease in your wealth. Hence, no income tax is owed. Likewise, when you repay the principal, you are not 
entitled to any deduction for the principal amount of the loan, though you might be able to write off the 
interest.  

But look what happens if you do not repay the principal. In that case, you receive $50,000, which in-
creases your wealth, without ever having to pay it back. And because you do not have to pay it back, the 
nature of the transaction changes from that of loan (non-taxable) to that of an “accession to wealth” 
(which is taxable).  

In the case of credit card debt for example, the “accession to wealth” occurs in the form of all the 
things you purchased with the credit card. You may have used the card to purchase any number of goods 
and services that you used and consumed. When the debt is not paid back, the IRS treats that “accession 
to wealth” as taxable income.  

In the case of a home foreclosure or short sale, there is a “double-whammy” that makes matters 
worse. That is, the “accession to wealth” is often phantom. The reason is that all the “wealth” is tied up in 
the home itself, which now belongs to the bank. Also, the foreclosure or short sale always occurs at a time 
when the individual is the least “wealthy.” Otherwise, why would he lose his home to foreclosure?  
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Of course, the same can be said of debt forgiveness that arises in any of the four common scenarios 
outlined above. People do not negotiate with credit card companies when they can pay their credit card 
debt. And they certainly do not file bankruptcy when they have other options available to resolve their 
debts. In each of these areas, the citizen faces a profound hardship that is only made worse by the IRS 
demanding the payment of taxes on the canceled debt.  

 
Business Debt  
Before embarking on a new business, many entrepreneurs incorporate their businesses. The pervasive 
belief is that the corporate structure provides a jacket of insulation from potential creditors which might 
grow out of the venture. However true this may be of other creditors, it does not hold water with the IRS.  

The theme with businesses that have gone south is very much the same regardless of the nature of the 
operation. Bad economic conditions, poor management or a thief in their midst leads to seriously reduced 
cash flow. At that point, an elaborate juggling act begins, designed to float creditors as long as possible 
with the hope that sufficient funds materialize to stand the business back on its feet. 

Any business with employees is required to withhold federal income and Social Security taxes. The 
withheld funds are referred to as trust fund taxes. This is because the law establishes a trust relationship 
between the IRS and the employer. The employer withholds the money and is required to send it and an 
accurate report (Form 941) to the IRS. The funds are therefore held in trust by the employer on behalf of 
the employee and the IRS. The trust relationship is satisfied by paying the tax in full and on time. 

In addition, employers are required to make matching payments of Social Security and Unemploy-
ment taxes. These funds are referred to as non-trust taxes. They are non-trust because the funds do not 
originate with the employee. Rather, they come from company revenue. Non-trust taxes are reported both 
on Form 941 (matching Social Security taxes) and on Form 940 (unemployment contributions). 

At the heart of the juggling act is the IRS. When a business finds itself in trouble, it quickly falls be-
hind in the payment of employment taxes (trust fund and non-trust fund alike). This happens for two rea-
sons. The first is the practical reason. When cash flow is tight, businesses often operate on what is re-
ferred to as net payroll, because often they have no other choice. To illustrate net payroll, suppose you 
have one employee who grosses $1,000 per month. Suppose further that your trust tax withholding obli-
gation is about 25 percent, or $250 (to be withheld from the employee). Also, suppose your non-trust 
liability is another 15 percent, or $150 (to be paid directly by the employer).  

In order to meet the total burden of the $1,000 per month payroll, you must have $1,150 on hand. Be-
cause of sour cash flow, you do not. However, due to wage withholding considerations, you actually pay 
the employee just $750 ($1,000 gross pay minus $250 trust fund withholding). By paying the employee 
$750 and not paying the taxes, you operate on net payroll. This process reduces your immediate cash 
requirement by $400 ($250 + $150 in taxes not paid). When you extrapolate this over five, or ten, or fifty 
employees, you easily see how a company gets behind very quickly.  

The second reason employment tax debts occur is grounded in emotional factors. Company heads 
faced with serious financial constraints often fool themselves. They convince themselves that the slow-
down is only temporary. They sell themselves on the idea that business will turn around in two or three 
months and when it does, they will pay all the taxes at once. They point to this “big deal” or that “pending 
sale” as proof of their contentions.  

Too often, however, this “big deal” or that “pending sale” never materializes. The result is things go 
from bad to worse. Very few companies ever recover from excessive employment tax burdens. The pri-
mary reason is the IRS is unforgiving of the net payroll problem. It considers employers in that position to 
have “stolen” the money and used it to run their business at the expense of the U.S. Government. When 
these cases fall into the hands of ROs, the result is always aggressive enforced collection.  

After seizing company assets, the IRS turns its attention to corporate officers and business heads. Un-
der the law, the IRS has the power to hold corporate officers and certain other company officials person-
ally responsible for unpaid trust taxes. One can be held personally liable if he was responsible to with-
hold, truthfully account for, and pay trust taxes to the IRS but deliberately failed to do so at a time when 
he knew they were owed. IRC §6672. When the IRS decides to hold an individual accountable for unpaid 
trust taxes, it assesses him personally with an amount equal to the delinquent trust taxes. The assessment 
is known as the Trust Fund Recovery Penalty.  
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After the assessment, the IRS pursues personal income and assets to satisfy the tax. Thus, the corpo-
rate veil is never an absolute protection from trust taxes. However, amnesty is available to those facing 
these assessments. 

 
Tax Protesters  
Tax protesters are nothing new. They have been around as long as taxes themselves. Tax laws spawn tax 
protesters for three reasons. First, some believe the laws are illegal, unconstitutional, immoral, oppressive 
or unreasonable. Second, some do not agree with the way the money is spent. Third, some are simply 
greedy and do not wish to pay. The United States has its share of tax protesters motivated by all three 
reasons.  

The history of the modern tax protest movement dates to the mid-60s. It began with individuals who 
believed our tax laws violate the Constitution in a number of ways. Most notably, the theory was that by 
signing a Form 1040, you waive your Fifth Amendment right against self-incrimination. Since the Consti-
tution provides that no person may be compelled to give testimony against himself, protesters argued that 
no one can lawfully be required to sign a tax return.  

This theory and many variations were tested by the courts and IRS over a period of five-plus decades. 
Since the middle 1960s, the IRS developed and regularly revises its tax protester training manuals and 
instituted detailed policies and procedures for dealing with protesters. The IRS trains its field personnel in 
the various protester arguments and how to counter them. In addition, the IRS publishes on its website a 
list of what it considers “frivolous” tax arguments, the assertion of which can lead to the assessment of 
substantial penalties (see http://www.irs.gov/Tax-Professionals/The-Truth-About-Frivolous-Tax-Argu 
ments-Introduction). I discuss the “frivolous” penalty later in this section.  

The Internet is alive with people asserting these arguments in various incarnations. Often the advo-
cates publish how-to books instructing people on the ways to “eliminate” paying income taxes. Tax pro-
tester seminars have been very popular over the years. The seminars feature protest leaders discussing 
their most recent research and findings. A common thread is defiant opposition to the tax laws on legal, 
Constitutional, moral or religious grounds. Seminar promoters offer books and literature for sale purport-
ing to support their positions. The speakers at these seminars are particularly adept at selling their posi-
tion. They cleverly present select provisions of the tax code or carefully excised portions of court deci-
sions that purport to support their claims.  

Given the fact that audiences are made up entirely of tax neophytes (with the exception of the under-
cover IRS agents), many attendees are easily persuaded of the truth of the presentations and the idea that 
the IRS is stuck because the particular position is entirely legal. In fact, the IRS points out in numerous 
internal memoranda and lawsuits against promoters that ignorant citizens could likely be swayed by these 
presentations. I can testify that without a good working knowledge of the tax code, an ignorant person 
could be made to believe just about anything by selective presentation of code sections. To this day, 
countless people are duped in this manner into taking improper or illegal stances on their tax returns.  

Irwin Schiff was once a very vocal and high profile tax protester so sure of his theory that he offered 
a $100,000 reward to any person who could prove him wrong. He used the offer as an advertising ploy for 
his book. I debated Schiff publicly throughout the nation over a period of several years (before he went to 
jail for tax evasion, where he died in October 2015, at the age of eighty-seven). In response to the reward 
offer, I once wrote a lengthy letter to Schiff citing sections of the tax code along with supporting case law 
showing how his theory was not only invalid, but was expressly rejected by federal courts on several oc-
casions. At the conclusion of the letter, I claimed the $100,000 reward! Sadly, he never paid me. Ironical-
ly, Schiff went to jail—not once, not twice, but four times in connection with tax violations as a result of 
following his own advice.  

The specific claims of the various leaders are as varied as you can imagine. At one time or another, 
protesters have claimed that the tax laws are:  

 Unconstitutional because they create a condition of slavery, prohibited by the Thirteenth 
Amendment;  

 Do not apply to wage earners because the law taxes only income and wages are not income;  
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 Voluntary, and that is why the IRS regularly uses the phrase “voluntary compliance” in describ-
ing them. Because they are voluntary, one has the legal option to pay or not pay; and 

 Apply only to resident and non-resident aliens, not persons born in the United States.  
 
The link on the IRS’s website (mentioned above) provides a detailed list of just about all the various 

arguments that have been offered over the years under which a person can allegedly “untax” himself. 
Regardless of the nature of the claim, or the means by which it is put into effect, all of the protester 

arguments have one thing in common: they simply do not work—period. The courts at every level reject 
them repeatedly. 

The irony is the vast majority of citizens involved in the tax protester movement are honest citizens 
who believe they are doing the right thing. With precious few exceptions, no one would have taken such 
steps if they had any idea what the IRS’s true reaction would be. Most took the steps because they were 
convinced by apparently knowledgeable authorities that: 1) the stance is perfectly legal, fully supported 
by the law, and 2) there is nothing the IRS could or would do about it precisely because the position is 
legal.  

The fact is the IRS has a potpourri of weapons available to force compliance. Not the least potent of 
these is the ability to determine a tax liability for those who do not file a return. After doing so, the citizen 
bears the burden to disprove its accuracy. If he fails or refuses, the tax is assessed and enforced collection 
follows. The most potent weapon is that of criminal prosecution for either failure to file a tax return or tax 
evasion. IRC §§7203 and 7201. Failure to file is a misdemeanor and evasion is a felony. I discuss this 
further in Chapter 3. 

The IRS has reached the outer limits of its tolerance with these arguments. And while most tax pro-
testers will not likely be prosecuted (see Chapter 3), they will be pounded with penalties. In the Pension 
Protection Act of 2006, Congress broadened considerably the scope of the penalty the IRS imposes in 
cases when these arguments are submitted. Under code section 6702, the IRS can penalize a person for 
filing a “frivolous return.” This is a return that: 1) “does not contain information on which the substantial 
correctness of the self-assessment may be judged” (such a return that pleads the Fifth Amendment), or 2) 
“contains information that on its face indicates that the self-assessment is substantially incorrect” (such as 
a return that claims wages are not income).  

Moreover, the penalty now extends well beyond the scope of just tax returns. The penalty now applies 
to “submissions,” which include all of the following:  

1. A request for a Collection Due Process hearing as to either a Final Notice of Intent to Levy (Letter 
1058 or LT11) or a Notice of Filing Federal Tax Lien (Letter 3172). I discuss this procedure at 
length in Chapter 4; 

2. An application for an Installment Agreement, also discussed in Chapter 5; 
3.  An Offer in Compromise, discussed in Chapter 12, and 
4. An Application for a Taxpayer Assistance Order, discussed in Chapter 7. 
 
As it is now, not only do you face potential debilitating tax assessments when you follow the tax pro-

tester theology, but you face a penalty of up to $5,000 for filing returns or other submissions that present 
these arguments. I discuss this penalty in further detail in Chapter 9.  

Nothing convinces a tax protest follower of the error of his ways faster than the one-two-three punch 
flurry of tax frivolous penalty assessments, liens and levies. By the time the matter progresses to that 
point, most protest followers are absolutely disillusioned with their leaders and bitter about being misled. 
Further, they are desperate to solve the problem and put a major mistake behind them. They are anxious 
to settle with the IRS and they are sure they will never do anything like that again.  

The difficulty is that the IRS can be extremely vindictive, especially with tax protesters. It seems IRS 
leaders are as guilty as tax protester leaders about misleading their followers. IRS leaders have their fol-
lowers convinced that all tax protesters are dirty cheaters who must be taught a lesson once and for all and 
in the process, get that pound of flesh. With its foot on the neck of the downed protester, the IRS’s desire 
is to press harder rather than let him up. 
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This unreasonable behavior prevents many protesters from squaring with the IRS. Observing this be-
havior manifested with their friends who do step forward, those remaining simply dig themselves deeper 
underground, determined that anything is better than what the IRS has in store for them. The IRS’s behav-
ior serves only to galvanize the protesters’ feelings that the agency is universally unjust and there is no 
hope of reconciling. Most of these people, people who were misled to begin with, feel lost and trapped. 
Some feel they can never live a normal life again. We shall see. 

To help people stay away from these arguments, I produced and published a research report entitled, 
“The Untax Promise.” This report addresses all of the key “untax” arguments. I outline the nature of the 
various claims made and provide the solid legal reasoning why these arguments are not valid and fail in 
court when presented. The report is available free of charge on my website. Unfortunately, too many peo-
ple read this report after they were already scammed by one or more tax protester promoters.  

 
Conclusion 
Against this backdrop of factual and financial circumstances, I will prove my claim that there truly is no 
such thing as a hopeless tax case. I have proven—and the countless letters in my files verify—that there 
is a way out of the wilderness. 
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Review Questions 
1. What is the most common reason citizens and businesses fail to file required tax returns? 

 A. Recordkeeping problems 
 B. Financial problems 
 C. Non-filing is encouraged by IRS lack of action 
 D. Medical issues 

 
2. Which of the following is the stated purpose of a tax audit? 

 A. To originally assess taxes due 
 B. Collection enforcement 
 C. To determine the correctness of a tax return 
 D. To establish additional tax and penalty assessments 
 

3. According to the IRS, what percentage of all returns are incorrect at some level? 
 A. 88% 
 B. 50% 
 C. 60% to 90% 
 D. 75% 
 

4. Why are lower tax rates available to married citizens that file joint returns? 
 A. Married couples usually have children and face a greater financial burden 
 B. To relieve the IRS’s burden by reducing the number of tax returns filed 
 C. To protect spouses that earn little or none of the couple’s joint income 
 D. Both parties are jointly responsible for their tax debt 
 

5. Of the following, which is referred to as a “trust fund” tax? 
 A. Withheld federal income tax 
 B. Matching payment of unemployment tax 
 C. Recovery Penalty 
 D. Company-paid Social Security tax 
 

6. What is the argument that led to the beginning of the modern tax protest movement? 
 A. Individuals disagree with the way the money is spent 
 B. Taxpayers are tax neophytes 
 C. Tax laws violate the Constitution 
 D. People are greedy and don’t want to pay taxes 
 

7. What is one thing that all of the tax protester arguments have in common? 
 A. The vast majority of citizens involved in the tax protester movement are dishonest individuals 
 B. Tax protesters are a new phenomenon 
 C. They do not work 
 D. Most protesters know how the IRS will react to their actions 

 
 
 
 
 
 
 



Chapter 2 – How Do I Owe Thee? Let Me Count the Ways! 

21 

Review Answers 
1. A. Incorrect. Recordkeeping problems are not the most common reason citizens and businesses fail 

to file required tax returns; although, recordkeeping is one of a variety of reasons for failures to 
file. 

 B. Correct. The most common reason that millions of citizens and businesses fail to file required tax 
returns is due to financial reasons. 

 C. Incorrect. The failure to file tax returns is not because non-filing is encouraged by IRS lack of 
action. It is common that non-filers do not hear anything from the IRS for a long period of time, 
sometimes not until a return is filed. 

 D. Incorrect. Medical issues are not the most common reason citizens and businesses fail to file re-
quired tax returns; although, medical crises are one of a variety of reasons for failures to file. 

 
2. A. Incorrect. The stated purpose of a tax audit is not to originally assess taxes due. When a citizen or 

business files a return, the tax becomes assessed. 
 B. Incorrect. Collection enforcement is not the stated purpose of a tax audit. If the tax is not paid 

within thirty days of the IRS issuing a Final Notice, the agency may enforce collection. 
 C. Correct. The stated purpose of a tax audit is nothing more or less than the determination of the 

correctness of a tax return. 
 D. Incorrect. Establishing additional tax and penalty assessments is not the stated purpose of a tax 

audit. In reality, IRS audits lead to billions of dollars in additional tax and penalty assessments 
each year. 

 
3. A. Correct. According to the IRS, about 88% of all returns are incorrect at some level. 
 B. Incorrect. The percentage of all filed returns that contain errors at some level is not 50%. About 

half of criminal investigations involve legal-source income cases. 
 C. Incorrect. The IRS estimate of filed returns that are incorrect is not 60% to 90%. The IRS’s own 

statistics reflect that IRS audit results are wrong 60% to 90% of the time. 
 D. Incorrect. The IRS estimate of returns that are filed incorrectly at some level is not 75%. Of the 

total criminal investigations undertaken annually, about 75% of those run their full course and re-
sult in prosecution. 

 
4. A. Incorrect. Having children and a greater financial burden are not the reasons why lower tax rates 

are available to married couples filing joint returns. Many people believe the government gives 
married citizens a tax break because they usually have children and a greater financial burden. 

 B. Incorrect. Lower tax rates for married citizens filing joint returns are not due to relieving the 
IRS’s enforcement burden by requiring fewer returns to be filed. Some married individuals still 
file separate returns although their overall tax rate is higher. 

 C. Incorrect. Lower tax rates are not offered to married individuals filing joint returns to protect 
spouses that earn little or none of the joint income. A married spouse with no income is still treat-
ed as earning part of the joint income. 

 D. Correct. The cheaper rates for married citizens filing jointly are designed solely to induce the 
filing of joint returns since both parties are jointly responsible for the tax debt regardless of who 
actually earns the income. 

 
5. A. Correct. Federal income taxes withheld from employees’ wages and salaries are referred to as 

“trust fund” taxes. 
 B. Incorrect. A company’s matching payment of unemployment tax is not referred to as a “trust 

fund” tax. Employers are required to make matching payments of unemployment taxes, and these 
are referred to as “non-trust” taxes. 

 C. Incorrect. A Recovery Penalty is not referred to as a “trust fund” tax. An individual held account-
able for unpaid trust taxes can be assessed personally for a Trust Fund Recovery Penalty. 



Chapter 2 – How Do I Owe Thee? Let Me Count the Ways! 

22 

 D. Incorrect. Company-paid Social Security taxes are not referred to as “trust fund” taxes. Employ-
ers are required to make matching payments of Social Security taxes, and these payments are re-
ferred to as “non-trust” taxes. 

 
6. A. Incorrect. Individuals’ disagreement with the way the money is spent by the government was not 

the reason for the beginning of the modern tax protest movement. However, some protesters don’t 
agree with the way the money is spent. 

 B. Incorrect. The reason for the beginning of the modern tax protester movement is not due to tax-
payers being tax neophytes. Many tax seminar attendees are tax neophytes. 

 C. Correct. The modern tax protest movement began with individuals who believed our tax laws 
violate the Constitution. 

 D. Incorrect. The modern tax protester movement did not begin with people who are greedy and 
don’t want to pay. Many tax protesters are motivated by being simply greedy and do not wish to 
pay taxes. 

 
7. A. Incorrect. One thing that all tax protest arguments have in common is not that the vast majority of 

citizens involved are dishonest individuals. The irony is that the vast majority of citizens involved 
in the tax protester movement are honest citizens that believe they are doing the right thing. 

 B. Incorrect. One thing that all tax protester arguments have in common is not that tax protesters are 
a new phenomenon. Tax protesters have been around as long as taxes themselves. 

 C. Correct. The one thing that all tax protester movements have in common is that they don’t work. 
 D. Incorrect. Knowing how the IRS will react to the protesters’ actions is not the one thing that all 

tax protester arguments have in common. Many protesters would not have taken the position they 
took if they had known how harshly the IRS would react. 

 
 
 
 
 
 
 
 
 



 

 

 
Chapter 3 

Am I Going to Jail? 
 
Learning Objectives 

 Select what TIGTA has referred to as an epidemic facing taxpayers 
 Pinpoint the Internal Revenue Code section that refers to offenses involving the failure to pay tax 

at the time required 
 Recognize the most critical of all evidence needed to sustain a tax conviction based on proof be-

yond a reasonable doubt 
 Select the single most important aspect of a criminal case from a taxpayer’s standpoint 

 
Introduction 
In Chapter 2, I wrote about Deb, who was as distraught as any person I have ever met. She and her hus-
band did not file tax returns for a number of years. A revenue officer (RO) paid an unannounced visit to 
Deb at home and caught her at a most inopportune time. Deb had just stepped out of the shower and was 
unclothed. After leaving the bathroom, she found the RO standing in her kitchen. Without invitation, the 
RO saw fit to just walk in the door. The only thing that prevented total humiliation for Deb was the fact 
that the RO happened to be a woman. The officer quickly left after giving strict instructions for Deb to 
call her.  

Deb called and a meeting was arranged. Deb was instructed to bring in all her books and records for 
eight years. She was told that because tax returns were not filed, the IRS would “help” prepare them. She 
was warned to attend the meeting and be prepared to cooperate. The meeting took place a very short time 
after the phone conversation.  

At the meeting the RO was all business. She demanded all the records and wanted them “now.” Deb 
explained that she did not have time to gather and organize the records. In the few days that passed since 
the phone conversation, Deb worked hard on “locating, sorting, separating, compiling and posting” the 
documents covering eight years. There just simply was not enough time to have them fully prepared for 
the meeting. Deb asked for more time and assured the RO that she recognized her duty to “cooperate ful-
ly.” 

At that, the RO put the fear of God into Deb. The RO explained that because Deb “refused to com-
ply,” she could expect “the U.S. Marshall to arrest me at any time. No ifs, ands, or buts.” Deb asked three 
different ways whether this was the only solution, and why no additional time could be given. Deb was 
“repeatedly told to expect—without warning—to be picked up by a Marshall” and jailed. 

But the RO was wrong. The real tragedy in Deb’s story is that not only did an RO threaten a citizen 
who was honestly attempting to resolve a problem, but she did so by lying through her teeth! Under the 
circumstances of Deb’s case, which is very illustrative of the typical non-filer or delinquent citizen, there 
was in fact virtually no chance of going to jail. Even if there was any risk of jail, the RO had nothing 
whatsoever to say about it. She was simply using her power and position unjustly to further terrify an 
already extremely fearful citizen. 

Despite all I said in Chapter 2 about what goes on in the mind of a non-filer, you may still have 
doubts as to why a person would not simply step forward and say, “Hey, I haven’t filed. I need to get that 
fixed.” Stories of what happens to people like Deb get around and they get around fast. And the IRS 
wants it that way. It wants people terrified so that the public will dance to all its tunes. However, the ter-
ror campaign has a significant negative impact. A growing number of citizens simply run further into the 
woods, more determined to stay out of sight. Hence, the most non-compliant taxpayers—non-filers and 
delinquent taxpayers—are taught that stepping forward is the last thing any sensible person should do. 

For this reason, I address clearly what does and does not constitute a true criminal risk.  
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What are the Real Chances of Going to Jail? 
IRS statistics indicate that between 5,000 and 6,000 cases are referred for a criminal investigation annual-
ly. Let me put that into perspective. In 2015, about 146 million individual income tax returns were filed 
with the IRS. That does not include business tax returns, which add at least another 100 million to the 
pool of tax returns. For simplicity sake, I’ll use only individual tax returns as the universe of potential 
criminal targets (146 million returns). Dividing that number by the number of criminal investigation refer-
rals (no more than 6,000 annually—and usually less), we find that a given person has at best a .004 per-
cent chance of being targeted for criminal prosecution by the IRS. 

Let’s break this down a little further, since we all agree that the percent chance of contracting, say, the 
Black Plague, while admittedly just as slight, is meaningless if you are among the precious few persons 
who make up the .004-percent pool.  

Very generally speaking, there are three broad categories of tax crimes the IRS investigates. They are: 
1) legal-source tax crimes, 2) illegal-source tax crimes, and 3) narcotics-related financial crimes. Under 
the Legal Source Tax Crimes Program, IRS’s Criminal Investigation (CI) function identifies, investigates 
and assists in the prosecution of crimes involving legal industries, legal occupations and, more specifical-
ly, legally earned income. These crimes are what we might call “typical” tax crimes. They involve the 
failure to file tax returns, filing false tax returns or other documents, tax evasion and the like.  

Under the Illegal Source Financial Crimes Program, CI identifies, investigates and assists in the pros-
ecution of crimes involving income derived from illegal sources (other than narcotics, discussed next). 
Illegal-source income is any income earned through any illegal business activity; for example, illegal gun 
sales, gambling, extortion or prostitution. Such crimes encompass all tax crimes as well as money laun-
dering and currency violations.  

Under the Narcotics-Related Financial Crimes Program, CI identifies, investigates and assists in the 
prosecution of the most significant narcotics-related tax and money laundering offenders.  

Historically, of the total criminal investigations begun in a given year, about 50 percent involve nar-
cotics and illegal-source income cases such as organized crime and public corruption. Only about half of 
the criminal investigations involve legal-source income cases, what you might consider typical tax 
crimes. These numbers have held more or less consistently since the first edition of this book was released 
in 1992. So, if you do not derive your income from some illegal source, such as being a drug dealer, crime 
boss, or corrupt politician, right out of the chute you see that your chance of being implicated in a tax 
crime is cut in half.  

A phenomenon that has presented itself to the IRS in recent years—which was virtually non-existent 
just fifteen years ago—is the crime of identity theft. ID theft was first identified as a problem for the 
agency in 2004 but has since grown into a beast. The number of ID theft cases handled by the IRS is 
growing at an alarming rate. For example, the number of cases reported to the IRS’s Identity Protection 
Specialized Unit increased by 78 percent in just one year, from 2011 to 2012. And the Taxpayer Advocate 
Service (TAS) saw an increase in its ID theft cases of 60 percent during that same year. However, since 
2008, the number of ID cases reported to TAS has increased by more than 650 percent. National Taxpay-
er Advocate (NTA), 2012 Annual Report to Congress, p. 43.  

The Treasury Inspector General for Tax Administration (TIGTA) calls ID theft an “epidemic” facing 
taxpayers. In 2013, the head of TIGTA testified during a Senate Committee hearing that ID theft scams 
“have become so prevalent that they are being called the ‘crime of the 21st century’.” Testimony of J. 
Russell George, TIGTA, April 10, 2013. 

Because this is such a huge problem, and because the IRS has made controlling ID theft such a priori-
ty, ID theft cases are among the most aggressively prosecuted criminal cases today. According to the 
IRS’s criminal investigation and prosecution data for 2013, about 29 percent of the 4,364 cases recom-
mended for prosecution that year involved identity theft. See IRS Criminal Investigation, Fiscal Year 
2013, National Operations Annual Report, February 2014. As such, if you stay away from ID theft 
schemes, your chances of being targeted by the IRS for prosecution drop considerably. 

Let me bring all of this into sharp relief. Keep in mind that in 2015, about 146 million individual in-
come tax returns were filed. When that figure is compared to the approximately 6,000 criminal investiga-
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tions undertaken annually, you quickly realize that you have a greater chance of being eaten by a shark 
than you do of being implicated in a criminal tax investigation.  

And we can hone the numbers down ever further. Because while about 6,000 investigations are un-
dertaken annually, only about 75 percent of those run their full course and actually result in a full scale, 
liberty-threatening criminal prosecution. And fully 50 percent of those involve illegal source income, 
such as narcotics crimes and ID theft. 

When considered in this light, I would have to say the answer is, no, you are not going to jail! 
 

The Signposts of a Criminal Investigation 
There is no need to lay awake at night wondering whether you will go to jail if you step forward or 
whether you will go to jail if you do not step forward. There is no need to panic if told by an IRS employ-
ee, as Deb was, that you are in fact going to jail. You can often answer for yourself, quickly and accurate-
ly, whether there is any realistic chance that your case has or may take the shape of a criminal prosecu-
tion. Reading the clear signposts along the route of compliance enforcement tells the tale. 

The first and most important fact to remember is that the IRS is a decentralized agency. It divides the 
duties of the agency into distinct functions, each with a clear and unique responsibility. The three main 
functions that citizens may encounter are:   

 The Examination function. Its task is to audit tax returns and determine tax, interest and penalty 
liabilities. Employees in this function are known as revenue agents or tax auditors;  

 The Collection function. Its task is to collect tax assessments, conduct employment tax examina-
tions and secure tax returns from non-filers. Employees in this function are known as revenue of-
ficers;  

 The Criminal Investigation function. Its task is to conduct investigations of possible violations of 
the criminal tax and related federal laws and to assist the Department of Justice in the prosecution 
of citizens ultimately charged with crimes. Employees in this function are known as special 
agents (SA). Special agents are highly trained to investigate whether a tax or other financial of-
fense has occurred and to gather the evidence needed to prove the crime in court.  

 
Whenever there is a sufficiently strong indication of possible criminal activity, the case is referred to 

CI for investigation as soon as possible. The Internal Revenue Manual (IRM) requires that the referral be 
made at the earliest opportunity upon the discovery of evidence that the failure to file “is willful or there 
is any indication of fraud.” IRM 5.1.11.6(1). Under this provision, an RO such as the woman who inter-
viewed Deb is instructed to not even attempt to secure delinquent returns in cases of potential fraud, but 
rather to make a fraud referral.  

Both the Examination and Collection functions have embedded employees known as Fraud Technical 
Advisors. An FTA is not an investigator, but merely an evaluator. If, say, a revenue officer suspects fraud, 
she will first discuss the case with her manager and then with the FTA. The FTA, who is better trained in 
the criminal elements of tax law, makes the determination whether the case should be referred for further 
analysis and possible investigation by CI. As such, individual agents, whether tax auditors or tax collec-
tors, never make the final decision to start a criminal investigation, as was threatened by Deb’s RO. And 
in no situation does a criminal investigation begin with the U.S. Marshall making an arrest.  

If the FTA decides the case should be referred for investigation, the matter then goes to CI for further 
evaluation. The evaluation is performed on the evidence already in the IRS’s possession. If the evidence 
shows “firm indications of fraud,” “freeze codes” are placed on the citizen’s tax account. A special agent 
is then assigned to the case and the SA becomes responsible for handling the case going forward. 

At the point where the case is frozen, a special agent has sole control of the case and begins a full 
scale investigation. Thereafter, the IRS makes no effort to assess or collect taxes, nor does it attempt to 
secure unfiled returns without the knowledge and consent of the special agent. (I explain why later in this 
chapter.) However, it is entirely possible that a tax auditor or RO will continue to make contact with the 
taxpayer and may not disclose the fact of the criminal investigation. This happens in what is known as a 
parallel investigation, where the criminal and civil aspects of the case are worked conterminously.  
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For example, suppose a person owes taxes for the years 2005-2007, and has not filed his returns for 
subsequent years. The revenue officer’s FTA decides to make referral for criminal investigation as to the 
non-filing years. After a review of the case, the special agent instructs the RO to continue working the 
collection aspects of the earlier years, while the special agent conducts the investigation on the later 
years. In all events, the special agent controls the direction of the entire case.  

The freeze codes are indicated in the citizen’s Individual Master File (IMF) “account transcript.” The 
IMF account transcript is a blueprint of all audit, collection and enforcement activity that occurs in a case. 
The IMF is available by making a request under the Freedom of Information Act (FOIA) to the IRS’s 
Disclosure Office using IRS Form 4506-T, Request for Transcript. A criminal freeze is indicted in the 
Master File with the transaction code 914. This code indicates that a criminal investigation is in progress. 
In Chapter 3 of my book, Taxpayers’ Ultimate Defense Manual, I provide the details of submitting a re-
quest under the FOIA and show you how to read an IMF printout and interpret the entries.  

The procedure outlined above requires us to take a brief notice of another fraud-related phenomenon 
that began sweeping the country in about 2012—the crime of IRS impersonation. It works this way. An 
individual phones a taxpayer and announces that he is from the Treasury Department or the IRS. He states 
that the target owes taxes and if the amount of X dollars is not paid immediately—over the phone with a 
credit card—the target will be arrested. Thousands of citizens have been scammed by this fraud. Those 
who are not outright scammed are often terrorized, believing (as the caller suggests) that law enforcement 
officers will be sent out immediately and the target will be jailed that very day or soon thereafter. All of 
this is pure nonsense.  

The Treasury Inspector General for Tax Administration reported in 2015 that it gets 12,000 calls per 
week to its fraud hotline from people reporting this scam. TIGTA calls this the “largest, most pervasive 
IRS impersonation scam in the history of the agency.” For a more detailed analysis of the actual phone 
calls that people receive, see my book, How to Win Your Tax Audit, Chapter 19, under the heading, 
“Avoid Phone and E-mail Scams.”  

The second signpost of a criminal case occurs when the SA begins the actual investigation. The SA’s 
first step in an active investigation is to contact the citizen face-to-face to ask pointed questions. An SA 
will never make a phone call to the target in the first instance and will never threaten to send out a Mar-
shall or sheriff to arrest you if X dollars are not paid with a credit card immediately.  

When a special agent makes contact with a citizen, he reads to the citizen the “Miranda” warning. The 
Miranda warning explains that the special agent’s purpose is to conduct a criminal investigation and that 
any statements or documents provided could be used against you in court. And that’s exactly what he 
means. You will also be advised that you have the right to have counsel present during questioning. You 
should take that advice. If you are ever read your rights by an IRS agent, never say one word without first 
consulting experienced counsel. 

The third signpost occurs either apart from or in connection with the direct contact by a special agent. 
Because the IRS bears the burden of proof in criminal cases, the agency must gather evidence sufficient to 
persuade a jury of your guilt. It gathers this evidence by issuing summonses to third parties, such as your 
banks, employer, credit union, mortgage lender, etc. IRS Form 2039, Summons, requires the named party 
to release to the special agent the requested records. Summonses are also used to obtain testimony from 
third parties. 

It is true that when a criminal investigation begins, special agents are often assisted by revenue 
agents. The latter handle the tax liability aspects of the investigation, or as indicated above, may work 
other aspects of a case. It is not true, however, that revenue agents or revenue officers act independently 
of special agents. In a criminal investigation, the special agent is in charge of and directs the case. It is 
also true that prior to a formal referral to CI for a full-blown investigation (and thus, no SA is yet as-
signed), the FTA may instruct an auditor or RO to see if they can get “more information” from the tax-
payer that might indicate “willfulness” (defined later in this chapter) or fraud. This is where potential 
criminal cases may get very tricky because these agents, of course, will not tell you they have been in-
structed to see if they can get you to incriminate yourself. That is another reason it is so important to get 
counsel sooner rather than later if you suspect there are any criminal implications to your case.  
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Therefore, the fourth and a very important signpost of a criminal investigation is the absence of an in-
dependent revenue agent (civil tax auditor or examiner) or revenue officer (civil collection officer). If an 
auditor is present but is acting in conjunction with the special agent, that is a direct indication of a crimi-
nal case. 

You may be asking why civil tax examiners or collectors fade from view when the case assumes 
criminal implications. The answer is found in a long history of litigation involving criminal investigations 
and the propriety of the conduct of IRS personnel. The rules established through litigation dictate that 
when the IRS obtains evidence from a citizen through deceit, trickery or fraud, that evidence may not be 
used in a prosecution. See United States v. Tweel, 550 F.2d 297 (5th Cir. 1977). Trickery and deceit exist 
when revenue agents or special agents seek and obtain evidence directly from a citizen without explaining 
the fact that a criminal investigation is under way. If an investigation is truly criminal in nature, the spe-
cial agent must explain this before obtaining evidence. Evidence obtained by misleading the citizen is 
considered to have been obtained in violation of law.  

On the other hand, civil investigators do not have to independently inform a taxpayer (such as by is-
suing a Miranda warning) that they are concerned about or might even suspect fraud. For example, a dis-
cussion by an RO with his FTA does not constitute a referral for investigation such as would enlist the aid 
of a special agent. Therefore, information gathered by a civil investigator while working with his FTA 
prior to a referral to CI is not considered improperly obtained evidence. See United States v. Grunewald, 
987 F.2d 531 (8th Cir. 1993).  

The next phase of a criminal investigation is a recommendation for prosecution by the special agent. 
When the investigation is complete, the special agent makes a recommendation for prosecution if he be-
lieves that the evidence establishes that a crime was committed. The recommendation is made to the Of-
fice of Area Counsel. These are the IRS’s in-house attorneys. Their function in this regard is to review the 
evidence, and consider possible legal defenses and other potential problems with the case. They determine 
whether a criminal case should be pursued further. 

Assuming Area Counsel agrees with the recommendation, the case is sent to Washington. The act of 
transmitting the case to Washington constitutes the formal recommendation for criminal prosecution. 
Justice Department attorneys in Washington then make the final determination whether and to what extent 
any criminal charges are filed.  

These facts plainly evidence that the claims made to Deb by the revenue officer were false and terri-
bly misleading. The revenue officer acted as though she had the authority to commence a criminal case on 
her own. As you now know, not only does she not have the authority to instigate a criminal prosecution, 
she does not even have the authority to instigate a criminal investigation. The RO certainly could have 
raised the issue with her FTA, but the decision to go further rested with the FTA, not with the RO.  

If you are threatened with criminal action by a revenue agent or RO and are unsure of the true posture 
of your case, you should ask pointedly whether: 1) you are, in fact, under a criminal investigation, 2) 
whether the case has been discussed with the agent’s FTA, and 3) whether the IRS intends to make a re-
ferral to CI. While agents have been known to lie, there are consequences for such actions. I already ex-
plained that evidence obtained using trickery, deception or fraud may be subject to suppression later. If 
the agent answers affirmatively to any of the above questions, or the agent refuses to answer one way or 
the other, you must immediately (but politely) end the interview and consult experienced counsel.  
 
Tax Crimes and the Statute of Limitations 
There is one very sure way to know whether any substantial risk of criminal prosecution exists for non-
filing or non-payment of taxes. That is to determine whether the statute of limitations governing the abil-
ity to charge and prosecute a crime has expired.  

The Internal Revenue Code contains approximately seventeen provisions defining and setting penal-
ties for criminal conduct. Among these are the more famous crimes of tax evasion, failure to file tax re-
turns and submitting false documents. Among the less famous are the crimes of failure to collect taxes 
and making fraudulent statements.  
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Code section 6531 establishes the limitation period within which a person may be charged with any 
of these criminal offenses. The statute reads in part, 

No person shall be prosecuted, tried or punished for any of the various offenses arising under the in-
ternal revenue laws unless the indictment is found or the information instituted within three years next 
after the commission of the offense. 

This creates the general three-year period of limitation for prosecuting a criminal offense. The three-
year rule applies to approximately half of the criminal provisions of the tax code, as there are eight excep-
tions to the rule built into code section 6531. In any one of those eight circumstances, a citizen may be 
charged with a crime within six years after the commission of the offense. These are the exceptions:  

1. Fraud. Offenses involving fraud or an attempt to defraud the United States in any manner under 
18 U.S.C. (U.S. Criminal Code) §1001;  

2. Evasion. Offenses involving an attempt in any manner to evade or defeat any tax or payment of 
any tax under code §7201; 

3. Aiding and assisting. Offenses related to aiding and assisting in, or counseling, or advising in the 
preparation or presentation to the IRS of a false or fraudulent return, statement or other document 
under code §7206(2);  

4. Failure to file or pay. Offenses involving the failure to file returns or failure to pay a tax at the 
time required by law under code §7203;  

5. False return. Offenses involving the preparation and presentation to the IRS of a false or fraudu-
lent return, statement or other document under sections §§7206(1) and 7207;  

6. Intimidation. Offenses relating to making threats against or intimidating IRS agents while in the 
act of performing their duties, code §7212(a);  

7. Unlawful acts of agents. Any unlawful act committed by an IRS agent, officer or employee in 
connection with the performance of his duties, such as extortion, accepting bribes, etc., under 
code §7214; and  

8. Conspiracy. Offenses involving a conspiracy, the object of which is to attempt in any manner to 
evade or defeat the payment of any tax or to defraud the United States by impeding and impairing 
the lawful functions of the IRS under 18 U.S.C. §371.  

 
Jail threats may quickly lose their sting when measured against the yard stick of the statute of limita-

tions. I believe it is important to know and use this information when dealing with oppressive agents. Just 
by informing them that you understand the statute of limitations, you make great strides toward eliminat-
ing potential abuse, and that leaves you to deal with the case on its merits. 

This is not to say that all non-filers have nothing to fear when it comes to criminal prosecution. In 
fact, when former Commissioner Peterson testified to the House Government Operations Committee in 
June 1992, she specifically addressed the non-filer issue. She recognized that most non-filers are not 
criminals. As we explore in Chapter 8, she instituted a non-filer program designed to bring them in from 
the cold, which has helped countless thousands of citizens get square with the IRS over the past twenty-
plus years.  

At the same time, however, she made it clear that the IRS will use a stick in addition to the carrot to 
bring non-filers into compliance. In her testimony she stated, “But for those taxpayers who do not accept 
our encouragement, we will use a more direct approach.” That approach is to use “criminal sanctions in 
appropriate cases.” Since that time, the IRS has dedicated substantial time and energy to investigating and 
prosecuting non-filers. The pursuit of those who object or refuse to file returns or pay taxes is and will 
remain a high priority with the IRS.  
 
What Determines Who Will and Will not be Prosecuted?  
Why is it that not everyone who fails to file a tax return or fails to pay taxes is prosecuted? One answer is 
the IRS certainly does not have the budget or manpower to chase every possible case. But that is not the 
only answer. It is not even the most significant reason most tax violations are never prosecuted.  
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The most significant reason the vast majority of delinquent citizens are not prosecuted is because le-
gally, criminal tax cases are remarkably different than civil cases. In civil tax examination and collection 
cases, the citizen bears the burden of proof on virtually all matters. The IRS rarely has to prove you made 
a mistake or owe taxes. Rather, you must prove that you did not make a mistake or do not owe taxes.  

This is not so with criminal cases. In every criminal prosecution, including tax prosecutions, the ac-
cused enters the case with the protection of the three most important legal concepts ever devised. Every 
citizen should know and understand these concepts because they form the very heart of our legal system. 
Let me examine them. 

1. The Presumption of Innocence. In any criminal case, the accused enters the prosecution cloaked 
with the presumption of innocence. This means simply that the defense never has to prove any-
thing because the defendant begins the trial as an innocent man, and that presumption remains 
throughout the trial. This constitutional safeguard guarantees that innocent citizens are not pun-
ished merely because they are unable to prove a negative.  

2. The Burden of Proof. In all criminal prosecutions, including tax cases, the government bears the 
sole burden of proof. The burden of proof refers to the government’s affirmative duty to bring 
forth legally acceptable evidence to prove that the accused is guilty as charged. The accused has 
no burden of proof in a criminal tax case with regard to the essential elements of the crime. The 
government alone must prove those elements. 

3. Reasonable Doubt. The burden of proof that must be met in a criminal case is proof beyond a 
reasonable doubt. Reasonable doubt is the kind of doubt that would cause a person to hesitate in 
making the most important decisions of his personal life. When such doubt is established, the de-
fendant must be considered not guilty. This is an extremely strict burden. It rises above the bur-
den often used in general civil cases and surpasses the burden applied even in civil tax fraud cas-
es.  

  
It is not a simple matter to flippantly accuse a person of tax fraud, tax evasion or criminal failure to 

file a tax return. The stringent criminal law environment does not permit the kind of willy-nilly decisions 
often made by tax auditors. Consequently, before making the decision to prosecute a citizen for a tax 
crime, the IRS conducts a thorough investigation. Thereafter, referrals and reviews take place at the high-
est levels of both the IRS and Justice Department. The IRS must be sure that before anyone is prosecuted, 
the government has sufficient evidence to sustain a conviction.  
 
The Element of Willfulness 
The most critical of all evidence needed to sustain a tax conviction is proof beyond a reasonable doubt of 
the element of “willfulness.” In reviewing the language of the criminal statutes cited above, you find that 
the term willfulness appears in each one of them. For example, in the statute addressing failure to file a 
tax return, the law provides that anyone required to “make a return...who willfully fails to...file such re-
turn...shall be guilty of a misdemeanor...” IRC §7203. Thus, in a failure to file case, the government bears 
the burden of proving beyond a reasonable doubt not only that a citizen was required to file a return and 
did not, but that his failure to do so was “willful.” 

The term willfulness is defined as a voluntary, intentional violation of a known legal duty. The re-
quirement to prove willfulness is designed to prevent the conviction of a person who makes an honest 
mistake, or who, due to negligence or some other non-criminal reason, does not do what the law requires. 
In order to be convicted of a tax offense, one must know what the law requires and he must deliberately 
and intentionally set out to break the law.  

We have all heard the axiom that “ignorance of the law is no excuse.” That principle applies only to 
offenses that are characterized as malum in se in nature. Malum in se is a Latin phrase meaning “a wrong 
in itself; an act involving illegality from the very nature of the transaction, based upon principles of natu-
ral, moral and public law.” See Black’s Law Dictionary, second edition. Examples of such an offense are 
murder, rape and theft. 

Tax laws do not fall into this category. Rather, they are classified as malum prohibitum offenses. That 
Latin phrase means “an act prohibited; a thing which is wrong only because prohibited; an act which not 
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inherently immoral, but becomes so because its commission is expressly forbidden by law.” See Black’s 
Law Dictionary, second edition. The concept of malum prohibitum is very different than malum in se. 

Tax laws are classified as malum prohibitum because it is not inherently immoral to fail to file a tax 
return or pay taxes, as it is, say, to rob or murder someone. Because of the character of a tax crime, the 
government must prove the accused had the specific intent to break the law. Such intent is a state of mind 
referred to as mens rea. That term is defined as a guilty or wrongful purpose. Without proof of a guilty or 
wrongful purpose, a criminal conviction cannot stand. 

The Supreme Court described it this way: “Even a dog distinguishes between being stumbled over 
and being kicked.” Morissette v. United States, 342 U.S. 246 (1952). Many a person may stumble over 
one or more of the nearly four million words in the tax code. Many a person may stumble over the two- to 
three-thousand tax forms and the tens of thousands of pages of instructions. Many a person may stumble 
over the court opinions and IRS rulings so voluminous as to fill a gymnasium. Very few people, however, 
make up their mind in advance to break the law by lying, cheating or deceiving the IRS. 

The legal principles outlined above dictate that no person should ever be convicted of violating the 
tax laws where his actions were merely negligent, mistaken, inadvertent or grew out of a good faith mis-
understanding of the requirements of the law. The criminal statutes apply only to the willful or intentional 
violator, not to the mistaken, misled or negligent person. And they certainly do not apply to a person who, 
through no fault of his own, was forced to make the difficult choice between paying his taxes and feeding 
his family.  
 
How to Prevent a Criminal Case 
Please understand that in addition to the legal considerations examined above, the IRS’s attorneys careful-
ly consider all the facts and circumstances of each case before undertaking a criminal prosecution. In 
weighing these factors, attorneys speak in terms of “jury appeal.” By that, they are referring to the way in 
which a given factor may likely influence a jury. If a factor has positive jury appeal, it means that from 
the standpoint of the IRS, the factor may tend to influence the jury to convict the accused. If a factor has 
negative jury appeal, such factor may weigh more in favor of the accused, thus influencing the jury to 
acquit.  

To prevent a criminal case, one must point up, highlight and underscore the facts and circumstances 
which weigh in favor of the citizen. There are certain ways this can be done effectively and we address 
them here.  

First, I must give this caution. Please read this carefully. If, after reading to this point, you still believe 
you are truly at risk of a criminal prosecution, if you believe the facts and circumstances of your case 
indicate the government may pursue a criminal case, you should immediately consult experienced tax 
counsel. If you have already been confronted by a special agent or recognize one or more of the other 
signposts of a criminal investigation, you should immediately consult experienced tax counsel. If you are 
unsure whether you have been targeted, make an FOIA request for your IMF to learn whether a criminal 
freeze is in effect. 

A true criminal investigation and potential prosecution is very serious and should be handled only by 
an attorney experienced in dealing with CI, Area Counsel and the Justice Department. Under no circum-
stances should you consult a lawyer off the street to handle such a problem.  
 
The Voluntary Disclosure 
At one time the IRS administered a formal policy which held that a citizen’s voluntary disclosure of a 
crime prior to detection by the IRS would not lead to prosecution. The formal policy was criticized and 
eventually abandoned. The spirit of the policy lives on, however, and the IRS continues to adhere to a 
softer form of the predecessor. 

The current policy is that although a voluntary disclosure does not necessarily preclude prosecution, 
such disclosure “is a factor to be considered when deciding to recommend prosecution.” As such, the IRS 
considers favorably the voluntary disclosure and weighs it with all other facts and circumstances in decid-
ing whether or not to recommend prosecution. See IRM 9.5.3(1).  
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Merely disclosing the possible violation is no guarantee that one will not be prosecuted. Still, a true 
voluntary disclosure weighs heavily in favor of the citizen, especially in non-filer cases where the driving 
factor in not filing was financial or other circumstances beyond the taxpayer’s control. The IRS has 
learned the hard way that evidence of a truly penitent spirit along with the lack of criminal intent weighs 
heavily with a jury in favor of the taxpayer.  

Years ago, the IRS’s Phoenix office developed and distributed a brochure describing the IRS’s Non-
Filer Program. The brochure was entitled, “Come On In.” It strongly encouraged non-filers to step for-
ward. It stated, “If you voluntarily come in now, we will help you file your returns and make arrange-
ments for you to pay what you owe.” However, the brochure warned, “If you choose not to take ad-
vantage of our current efforts to assist Non-filers, you could face criminal charges for failure to file, in 
addition to severe penalties.” Notice that the threat of criminal prosecution was pointed at those who did 
not step forward. For those who did so voluntarily, there was the offer of help. In fact, the brochure con-
cluded by saying, “Coming forward voluntarily is the best way to avoid criminal prosecution.”  

That still remains true today, but in order for a voluntary disclosure to be of any effect, it must be tru-
ly “voluntary.” That is, it must not have been influenced by IRS enforcement action or external events 
making it likely the IRS would discover the malfeasance, such as the discovery of evidence that might 
link you to a tax offense. Disclosure is voluntary when:  

1.  It is made prior to the commencement of any audit or investigation. Certainly it is voluntary when 
done after a general solicitation by the IRS such as by the brochure mentioned above;  

2.  It is made prior to the citizen’s knowledge of the IRS obtaining information from third party 
sources which may lead to the discovery of the wrongdoing;  

3.  If an investigation is pending, the disclosure is voluntary if made prior to the citizen having any 
knowledge of it;  

4.  The disclosure is truthful and complete as to all material matters; and  
5.  The citizen agrees to and in fact does cooperate with the IRS in determining his correct tax liabil-

ity. In failure to file cases, this is accomplished by either filing correct tax returns or providing in-
formation to the IRS to allow the agency to determine one’s correct tax liability.   

 
In the case of failure to file, the concept of voluntary disclosure may be a moot point if, at the time the 

return is filed, the statute of limitations has lapsed. One cannot be prosecuted for failure to file after six 
years from the due date of the return. However, upon filing a past due return, you must expect the IRS to 
scrutinize it. If it is found to be false, the door is opened to possible prosecution for submission of a false 
document. The statute of limitations covering a false return expires six years from the date the return is 
presented to the IRS.  

Upon making a true voluntary disclosure, one where all of the facts of the case so justify (particularly 
considering the effect of the voluntary disclosure on jury appeal), CI at that moment considers whether to 
drop the criminal investigation (if one was ever started). If the investigation is dropped, the matter is 
transferred to the Examination function to address the civil tax aspects. Any tax owed is assessed, includ-
ing interest and penalties. The case is then handed to Collection to secure payment. 
 
Cooperating with the Investigation 
If one finds himself the target of a criminal investigation, he is immediately faced with a very difficult 
decision. The decision must never be made in a vacuum and should be reached only after thoughtful con-
sultation with experienced tax counsel. The decision is whether to cooperate with the investigators or 
remain silent per your constitutional right under the Fifth Amendment. Experienced attorneys are divided 
on which is the best approach. Some tell you to keep your mouth shut and hope for the best. Others advise 
you to disgorge and hope they do not thump you. 

It is the classic Fifth Amendment dilemma. If you do not cooperate, they may construe that fact in a 
negative light. But if you do cooperate, you have not only waived your Fifth Amendment rights, but you 
may well provide all the evidence eventually used against you in court. Often, it is impossible to know 
what the best approach is. Generally, it is a judgment call that must be made only on the basis of the facts 
of each individual case.  
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I personally believe that generally, the innocent citizen—the one caught in a tangle of tax regulations 
or financial hardships, or who was misled by purported experts—is better served by cooperating. This 
involves filing all required returns and proving their accuracy. If possible, make full payment of all taxes. 
In Chapter 8, I discuss at length how to “step forward” before the IRS commences a criminal or civil in-
quiry. The most important thing to remember is that special agents will interview you if you choose to 
cooperate. You should have counsel present during the interview and you should discuss your statement 
with counsel before talking with the agents.  

Bearing in mind that the government must prove you acted willfully for a prosecution to succeed, take 
every opportunity to provide tangible evidence that your actions or lack thereof were based on good faith 
and not on criminal intent. This is the single most important aspect of the case. It is important because 
regardless of what you did or did not do, you cannot legally be convicted of a tax crime unless you delib-
erately intended to break the law.  

Without saying so, special agents hunt for evidence of this critical element. As a practical matter, you 
alone can provide it because no one can pry into your head to examine your thoughts from years past. Be 
prepared to offer detailed explanations of what you were thinking at the time you acted or failed to act. 
The evidence must support the claim that you did not intend to break the law. Experienced tax counsel are 
able to evaluate the potential impact, or jury appeal, of your statements. Counsel are able to assist in 
bringing forth and emphasizing factors pointing to good faith and the lack of criminal intent.  

Even if the special agent is not persuaded of your good faith, you have an opportunity to meet with 
Area Counsel, and later with Justice Department attorneys, before a final decision is made. Your counsel 
should take these opportunities to press the issue of good faith. After making the decision to cooperate 
and disgorge, do not turn back. Press to the end in an effort to prevent a criminal prosecution.  

If you choose not to cooperate, the investigation will run its course naturally. Special agents will pur-
sue third party sources for information, such as banks, employers, brokerage houses, etc., and interview 
all possible witnesses looking for evidence to prove their case.  

One significant advantage of not cooperating is that the IRS obtains no statements from you which 
could be used against you. In my experience with criminal prosecutions, particularly with tax protester 
cases, the only evidence of willfulness the government ever has is what it obtains from the citizen’s own 
lips. 

The major disadvantage of not cooperating, however, is that the special agent will likely never hear 
an innocent explanation of your deeds. He considers the evidence in a negative light and unless you cast 
positive favor upon it, none ever surfaces.  

As you can see, it is a tough call. Almost always, the factors to consider go well beyond those ad-
dressed here. All we know for sure is each case is different and special agents are highly trained investi-
gators who must never be underestimated. That is why it is important to seek experienced tax counsel 
who knows how to match wits with them. 
 
Conclusion 
Terror can be immobilizing. Overwhelming fear often leads an otherwise perfectly rational person to car-
ry out irrational acts. You can never set your tax problems straight until you cast off the chains that bind 
you to fear. That begins with understanding what we taught in this chapter.  
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Review Questions 
1. Which category of tax crimes includes those referred to as “typical”? 

 A. Narcotics-related 
 B. Legal-source 
 C. Money laundering 
 D. Illegal-source 

 
2. Who has sole control of a “frozen” tax case? 

 A. Special agent 
 B. Revenue officer 
 C. Tax auditor 
 D. Revenue agent 

 
3. Which government action involves trickery and deceit? 

 A. An investigation does not inform a taxpayer that fraud is suspected 
 B. A special agent issues summons to third parties to gather evidence against a taxpayer 
 C. An agent obtains evidence from a taxpayer without explaining that a criminal investigation is 

under way 
 D. After being read his or her rights by an IRS agent, the taxpayer discusses the case without 

consulting experienced counsel 
 
4. In which case does the taxpayer bear the burden of proof? 

 A. Civil tax collection 
 B. Tax evasion 
 C. Criminal failure to file a tax return 
 D. Tax fraud 

 
5. What is an example of a taxpayer’s voluntary disclosure? 

 A. Disclosure of a wrongdoing after becoming knowledgeable of the IRS’s evidence requests 
from third party sources 

 B. Disclosure is truthful but vague as to some material matters 
 C. Disclosure of an issue is made upon commencement of an audit 
 D. Disclosure is made without knowledge that an investigation of the taxpayer is pending 
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Review Answers 
1. A. Incorrect. Narcotics-related tax crimes are not referred to as “typical.” The IRS’s Criminal Inves-

tigation (CI) function identifies and investigates most significant narcotics-related tax offenders. 
 B. Correct. Crimes involving legally earned income are what might be called “typical” tax crimes. 
 C. Incorrect. Money laundering is not a category of tax crimes that is referred to as “typical.” Money 

laundering is included in the category of illegal-source crimes. 
 D. Incorrect. Illegal-source tax crimes are not referred to as “typical.” Illegal-source income is any 

income earned through any illegal business activity. 
 
2. A. Correct. At the point where a tax case is “frozen,” a special agent has sole control of the case and 

begins a full-scale investigation. 
 B. Incorrect. A revenue officer does not have sole control of a “frozen” tax case. Employees in the 

IRS Collection function are known as revenue officers. 
 C. Incorrect. A tax auditor does not have sole control of a “frozen” tax case. Employees in the Ex-

amination function of the IRS include tax auditors. 
 D. Incorrect. Revenue agents do not have sole control of a “frozen” tax case. Revenue agents are 

employed within the IRS’s Examination function. 
 
3. A. Incorrect. If an investigation does not inform the taxpayer that fraud is suspected, this action does 

not involve trickery and deceit. Civil investigators do not have to independently inform a taxpay-
er that they are concerned about fraud. 

 B. Incorrect. Summons issued by a special agent to third parties to gather evidence against a taxpay-
er do not involve trickery and deceit. Third parties must release requested information about a 
taxpayer to the special agent. 

 C. Correct. Trickery and deceit exist when revenue agents or special agents seek and obtain evi-
dence from a citizen without explaining the fact that a criminal investigation is under way. 

 D. Incorrect. If a taxpayer discusses his or her case with an IRS agent after being read his or her 
rights, this does not involve trickery or deceit. If an IRS agent ever reads a taxpayer his or her 
rights, nothing should be said before the taxpayer contacts experienced counsel. 

 
4. A. Correct. In civil tax examination and collection cases, the citizen bears the burden of proof on 

virtually all matters. 
 B. Incorrect. The taxpayer does not bear the burden of proof in tax evasion cases. Tax evasion in-

volves criminal activity and the government bears the sole burden of proof. 
 C. Incorrect. The taxpayer does not bear the burden of proof if the criminal failure to file a tax return 

exists. Since this involves criminal activity, the government bears the sole burden of proof. 
 D.  Incorrect. The taxpayer does not bear the burden of proof when tax fraud is involved. Tax fraud 

is criminal activity and the government bears the sole burden of proof in such matters. 
 
5. A. Incorrect. An example of a taxpayer’s voluntary disclosure does not include disclosure of a 

wrongdoing after becoming knowledgeable of the IRS’s request for taxpayer information from 
third parties. To be voluntary, the disclosure must be made before the taxpayer has knowledge of 
the IRS obtaining information from third party sources. 

 B. Incorrect. Disclosures that are truthful but are vague as to some material matters are not volun-
tary. Voluntary disclosure must be truthful and complete as to all material matters. 

 C. Incorrect. Taxpayer disclosures made upon commencement of an audit are not voluntary. Disclo-
sure is voluntary if made prior to the commencement of any audit. 

 D. Correct. If an investigation is pending, a disclosure is voluntary if made prior to the citizen hav-
ing any knowledge of it. 

 
 



 

 

 
Chapter 4 

The Tax Man Cometh 
 
Learning Objectives 

 Identify the most crushing blow the IRS can deal in the collection context 
 Determine which category is exempt from lien by merely capping its value 
 Choose an IRS policy designed to minimize a potential collection surprise 

 
Introduction 
The IRS has more tools to enforce collection and fewer limits on the use of those tools than any other 
creditor or government agency. In fact, that is why Congress continually hands the IRS the task of collect-
ing debts for other agencies, such as delinquent student loans and child support. Here we examine those 
tools in very general terms. I outline what to expect from the IRS if you owe money. Then, in Chapters 5, 
6 and 7, I show you how to neutralize collection to keep the IRS from grinding you into powder. 
 
The IRS’s Collection Powers  
The IRS’s collection arsenal consists of four primary weapons. They are the “summons,” the “tax lien,” 
the “tax levy” and the “seizure.” Let us address them in turn.  
 
The Summons 
The summons is an investigative tool, not to be confused with a subpoena (which flows from the jurisdic-
tion of a court). The summons is used by all IRS enforcement functions to gather information. Revenue 
officers use summonses to gather information concerning income sources and asset locations, which is 
then translated into potential levy or seizure action. 

There are several versions of the summons in common use, because it would be too simple to have 
just one form. The most common is Form 2039, Summons. The summons typically states:  

 
"You are hereby summoned and required to appear before an officer of the Internal Rev-
enue Service, to give testimony and to bring with you and to produce for examination the 
following books, records, papers, and other data relating to the tax liability or the collec-
tion of the tax liability or for the purpose of inquiring into any offense connected with the 
administration or enforcement of the internal revenue laws concerning the person identi-
fied above for the periods shown. 

 
The summons then lists the documents you are required to bring and the tax periods in question.  
In collection matters specifically, two other summons forms are used. The first is pointed at those 

who filed tax returns but have not paid the tax. That is IRS Form 6637, Collection Summons, subtitled, 
“Collection Information Statement.” A Collection Information Statement (CIS) is IRS Form 433-A (for 
individuals) or 433-B (for corporations, partnerships and other business entities). A CIS is always sought 
as an initial step in the collection of delinquent accounts. The CIS is a detailed financial statement show-
ing income and expenses, assets and liabilities. It is used as a guide to ascertain a person’s ability to pay 
the tax, pursue available assets and determine whether an installment agreement is appropriate and the 
amount of the monthly payment. I discuss the Collection Information Statement in detail in Chapter 5.  

The second version of the summons used by revenue officers is aimed at those who have not filed tax 
returns. That is IRS Form 6638, Collection Summons, subtitled, “Income Tax Return.” Form 6638 is sub-
stantively the same as Form 6637. However, it states that the information sought is to be used “to enable 
us to prepare a federal income tax return” for any years that were not filed. 

We discuss the summons and its uses in more detail in Chapter 5.  
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The Tax Lien 
The tax lien is the tool the IRS uses to make public record the fact that one owes outstanding tax debts. 
IRS Form 668 is the Notice of Federal Tax Lien. It is reproduced below as Exhibit 4-1. 

 
Exhibit 4-1 – IRS Form 668, Notice of Federal Tax Lien 

 
 
The purpose of a tax lien is to: 1) “secure” the tax debt to a citizen’s property, and 2) put the public on 

notice that the IRS claims an interest in a person’s property. This prevents him from disposing of property 
without paying the tax. It is important to note that the lien does not transfer title of your property from 
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you to the IRS. It merely establishes the IRS’s claim to an interest in the property attributable to the tax 
debt.  

A tax lien arises at the time the tax debt is established. It becomes perfected when the Notice is filed 
with the county recorder’s office. The lien attaches to “all property and rights to property” owned by the 
citizen at the time of its filing. It also attaches to “after-acquired property,” which is property acquired 
after the date the lien is filed. See IRC §6321.  

Because the lien appears on your credit report, the lien not only encumbers assets, it can destroy your 
credit. Banks and other lenders often refuse to lend money when a credit report reveals a tax lien. Conse-
quently, those seeking to borrow funds to pay the tax are routinely turned away because of the outstand-
ing lien. Ironically, when asked to release the lien to facilitate a loan (so the tax can be paid), the IRS 
often refuses. This is a problem we address and solve in Chapter 6. 

 
Coping with Liens, Levies and Seizures  
Wage and Bank Levies 
Wage and bank levies—indeed all third-party levies—are perhaps the most crushing blows the IRS can 
deal in the collection context. Directed to your employer, bank account or other revenue source, the levy 
instructs a third party to pay the IRS all funds owed to you. Thus, unlike liens, a levy does transfer your 
property to the IRS. Levies are used to reach not only banks and employers, but pension funds (including 
Social Security), business accounts receivable, securities accounts or any other third party in possession 
of funds belonging to the delinquent citizen.  

The IRS uses several forms to carry out levies. The most common are: 1) Form 668-A, Notice of 
Levy, used on banks and other third parties, and 2) Form 668-W, Notice of Levy on Wages, Salary and 
Other Income, used on employers to levy wages. See Exhibit 4-2. 

One very troublesome aspect of the wage levy is that it is considered “continuing.” That is, it is effec-
tive beginning with the date of service and remains effective until the tax is fully paid or the levy is oth-
erwise released. That means that the IRS need serve only one Notice of Levy on an employer to seize 
wages over an extended period of time. But, to be considered a “continuing” levy, it must be issued to a 
source that pays a “fixed and determinable” amount on an ongoing basis. This includes wages and pen-
sion payments, such as Social Security. On the other hand, a levy not directed against a “fixed and deter-
minable” income stream is not continuing. A bank levy, for example, is therefore a one-time levy, effec-
tive to reach only the money in your account on the day of the levy. 

 
Property Seizures 
A property seizure involves the confiscation and sale of assets held by the citizen himself (subject to limi-
tations discussed below). Key examples of such assets are personal property such as boats, automobiles 
and real estate holdings that do not constitute the taxpayer’s main home. Examples include a vacation 
home or investment property. Special rules apply if the IRS intends to seize your main home (which I 
discuss below). The IRS can also reach business equipment, supplies, office furniture, fixtures, material, 
inventory and accounts receivable, but only within certain limitations (also discussed below).  

After seizing tangible property, the IRS must issue a notice to the owner indicating specifically what 
was seized. The notice is provided on Form 2433, Notice of Seizure. Once seized, the property must be 
sold “not less than 10 days or more than 40 days” from the date of seizure. IRC §6335(d). Notice of the 
sale must be given to the citizen using Form 2434, Public Auction Sale. It explains when the sale is to 
occur, what is to be sold and the terms of the sale. 
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Exhibit 4-2 – IRS Form 668-W, Notice of Levy on Wages, Salary and Other Income 

 
 

Property Exempt from Levy and Seizure  
Code section 6334 provides a list of thirteen categories of property that are legally beyond the reach of the 
IRS. In two cases, the law merely caps the value of the exempt asset, allowing the IRS to reach any 
amount above that exemption. Assets exempt from levy are as follows:  

1.  Wearing apparel and school books necessary for the citizen and his family; 
2.  Personal household goods, furnishings, food and fuel, the value of which does not exceed 

$9,080;* 
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3.  Tools and equipment necessary for the citizen to carry on his trade or business, the value of which 
does not exceed $4,540* (discussed further below); 

 * These items are adjusted for inflation, and thus increase annually. The IRS publishes all current, infla-
tion-adjusted amounts on its website (www.IRS.gov).  

 

4.  Unemployment benefits in any amount;  
5.  All undelivered mail;  
6.  Railroad Retirement Act pension benefits and pension benefits payable to a person listed on the 

Medal of Honor roll of any military branch;  
7.  Workman’s compensation benefits in any amount;  
8.  So much of the salary or wages as are necessary to comply with court ordered child support; 
9.  A minimum amount of wages or salary determined by reference to one’s filing status and person-

al dependent exemptions (I present more on this important item in Chapter 7);  
10.  Service-connected disability payments in any amount;  
11.  State, local and Federal government public assistance or aid payments;  
12.  Payments to a participant under the Job Training Partnership Act in any amount; and 
13.  The principal residence of a citizen is exempt from levy under any circumstances if the tax liabil-

ity does not exceed $5,000. Even if the liability does exceed $5,000, the IRS cannot levy the 
property through the administrative process. That is to say, a Notice of Levy issued by an IRS 
employee cannot reach your home. That is not to say the IRS can never seize your home. It can, 
but the process is much more complicated. I address this important provision in more detail be-
low. 

 
The Exemption for Business Tools and Equipment 
A provision of code section 6334(a)(13) creates an exception broader than merely the dollar amount men-
tioned above. It applies to all “tangible personal property or real property (other than real property which 
is rented) used in the trade or business of an individual taxpayer.” On its face, this statute creates an ex-
emption from levy for any property used in a business. However, the exemption only applies to the levy 
actions of revenue officers and their immediate managers. Code section 6334(e)(2) provides that an area 
director must make the decision to levy business equipment. An area director is the highest IRS official 
with a given revenue district (or area), consisting of several states.  

To proceed with the levy of business assets, the levy must be personally approved (in writing as ex-
plained), or the IRS must determine that the collection of tax is in “jeopardy.” In either case, revenue 
officers acting alone cannot take it upon themselves to put a company out of business. The statute also 
dictates that a levy against business assets cannot be approved “unless the official determines that the 
taxpayer’s other assets subject to collection are insufficient to pay the amount due.” Thus, the decision to 
levy business assets is purely a matter of last resort.  
 
The Exemption for a “Principal Residence” 
Just about every citizen with a tax debt is worried about losing his home. It is one of the first two or three 
questions I am asked in every case where taxpayers face potential enforcement action. Code section 
6334(a)(13) limits the IRS’s capacity to seize a person’s principle residence (the main home where a per-
son lives) in two ways. Let us examine both.  

1. Subsection (a)(13)(A). This subsection prevents seizure of a principle residence in “small defi-
ciency cases.” As mentioned above, this is defined as a debt that does not exceed $5,000. In that 
case, the IRS cannot seize your home or any other real estate you own if that property is used by 
another person as a residence (unless it is rental property). For example, suppose you own two 
homes. One you live in with your family and the other is a vacation home occupied by your in-
laws. You owe $5,000 or less to the IRS. In that case, the IRS simply cannot seize either home to 
pay the debt. 

2. Subsection (a)(13)(B). This section prevents seizure of your home through the administrative pro-
cess, regardless of how much you owe. To seize your home, the IRS must file a lawsuit in federal 
court, and the final decision to seize the home is made by a federal judge. The suit must be au-
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thorized by IRS counsel locally and then commenced by the Justice Department in Washington, 
D.C. The process is much like the criminal prosecution we discussed in Chapter 3.  

 
Suits to attach residential property occur very rarely. They arise generally in cases where there is both 

a substantial tax liability and substantial equity in the home. Such suits generally occur only in cases 
where the IRS is running out of time to collect because of the collection statute of limitations. As such, 
this is an action of last resort. See Chapter 10 for details on the collection statute of limitations. 

Based on the above, any threat by a revenue officer to seize your main home is generally a hollow 
threat. All he can do is recommend that an action be started, but he is far from the final authority on the 
process. This is why the number of home seizures by the IRS plummeted dramatically since 1998, when 
Congress added this provision as part of the IRS Restructuring and Reform Act of 1998.  

 
What to Expect from Enforced Tax Collection  
Let us now address when and how the IRS is most likely to utilize the four collection tools. Before we get 
specific, let me introduce you to what I believe could be the single most important development in tax-
payers’ rights since the adoption of the Internal Revenue Code in 1913. I speak of the Collection Due 
Process (CDP) appeal.  

The IRS Restructuring and Reform Act of 1998 created the CDP appeal by adopting code sections 
6320 and 6330. These provisions are designed to prevent unfettered enforcement action from going for-
ward before a citizen has the opportunity to present alternatives to enforcement action. Section 6320 ad-
dresses CDP lien appeals. Section 6330 addresses CDP levy appeals. I discuss CDP rights in more detail 
later, explaining both the timing and procedure for carrying out a CDP appeal.   

As you read Chapter 2, you noticed that collection cases fall into two general categories. The first is 
where you file a tax return but do not pay the tax (including liabilities determined after you file, such as 
through an audit, etc.). The second is where you fail to file a return. These two categories apply whether 
the debt is for personal or business taxes. What follows is an explanation of the procedures pursued by the 
IRS in both situations.  

 
When You File but Do Not Pay 
Filing a tax return triggers a series of events within the IRS designed to place the agency in position to 
legally collect the tax. When a return hits the service center, it is processed in the manner discussed in 
Chapter 2, under the heading, “IRS Error.” 

What we did not address is a very important legal principle governing the collection of taxes. The 
principle is that unless there is a legitimate tax assessment obtained in accordance with all administrative 
procedures, no tax is owed. An assessment is born when an assessment officer signs an assessment certif-
icate, generally IRS Form 23C. The certificate must show the amount and type of tax, the year in question 
and the name and Social Security number of the citizen. When the certificate is signed, the assessment is 
recorded in that citizen’s Individual Master File for the year involved.  

The assessment, now an official tax debt, is then offset by withholding credits or payments submitted 
with the return. If there is an outstanding liability, the matter is then handed to the Collection function for 
action. Collection operates a function known as the Automated Collection Service (ACS). ACS is respon-
sible for collecting, to the fullest extent possible, all outstanding amounts. 

Collection begins with a friendly written reminder. The first notice is usually Notice CP14. It follows 
the filing of your tax return by about sixty to ninety days. It states that a balance is due and requests im-
mediate payment. It explains that interest and penalties continue to accumulate until you pay in full. The 
notice does not outright threaten levy action. If full payment is not made, expect to receive Notices CP501 
and CP503. The tone and severity of each notice increases, with CP503 threatening to “take other steps” 
to collect if you do not pay. The notices arrive at intervals of approximately four to six weeks, but there is 
no firm formula. 

The next letter in the sequence is Notice CP504, shown here as Exhibit 4-3. This is one of the notices 
required by code section 6331. That section requires, among other things, that the IRS issue a specific 
notice before levying a state tax refund, and a separate notice before levying any other asset. Notice 
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CP504 is the notice required before the IRS can levy a state tax refund. After reading the notice carefully, 
you see that the threat of levy is pointed solely at a state tax refund, though it also says the IRS will also 
“begin to search for other assets” it can seize. However, Notice CP504 does not authorize the IRS to seize 
a bank account, paycheck or any other asset. 

 
Exhibit 4-3 – IRS Notice CP504  

 
 
Before the IRS may levy a bank account, paycheck or any asset other than a state tax refund, code 

section 6331 requires that the IRS mail a Final Notice, Notice of Intent to Levy and Notice of Your Right 
to a Hearing. As the name implies, it is the last notice in the sequence of collection letters. The notice 
informs you: 1) of the amount of the debt, 2) of the fact that you have thirty days from the date of the 
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notice to pay before levy action can be taken, and 3) that you have the right to request a Collection Due 
Process appeal within that thirty-day period. 

The IRS uses several forms to communicate this information because it would be too simple to use 
one just letter. The most common letters are Notice LT11 and Letter 1058. The IRS also uses CP90. An 
example of Notice LT11 and Letter 1058 are shown here as Exhibits 4-4 and 4-5, respectively. I refer to 
these two letters collectively throughout the remainder of this book as the “Final Notice” or “CDP No-
tice.”  
 

Exhibit 4-4 – IRS Notice LT11 
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Exhibit 4-5 – IRS Letter 1058 
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The IRS must mail a Final Notice for each tax period in question in order to take any levy or seizure 
action (though it can offset a state tax refund if it issues Notice CP504). This is one reason it is vital to 
pay close attention to all IRS correspondence. The agency cannot act unless it follows the collection rules 
carefully, and your rights to challenge collection actions are dependent upon acting within the thirty-day 
period described in the Final Notice.  

If you file a Request for Collection Due Process Hearing within the thirty-day period starting with the 
date on the Final Notice, two important things happen. First, all collection action is stayed pending resolu-
tion of the appeal. The IRS cannot commence collection until after you have had a hearing with the IRS’s 
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Office of Appeals. Secondly, the Appeals Office now controls the case. Appeals has full authority to con-
sider challenges to the collection action and any collection alternative posed by the taxpayer.  

The CDP appeal is a very important process because when properly prosecuted, it allows you to avoid 
collection entirely and to reach an amicable settlement. It also allows you to challenge the assessment in 
certain circumstances, which I discuss further in Chapter 5. A request is filed using IRS Form 12153, 
Request for Collection Due Process Hearing. An example of Form 12153 is shown here as Exhibit 4-6. 
To be considered timely to stop collection and obtain a CDP hearing, your Form 12153 must be post-
marked within thirty days from the date of the Final Notice. See also: the instructions for Form 12153, 
and IRS Publications 1660, Collection Appeal Rights and 594, The IRS Collection Process. 
 

Exhibit 4-6 – IRS Form 12153, Request for Collection Due Process Hearing 
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Code section 6320 provides CDP appeal rights in connection with the filing of a federal tax lien. The 

statute operates much the same as section 6330, with this important distinction. The CDP levy appeal is a 
pre-action remedy. That is, when you file the appeal on time, the IRS cannot take levy action until after 
the Appeals Office conducts a CDP hearing. On the other hand, the CDP lien appeal is a post-action rem-
edy. That is, the IRS files a lien first, then offers the opportunity for a CDP hearing to address the proprie-
ty of the lien.  

Section 6320 provides that the IRS must notify you of the filing of a federal tax lien within five days 
of the date the lien is filed. Letter 3172 is used to communicate this. See Exhibit 4-7. You have thirty days 
from the date on Letter 3172 in which to file a CDP levy appeal. The deadline for filing the appeal is usu-
ally expressed in Letter 3172. A CDP lien appeal is conducted in the same manner as a CDP levy appeal.  
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A lien appeal provides you with every opportunity to present collection alternatives, and in the proper 
circumstances, challenge the propriety of the underlying tax liability. I discuss the CDP process in more 
detail in Chapter 5.  

 
Exhibit 4-7 – IRS Letter 3172 
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It is common that high-dollar cases, or cases involving multiple tax years, be assigned to a local reve-

nue officer (RO) for collection after ACS issues the initial notices. In that case, the RO makes contact 
with the delinquent citizen, usually in person. The contact is designed to obtain payment of the outstand-
ing balance. If you cannot make payment in full, the RO demands that you complete a financial statement. 
He uses that information either to enforce collection or to establish an installment agreement.  

As with ACS, revenue officers wield the power to lien, levy and seize assets. Expect this treatment if 
you do not cooperate with the collection process. However, no enforcement can be executed until a Final 
Notice as been issued. ROs routinely issue these notices. In addition, expect the RO to issue a collection 
summons to secure financial data if it is not provided upon request.  
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I have been told repeatedly by citizens facing enforcement action that they never received a Final No-
tice or a lien letter (Exhibits 4-4, 4-5 and 4-7) prior to IRS issuing a levy or after filing a tax lien. This is 
not likely. Confusion, though, arises when you owe taxes for several years in the far past. For example, 
suppose you owe for 2005, 2006 and 2007. It is now 2016. The IRS is required to issue just one Final 
Notice and one lien letter for each tax year. Once thirty days pass from the date of the Final Notice, the 
IRS is free to levy. Suppose the IRS issued the Final Notice for tax year 2005 in 2008. The agency does 
not have to issue another Final Notice to execute wage levies in 2016. Because the IRS issued the Final 
Notice letter years prior, it may seem like the levy came out of the blue. 

Two polices are designed to minimize the effect of such delay. First, the IRS is required to inform a 
citizen at least annually of any outstanding tax debt. Thus, a person should not go years without some 
notice that a debt remains on the books. The form used for this is Notice CP71 or CP71A. It states that 
there is a balance owed and that interest and penalties continue to accrue. It is not a collection notice but 
encourages the recipient to resolve the problem.  

The second notice is Letter 3174. See Exhibit 4-8. This letter looks much like Letter 1058 (Exhibit 4-
5). But there is a remarkable difference: Letter 3174 does not mention anything about CDP appeal rights. 
The reason, as stated, is that the IRS must offer CDP appeal rights only one time. Once the Final Notice is 
mailed, the agency will not send another one. Letter 3174 is used when a period of at least six months has 
lapsed from the mailing of the Final Notice but no collection action was taken during that period. The IRS 
also uses Letter 2050 for this purpose. 

  
When You Did Not File 
If you did not file a tax return, collection enforcement takes a different course. The fundamental differ-
ence between filing and non-filing is that after a return is filed, the IRS possesses a legal assessment 
which it may collect immediately. When no return is filed, though, the IRS must first obtain a legal as-
sessment before commencing collection action.  

This legal axiom explains the phenomenon discussed in Chapter 2 where we examined the case of a 
citizen who went years without filing a return but was never contacted. When he finally filed the returns, 
the IRS came down on him with both feet. “Why,” he asked, “did they do nothing all those years I was in 
hiding only to clobber me when I finally attempted to resolve my non-filing?” The answer is that during 
all those years he did nothing, the IRS had no assessment to collect. Once he filed the returns, the IRS 
obtained an assessment and ACS took over. ACS is nothing more than a huge computer designed to chase 
delinquent citizens. Unless you have some understanding of how to handle it, it can swallow you quickly. 

Because of the need for an assessment, the IRS’s first contact with delinquent filers is designed to se-
cure an assessment. The approach can be either benign or malignant, but both eventually lead to an as-
sessment. Once an assessment exists, the IRS pursues collection in precisely the manner outlined above. 
Because of the similarities in actual collection action, I limit the following conversation to the manner in 
which the agency obtains an assessment.  
 
The Benign Approach 
IRS computers are designed to compare information returns, such as W-2s and 1099s, with income tax 
returns. The computers search for both non-filers and under-reporters. When an under-reporter is un-
earthed, the computer corrects the return and issues a notice and demand for payment.  

After detecting a non-filer, the agency establishes a Tax Delinquency Investigation (TDI). The TDI 
begins with a notice to the citizen explaining that no return was filed, though IRS records indicate one 
was due. The notice is referred to as a tax delinquency inquiry. It demands the filing of the return or an 
explanation as to why one is not due. 

Upon filing the return, an assessment follows and in turn, collection commences. If a return or an ad-
equate explanation as to why one is not required is not submitted, expect the TDI to take another course. 
That would be the malignant approach. 
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Exhibit 4-8 – IRS Letter 3174 
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The Malignant Approach 
I refer to this process as the “malignant approach” because it is accompanied by demands, threats and the 
potential for punishment. The malignant approach grows out of a tax delinquency inquiry that is ignored. 
It can also spawn on its own without prior notice of any kind. As you recall from our discussion in Chap-
ter 3, Deb’s initial contact was a personal visit from a revenue officer. Deb’s case is the quintessential 
example of the malignant approach. The malignant approach is undertaken by either the Collection or the 
Examination function.  
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The Examination function is solely responsible for conducting audits and determining tax liability. 
Consequently, it is natural for Examination to secure unfiled tax returns. When Exam gets involved in a 
delinquency case, it immediately assigns a revenue agent. The agent then issues a letter to the citizen ex-
plaining that his tax affairs are under examination. He sets a meeting at which he requests that you present 
all records of income and expenses. Alternatively, the agent may demand that you submit the missing 
returns directly to him, together with all necessary supporting documentation.  

Generally speaking, revenue agents are much easier to deal with than revenue officers for the simple 
reason that revenue agents have no power. Unlike revenue officers, they cannot lien, levy or seize assets. 
Furthermore, they cannot issue unilateral determinations of your income tax liability. Their every decision 
is subject to appeal. The questions of how to handle audits and revenue agents are beyond the scope of 
this work. However, my book, How to Win Your Tax Audit provides details and step-by-step procedures 
for handling every aspect of the audit and appeals process.  

A revenue agent is less likely to issue a summons for records than a revenue officer. That is because 
revenue agents have the authority to make recommendations concerning your tax liability in the absence 
of records. The recommendations may be based on: 1) prior years’ tax returns, 2) Bureau of Labor Statis-
tics, or 3) a good solid (or not-so-solid) guess. In computing the tax in one of these ways, the agent af-
fords the benefit of only a standard deduction and one dependent exemption. Of course, his recommenda-
tion may be appealed. Please see How to Win Your Tax Audit for more information.  

The revenue officer’s approach is slightly different. Rather than holding out for records, he is likely to 
merely demand that returns be filed. Revenue officers are not tax auditors. They are not trained in deter-
mining tax liabilities. They are tax collectors—period. Therefore, they are likely to demand returns and 
threaten a terrible future for you if they are not filed.  

Let us look at Deb’s case for a moment. She was contacted by a revenue officer in the first instance. 
There was no tax delinquency inquiry. The RO explained the nature of the contact, set a meeting and 
demanded that Deb appear with completed returns or records with which to prepare them. Because of the 
magnitude of the work and minimal time allotted, Deb was unable to do either. When she appeared at the 
meeting, the threats and intimidation began in earnest. 

Next, the revenue officer served a summons on Deb. The RO demanded production of all documents 
needed to prepare the unfiled returns. Again, despite working diligently, Deb was unable to comply. As a 
result, the revenue officer went ballistic. She made it clear that Deb would be “hauled off to jail” some 
night, without warning and in the presence of her children. 

This grossly unprofessional conduct coupled with outright lies reduced Deb to a puddle of tears. She 
was terrified at the thought of being hauled away to jail while her children slept in their beds, at a time 
when her husband was thousands of miles from home earning a living. Through various maneuvers I ex-
plain later in this book, we were able to completely neutralize the revenue officer. We were able to com-
municate the fact that we knew she was lying and could not, in fact, carry out any of her threats. Though 
the RO clearly did not like hearing this, she was in no position to do anything about it.  

It is equally clear, however, that if Deb did not have the benefit of this information going into her 
confrontation, there is no telling how much damage could have resulted. As it turned out, Deb ended up 
gaining total control of a situation that began entirely out of control. 

 
Collecting Employment Taxes 
For the reasons explained in Chapter 2, under the heading, Business Debt, the IRS pursues unpaid em-
ployment taxes tenaciously. Whether the employment tax returns are filed timely or not, the course of 
action does not vary widely. Naturally, the agency uses all the collection tools at its disposal as outlined 
above. For example, when dealing with unfiled returns, expect the malignant approach. 

In the case of an operating corporation, the IRS demands current financial statements covering both 
the business itself (Form 433-B) and the corporate officers and key employees (Form 433-A). The IRS 
seeks financial data from the corporate officers and certain employees for the purpose of determining 
whether (and against whom) to immediately pursue an assessment of the Trust Fund Recovery Penalty. If 
the corporation liquidated its assets (or had none to begin with), or otherwise shows little capacity to pay 
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the employment taxes in full, the IRS assesses the Trust Fund Recovery Penalty against the responsible 
officers. At that point, collection is pursued from the personal assets of the responsible officers. 

It is important to understand that employment tax collection is subject to the same Final Notice and 
CDP appeal rights as personal income tax assessments. Namely, a Final Notice must be issued to the cor-
poration (or responsible officer in the case of a Trust Fund Recovery Penalty assessment) before any levy 
action is authorized. The taxpayer has CDP appeal rights within thirty days of the Final Notice. There is 
an important exception to this rule that applies only if the corporation had a prior CDP appeal specifically 
on employment tax assessments. I discuss this topic in more detail in Chapter 5, under the heading, Limi-
tations on Certain Employment Tax CDP Appeals. 

To avoid an assessment of the Trust Fund Recovery Penalty, make every effort to pay the trust fund 
portion of the tax as quickly as possible; more on this in Chapter 5, under the heading, Special Considera-
tions for Employment Taxes. In the case of an operating business, do not expect the IRS to forestall en-
forced collection, either personally or otherwise, for any length of time unless you immediately agree to 
an aggressive installment payment. What that looks like depends upon the financial facts and circum-
stances of the business measured against the amount of the tax owed.  

In any event, do not be surprised if the RO exhibits a less than sympathetic attitude toward a business 
with delinquent employment taxes. When trust fund amounts are concerned, ROs believe they are doing 
you a favor by closing the business. And in an odd sort of way, this may be true if you cannot get and stay 
current with ongoing employment tax liabilities. In that case, by closing the business, at least you will not 
sink further into tax debt.  

Another risk is the reality that the IRS may pursue accounts receivable for collection. This often nega-
tively impacts the business by discouraging otherwise faithful customers from continuing their relation-
ship (not to mention the effects on your business of lost revenue). Nobody wants to be mixed up with an 
IRS problem if they can help it. 

Despite the fact that employment tax cases are very sensitive, it is possible to avoid utter destruction. 
Furthermore, even in the worst case, amnesty is available to prevent the mistakes of the past from follow-
ing you into the future. 

 
Conclusion 
Fear of the unknown and misinformation about what the IRS can do are among the biggest reasons delin-
quent citizens do not step forward. For many people, however, the IRS makes the choice for them. As 
happened with Deb, the IRS simply “finds you.” You must then take steps to resolve your tax delinquen-
cy in a manner which satisfies the IRS but does not destroy you in the process. That is what I teach in the 
remainder of this book.  
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Review Questions 
1. Which of the following is a summons form aimed at those who have not filed tax returns? 

 A. 6638 
 B. 668-A 
 C. 6637 
 D. 2433 
 

2. What is exempt from IRS levy and seizure? 
 A. Personal household goods valued up to $18,000 
 B. Unemployment benefits in excess of $400 
 C. Wearing apparel of the citizen and his family regardless of amount 
 D. Workman’s compensation benefits in any amount 
 

3. What is noted as perhaps the most important development in taxpayers’ rights since the adoption of 
the Internal Revenue Code? 
 A. IRS Restructuring and Reform Act 
 B. CDP appeal 
 C. CIS 
 D. ACS 
 

4. Of the following, which initiates a tax assessment? 
 A. Form 668(Y) 
 B. Notice CP14 
 C. Form 23C 
 D. Notice CP504 
 

5. What is not used by the IRS to issue a final notice of collection before levy? 
 A. Letter 1058 
 B. Due Process appeal 
 C. Notice LT11 
 D. CP90 
 

6. Which two things both occur if a timely Request for Collection Due Process Hearing is filed? 
 A.  Collection action is avoided and settlement must occur 
 B. Assessment is automatically challenged and collection action ends 
 C. Collection action is stayed and the Appeals Office takes control 
 D. Collection action is stopped and the IRS may settle the case 
 

7. According to Code section 6320, within how many days of the date a federal tax lien is filed must the 
IRS notify the taxpayer of the filing? 
 A. Thirty 
 B. Ten 
 C. Fifteen 
 D. Five 
 

8. What is the purpose of Notice CP71? 
 A. Informs the taxpayer that a balance is due and that interest and penalties continue to accrue 
 B. Serves as a collection notice  
 C. Notifies the taxpayer of amount due six months after the mailing of the Final Notice 
 D. Assigns the collection to a local revenue officer 
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9. Which of the following provides the IRS with a legal assessment? 
 A. Non-filing of a return 
 B. Collective action 
 C. Filing a return 
 D. Contact with a delinquent filer 
 

10. What grows out of a tax delinquency inquiry that is ignored? 
 A. Malignant approach to collection 
 B. Tax Delinquency Investigation 
 C. Benign approach to collection 
 D. The revenue agent issues a unilateral determination on the tax liability 
 

11. Which of the following most accurately defines a revenue officer? 
 A. Tax auditor 
 B. Determinant of a tax liability 
 C. Powerless 
 D. Tax collector 
 

12. What is utilized by the IRS to demand financial data from corporate officers with respect to a corpo-
ration’s unpaid employment taxes? 
 A. Letter 2050 
 B. Form 433-A 
 C. Form 668(z) 
 D. Form 433-B 
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Review Answers 
1. A. Correct. The summons that is aimed at those that have not filed tax returns is IRS Form 6638. 
 B. Incorrect. IRS Form 668-A is not a summons form aimed at those that have not filed tax returns. 

Form 668-A is one of several forms used to carry out levies. 
 C. Incorrect. IRS Form 6637 is not a summons form aimed at citizens that have not filed tax returns. 

Form 6637 is pointed at those who filed tax returns but have not paid the tax. 
 D. Incorrect. IRS Form 2433 is not a summons form aimed at citizens that have not filed tax returns. 

Form 2433 is a notice used to inform owners of their seized tangible property. 
 
2. A. Incorrect. Assets exempt from levy do not include personal household goods valued up to 

$18,000. Exempt personal household goods cannot exceed $9,080 (adjusted for inflation). 
 B. Incorrect. The exemption from levy for unemployment benefits is not limited to $400. Unem-

ployment benefits in any amount are exempt. 
 C. Incorrect. Wearing apparel, regardless of amount, for the citizen and his family is not exempt 

from levy. Specifically, wearing apparel necessary for the citizen and his family is exempt. 
 D. Correct. Workman’s compensation benefits in any amount are exempt from IRS levy and sei-

zure. 
 
3. A. Incorrect. The IRS Restructuring and Reform Act is not noted as perhaps the most important de-

velopment in taxpayers’ rights since the adoption of the Internal Revenue Code. Congress includ-
ed a provision as part of the IRS Restructuring and Reform Act that prevents seizure of a taxpay-
er’s residence through the administrative process.  

 B. Correct. The Collection Due Process (CDP) appeal is noted as possibly the single most important 
development in taxpayers’ rights since the adoption of the Internal Revenue Code. 

 C. Incorrect. A CIS (Collection Information Statement) is not the most important development in 
taxpayers’ rights since the adoption of the Internal Revenue Code. The CIS is a financial form 
used as the initial step in the collection of delinquent accounts. 

 D. Incorrect. The ACS (Automated Collection Service) is not thought of as the most important de-
velopment in taxpayers’ rights since the adoption of the Internal Revenue Code. ACS is responsi-
ble for collecting, to the fullest extent possible, all outstanding tax amounts. 

 
4. A. Incorrect. IRS Form 668(Y) is not used to initiate a tax assessment. Form 668(Y) is the Notice of 

Federal Tax Lien form. 
 B. Incorrect. Notice CP14 is not used to initiate a tax assessment. Collection begins with a friendly 

written reminder, and the first notice is usually Notice CP14. 
 C. Correct. A tax assessment is born when an assessment officer signs an assessment certificate, 

generally IRS Form 23C. 
 D. Incorrect. Notice CP504 is not used to initiate a tax assessment. Notice CP504 is the notice re-

quired before the IRS can levy a state tax refund. 
 
5. A. Incorrect. Letter 1058 is one of several forms used by the IRS as last notice in a sequence of col-

lection letters before levy; thus, this answer is incorrect. 
 B. Correct. Due process appeal is not used by the IRS to issue final notice of collection before levy. 

The final notice regarding collection does inform the taxpayer that he or she has the right to re-
quest a Collection Due Process appeal within a thirty-day period. 

 C. Incorrect. Notice LT11 is one of several forms used by the IRS as last notice in a sequence of 
collection letters before levy; therefore, this answer is incorrect. 

 D. Incorrect. CP90 is one of several forms used by the IRS as last notice in a sequence of collection 
letters before levy; therefore, this answer is incorrect. 
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6. A. Incorrect. Avoided collection action and the occurrence of settlement must not both occur if a 
timely Request for Collection Due Process Hearing is filed. A successful CDP appeal allows col-
lection to be avoided entirely, and allows the possibility to reach an amicable settlement. 

 B. Incorrect. An automatic challenge to assessment and the termination of collection action must not 
both occur if a timely Request for Collection Due Process is filed. If such as request is filed, col-
lection action is stayed pending resolution, and a CDP appeal allows a challenge to the assess-
ment in certain circumstances. 

 C. Correct. If a Request for Collection Due Process if timely filed, all collection action is stayed 
pending resolution of the appeal, and the Appeals Office takes control of the case. 

 D. Incorrect. Termination of collection action and possible IRS settlement of the case do not both 
occur if a Request for Collection Due Process is timely filed. Collection action is stayed pending 
resolution of the appeal; however, the Appeals Office, and not the IRS, may settle the case. 

 
7. A. Incorrect. Code section 6320 requires the IRS to notify the taxpayer of a federal tax lien sooner 

than within thirty days of the filing. A taxpayer has thirty days from the date of the lien notice in 
which to file a CDP levy appeal. 

 B. Incorrect. Code section 6320 requires the IRS to notify the taxpayer of a federal tax lien sooner 
than within ten days of the filing. Beginning ten days after the IRS issues a notice of intent to 
levy, the penalty associated with the amount unpaid increases. 

 C. Incorrect. Code section 6320 requires the IRS to notify the taxpayer of a federal tax lien sooner 
than within fifteen days of the filing. Letter 3172 must be sent out much sooner than fifteen days 
following the lien date. 

 D. Correct. Code section 6320 provides that the IRS must notify a taxpayer of the filing of a federal 
tax lien within five days of the date the lien is filed. 

 
8. A. Correct. Notice CP71 is used to annually inform the taxpayer that there is a balance owed and 

that interest and penalties continue to accrue. 
 B. Incorrect. Notice CP71 does not serve as a collection notice. Notice CP71 is not a collection no-

tice but encourages the recipient to resolve the problem. 
 C. Incorrect. Notice CP71 does not notify the taxpayer of an amount due six months after the mail-

ing of the Final Notice. Letter 3174 reminds the taxpayer of an amount due and is used when a 
period of at least six months has lapsed from the mailing of the Final Notice. 

 D. Incorrect. Notice CP71 is not used to assign collection to a local revenue officer. It is common 
that high-dollar cases be assigned to a local revenue officer for collection after ACS issues the 
initial notices. 

 
9. A. Incorrect. The non-filing of a tax return does not provide the IRS with a legal assessment. When 

no return is filed, the IRS must first obtain a legal assessment. 
 B. Incorrect. Collection action is not what provides the IRS with a legal assessment. The IRS must 

obtain a legal assessment before commencing collection action. 
 C. Correct. After a tax return is filed, the IRS possesses a legal assessment that it may collect im-

mediately. 
 D. Incorrect. Contact with a delinquent filer does not give the IRS a legal assessment. Because of the 

need for an assessment, the IRS’s first contact with a delinquent filer is designed to secure an as-
sessment. 

 
10. A. Correct. The malignant approach toward collection grows out of a tax delinquency inquiry that is 

ignored. 
 B. Incorrect. A Tax Delinquency Investigation (TDI) does not grow out of a tax delinquency that is 

ignored. After detecting a non-filer, the IRS establishes a TDI that includes a notice to the tax-
payer. 
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 C. Incorrect. The benign approach to collection does not grow out of a tax delinquency that is ig-
nored. Using the benign approach, IRS computers search for both non-filers and underreporters. 

 D. Incorrect. Issuance of a unilateral determination on the tax liability by a revenue agent does not 
grow out of a tax delinquency that is ignored. Revenue agents cannot issue unilateral determina-
tions of a citizen’s tax liability. 

 
11. A. Incorrect. Tax auditor does not most accurately define a revenue officer. Revenue officers are not 

trained to examine tax returns. 
 B. Incorrect. A revenue officer is not defined as a determinant of a tax liability. Revenue officers are 

not trained in determining tax liabilities. 
 C. Incorrect. Revenue officers should not be defined as powerless. Revenue agents are easier to deal 

with than revenue officers for the reason that revenue agents have no power. 
 D. Correct. Revenue officers are tax collectors that are likely to merely demand that returns be filed. 
 
12. A. Incorrect. Letter 2050 is not used by the IRS to demand financial data from corporate officers 

with respect to the company’s unpaid employment taxes. Letter 2050 is sometimes used for col-
lection after six months has passed from the mailing of a Final Notice. 

 B. Correct. In the case of an operating corporation with unpaid employment taxes, the IRS may 
demand current financial statements covering corporate officers using Form 433-A. 

 C. Incorrect. Form 668(z) is not utilized by the IRS to demand financial data from corporate officers 
with respect to the company’s unpaid employment taxes. Once an individual with a tax lien has 
paid the amount due, the IRS will issue Form 668(z) to reflect a release of notice of a federal tax 
lien. 

 D. Incorrect. Form 433-B is not used to demand financial statements from corporate officers. Form 
433-B is used to demand financial statements covering the business itself. 

 
 
 
 
 



 

 

 
Chapter 5 

Damage Control: How to Stabilize Collection 
 
Learning Objectives 

 Spot a goal in avoiding tax enforcement 
 Choose a situation in which the IRS can avoid normal deficiency procedures 
 Discern how a CDP hearing is usually conducted 
 Recognize the effect of a tolling event 

 
Introduction 
Now that you understand exactly what the IRS does to enforce collection, let us examine how to insulate 
yourself from the ravages of enforced collection. In this chapter, I explain how to stabilize collection if it 
is now ongoing, and how to avoid enforcement entirely. The goal is to establish either an installment 
agreement or, in some cases, achieve what the IRS calls “currently not collectible” status (CNC) (what I 
refer to as “uncollectible status”).  

An installment agreement based on your ability to pay does several important things. First, it prevents 
further enforcement for the reasons explained in detail later. Second, it enables you to pursue one or more 
of the amnesty programs discussed later in this book, without ongoing collection harassment. Moreover, 
in some cases, an installment agreement by itself can solve the delinquency problem. But even if you 
cannot pay in full through an installment agreement, it is often an important stepping-stone on the path to 
relief.  

In cases where there is financial hardship and one is unable to make a payment, and thus an install-
ment agreement is not viable, the IRS institutes a collection “freeze.” This is where the IRS declares a 
case to be “currently not collectible.” As such, IRS effectively pushes the “hold” button on its collection 
machine, but it does not eliminate the tax. The debt remains viable, although collection is not pursued due 
to the financial shortcomings of the citizen. We discuss uncollectible status in detail in Chapter 11. What 
you learn here will prepare you to argue for uncollectible status in the right situation. 
 
How to Avoid Automated Collection Action  
All that is necessary for the IRS to resort to enforced collection is for you to do nothing. In that case, Au-
tomated Collection (ACS) will follow the natural course outlined in Chapter 4, and that will lead to wage 
and bank (or other third party) levies, as well as the filing of tax liens. Inaction might also lead to property 
seizures. It is important to note, however, that the IRS cannot take any enforcement action without first 
issuing a Final Notice, either Letter 1058 or LT11, for each and every delinquent tax period. See Exhibits 
4-4 and 4-5.   
 
The Collection Due Process Appeal  
As you will recall from Chapter 4, to begin a timely CDP appeal, you must mail a Request for Collection 
Due Process Hearing, Form 12153, within thirty days of the date on the Final Notice (Letter 1058 or 
LT11), or within the deadline provided on the Notice of Filing Federal Tax Lien (Letter 3172) (Exhibits 
4-4, 4-5 and 4-7). Mail the hearing request to the IRS person or office that mailed the letter. The name 
and address is shown plainly in the top left corner of the letter. Be sure to mail your request using certi-
fied mail with return receipt requested. Include a copy of the letter with your hearing request and be sure 
to keep a copy of everything you send.  
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When you do this, the IRS cannot enforce collection while the appeal is pending. Moreover, subse-
quent collection action must be carried out only in accordance with the determination of the Appeals Of-
fice. Given that, let us turn our attention to discussing Collection Due Process (CDP) appeal procedures. 

If your hearing request is not filed timely, you are not entitled to a CDP hearing. However, if you file 
a late hearing request within one year of the date of the Final Notice, the IRS may give you what is known 
as an “Equivalent Hearing” (EH). An Equivalent Hearing is a hearing that is “equivalent to” a CDP hear-
ing, except there is no right to a Tax Court appeal of the determination. The Tax Court appeal process is 
discussed below, under the heading, Judicial Review of CDP Decisions. I also address other options 
available if you do not file a timely CDP request. 

Upon filing a timely CDP request, the IRS’s Office of Appeals assumes jurisdiction of your case. A 
settlement officer (SO) is assigned to review your case and pass on your appeal. The appeal must be han-
dled by an Appeals employee with no prior involvement with the case. Moreover, the Appeals employee 
is not allowed to have ex parte communications with anybody outside of the Appeals Office regarding the 
merits of your case. An ex parte communication is one in which you or your representative is not in-
volved. Thus, for example, the SO is not allowed to initiate contact with, or engage in contact from, the 
RO handling your case. See Drake v. Commissioner, 125 T.C. 201 (October 12, 2005). 

The first order of business in a CDP appeal is for the SO to determine that all procedures required as a 
prerequisite to enforcement were followed. IRC §6330(c)(1). In this respect, the IRS has a burden of 
proof, which in itself is unusual in collection cases. Normally, the agency does not have to prove any-
thing. In terms of ascertaining that the IRS followed all required procedures, this involves, at a minimum: 
a) verifying that an assessment is on the books and is legally collectible, b) that the IRS issued the proper 
notices prior to beginning enforcement action, and c) that the IRS followed the proper deficiency proce-
dures in obtaining its assessment.  

The deficiency procedures are a critical part of the process. They involve the notice and appeal rights 
you enjoy in an audit situation before the actual assessment of the tax. I discuss these in detail throughout 
this book, and in my book, Taxpayers’ Defense Manual. If the SO finds that the IRS made a procedural 
error, he must reverse the collection process until that error is corrected.  
 
Issues that May be Raised in a CDP Appeal 
As part of your CDP appeal, you have the right to raise “any relevant issue” as a defense to collection. 
IRC §§6330(c)(2) and (3). These issues may include:  

Spousal defenses under code section 6015. Code section 6015 provides three different spousal de-
fenses that I discuss in more detail in Chapter 6. To summarize quickly, these defenses include:  

a. The innocent spouse defense 
b. The separate spouse election 
c. Equitable relief 
 

Any of these can be raised as a defense in a CDP appeal. 
 

The appropriateness of collection action. When you demonstrate that levy action or the filing of a 
tax lien is overly aggressive or unwarranted under the circumstances, the SO has the authority to order 
that some less intrusive action be taken. In fact, the SO is obligated to engage in a “balancing test” in 
which the government’s need to collect the revenue as quickly as possible is balanced against the citizen’s 
concern that “collection action be no more intrusive than necessary.” IRC §6330(c)(3). See Living Care 
Alternatives of Utica v. United States, 411 F.3d 621 (6th Cir. 2005). Collection must be carried out in the 
least invasive manner. This is discussed in more detail below.  
 Potential collection alternatives. You have the right to present proposed collection alternatives, 
which are proposals to manage and resolve the tax debt through some means other than full enforcement. 
IRC §6330(c)(2). Collection alternatives can include:  
 a. An installment agreement where the tax is paid over time. Installment agreements are dis-

cussed below in more detail.  
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 b. Obtaining uncollectible status because a person is either unemployed or underemployed, and 
his reasonable necessary monthly living expenses consume all income. In that case, a person 
has no capacity to make a payment. This is discussed in more detail in Chapter 11.  

 c.  An Offer in Compromise (OIC). An OIC is the process the IRS uses to negotiate settlements for 
less than what is owed. If accepted, an OIC fully resolves the tax debt for the amount negotiated. 
The OIC is discussed in detail in Chapter 12.  

 d. Selective and controlled liquidation of assets or refinancing. If you have equity in one or more 
assets sufficient to pay the tax, you can persuade the IRS to hold off collection while you either 
sell an asset or refinance it to raise cash. It is in the IRS’s best interest to allow this alternative 
since when it sells seized assets, it does so at much reduced prices, often stripping the property of 
valuable equity needed to pay the tax. Likewise, getting a loan to pay the tax is much more effi-
cient than collecting through periodic wage levies, especially if there is a large debt.  

 e. Withdrawing or subordinating liens that destroy credit. The IRS files a tax lien to protect its 
interest in your property. However, in many cases, the lien does more harm than good, especially 
if the lien is filed against a business that needs credit to operate. The tax lien often ruins that cred-
it, thereby threatening the life of the business. Withdrawal or subordination of a lien actually af-
fords the IRS a better chance to collect since it allows the business to continue to operate and pay 
the tax. This is especially true if the business has no equity in assets anyway. In that case, the lien 
is purely punitive since there is no equity for the lien to protect. All the lien does is ruin the busi-
ness’s credit. See Chapter 6 for more details on liens.  

 

Challenges to the underlying tax. Many audit assessments are simply bogus. I point out in my book, 
How to Win Your Tax Audit, that the IRS’s own statistics prove that audit assessments are wrong between 
60 and 90 percent of the time. Most people do not correctly challenge audit decisions, and just as often, 
the IRS does not follow the proper deficiency procedures leading to an assessment in the first place. The 
key element of the deficiency procedures is the so-called Notice of Deficiency (NOD). The NOD is the 
letter the IRS must mail following an audit but before it may assess the tax. The Notice of Deficiency 
explains how the tax was calculated, and explains that if you wish to contest the deficiency, you have 
ninety days from the date of the Notice in which to file a petition with the United States Tax Court. See 
Chapter 4 of my Taxpayers’ Defense Manual. If you fail to file a timely petition, the tax is assessed and is 
collectible. In this sense, the assessment is procedurally correct even though the tax may be improperly 
calculated. 

If the IRS failed to follow the deficiency procedures, you have the right to challenge the correctness 
of the assessment in a CDP hearing. In doing so, you will be able to present your documents and records 
to show your correct tax liability. Likewise, if you never received the Notice of Deficiency (even though 
the IRS may have sent it), you have the same right to challenge the assessment. This is an important right 
because the IRS often fails to issue an NOD, or it sends the notice to an old or otherwise improper ad-
dress. 
 This problem presents itself quite often in non-filer cases. When a person fails to file a return, the IRS 
may file a return for him. Such return is known as a “substitute for return” (SFR). It is based upon “avail-
able information,” which can mean, literally, anything. Substitute for returns are not immune to the defi-
ciency procedures. The IRS must still issue a Notice of Deficiency before it can make an SFR assessment, 
but the agency often does not. It simply jumps to assessment, and then begins enforcement action. Im-
proper SFR assessments are subject to review through the CDP appeal process.  

Even a properly filed tax return is subject to review through the CDP process. Suppose you file a re-
turn that shows you owe X dollars, which you cannot pay. Sometime after filing the return you realize 
that you failed to claim a number of deductions you are entitled to, which when claimed, will reduce your 
liability considerably. This is known as challenging a self-assessment. You are allowed to challenge a 
self-assessment through the CDP process if you had no prior opportunity to have the self-assessment re-
viewed. See Montgomery v. Commissioner, 122 T.C. 1 (2004) – IRS acquiescence Notice CC-2006-005 
AOD 2005-03.  



Chapter 5 – Damage Control: How to Stabilize Collection 

66 

Another challenge to the underlying tax liability arises when dealing with the Trust Fund Recovery 
Penalty (TFRP), as discussed in Chapter 2, under the heading, Business Debt. Two problems often arise 
in the assessment of the TFRP. Both of them can be addressed through the CDP appeal process.  

The first is that the TFRP is an “assessable” penalty. That means the IRS does not have to follow the 
deficiency procedures that apply to income taxes in obtaining the assessment. As a result, the IRS may 
assess and begin collecting from the alleged responsible officers even before any appeals take place.  

Secondly, the IRS often takes a shotgun approach in assessing the TFRP. In the case of a corporation 
with multiple owners, the IRS often assesses all owners with the penalty, even though not all may have 
had the power to make decisions regarding the taxes. Likewise, any person whose name appears on cor-
porate financial documents, including bank accounts, tax forms, corporate contracts, etc., is often assessed 
with the penalty regardless of whether that person actually had the authority to make final decisions re-
garding company assets. A CDP appeal can address and resolve these issues.  
 The statutes of limitations. While most people think the IRS can chase you forever, that is certainly 
not true. Statutes of limitations govern exactly how long the IRS has to enforce the law. Among others, 
there is a statute of limitations regarding the assessment of tax and one that governs the collection of tax. 
Generally, the IRS has just three years from a date a tax return is filed in which to audit and assess a tax. 
Once the tax is assessed, the agency has ten years to collect. Once the statutes expire, the IRS’s rights to 
enforcement expires. The assessment statute of limitations is discussed in detail in my book, How to Win 
Your Tax Audit. The collection statute of limitations is discussed in Chapter 10. The CDP process is an 
effective way to challenge violations of either the assessment or collection statute of limitations.  

Penalties. Every penalty you might face is subject to cancellation if you can show that you acted in 
good faith and based upon a reasonable cause for your actions. Penalties apply only when you deliberate-
ly disregard IRS rules and regulations. The IRS must review the correctness of penalty assessments in the 
CDP appeal process if challenged. See Downing v. Commissioner, 118 T.C. 22 (2002). More specifics on 
challenging penalties are provided in my book, The IRS Problem Solver and here in Chapter 9.  

Misapplication of prior payments. When you make a voluntary payment to the IRS, the IRS must 
apply that payment as instructed by you in writing. This is known as the right to designate payments. I 
discuss this process at length at the end of this chapter, under the heading, Designating Payments. Unfor-
tunately, the IRS does not always apply the payments in the manner designated. When the agency fails to 
do so, you can force it to correct the mistake through the CDP appeal process. See Richard v. Commis-
sioner, T.C. Summ. Op. 2005-151 (2005).  

Raise all available issues in your CDP appeal. If you fail to raise an issue, you waived it. You cannot 
raise it later. In addition, all evidence to support your arguments must be presented at the time of the hear-
ing or prior. You cannot present evidence later that was not presented at the administrative hearing. See 
Robinette v. Commissioner, 2006 TNT 46-11 (8th Cir. 2006)  
 
Issues that May Not be Raised in a CDP Appeal 
There are certain issues that cannot be raised in a CDP appeal. Let us discuss them in general terms.  
 Issues raised in a previous hearing. If you already had a hearing on an issue, either before the U.S. 
Tax Court or in the administrative context with the IRS, the Appeals Office will not reconsider the issue 
in a CDP appeal. For example, suppose you appealed your audit determination to the Tax Court and the 
court ruled that you owe X dollars. You cannot question the same underlying tax liability in a CDP ap-
peal. The issue is considered adjudicated and resolved.  

However, this rule does not apply if you did not “meaningfully participate” in the hearing. If for some 
reason you had no opportunity to participate in the hearing or somehow were not notified, you may be 
able to raise the issue in a CDP appeal. It might be said that you had no meaningful opportunity to partic-
ipate if you had ineffective assistance of counsel. Likewise, if you can show that there is a material 
change in your circumstance fundamentally altering the factual basis of the prior decision, the Appeals 
Office may review the matter. IRC §§6330(c)(4) and (d)(2). 

Tax protest issues. The Appeals Office will not consider any challenge to the tax system that consti-
tutes a “tax protester” or “tax defier” argument. These are arguments that suggest that the tax laws are 
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illegal, or unconstitutional, etc. See Chapter 2, under the heading, Tax Protesters. Moreover, by submit-
ting an appeal that raises such issues, you run the risk of being penalized for filing a “frivolous submis-
sion.” This is $5,000 penalty under code section 6702. I discuss this in more detail in Chapter 9.  

 
The CDP Hearing 
The CDP hearing is usually conducted over the phone. Prior to the hearing, you will get a letter from your 
SO that gives you the time and date of your hearing. The letter also offers the opportunity for a face-to-
face hearing at the Appeals Office nearest your home. You can request a face-to-face hearing by respond-
ing in writing to your SO asking for such a hearing. You also have the opportunity to change the date and 
time of the hearing if the date is not convenient or you need more time to prepare. 

The SO also gives you a deadline by which all documents and evidence must be submitted. For the 
reasons stated above, you must have your evidence in the SO’s hands prior to the hearing. Keep in mind 
that the burden of proof is on you to show that you are entitled to the collection alternative you seek.  

If you are arguing for an installment agreement, uncollectible status or an Offer in Compromise, you 
must present detailed financial information on Forms 433-A and (if applicable) 433-B, as discussed later. 
You must also present all the supporting documentation called for in those forms. Without detailed finan-
cial information, the IRS will not rule in your favor. You must understand that you are the “prosecutor” in 
this case. If you want relief, you have to make your case and present your evidence.  

On the other hand, the IRS is the “goalie.” The SO will not “lead” you in how to present your argu-
ments or necessarily suggest alternatives that might be appropriate in your case. You must be aggressive 
and go into the hearing with a clear agenda. Make careful notes before the hearing as to the issues you 
want to cover and be sure to address all the evidence that supports those issues. Do not be shy and do not 
be intimidated. You will have every chance to present your case.  

Expect the SO to bring up a question or issue that requires you to submit additional information. Such 
questions might include employment information or information regarding the ownership or disposition 
of assets. You have every right to provide additional information on all questions. Moreover, the SO must 
give you reasonable time to do so. Make sure you ask for time and then send the information within that 
time. The SO may want to set a time for a follow up hearing after reviewing all the additional infor-
mation.  
 
The Final Determination 
Once the hearing (including any potential follow up conferences) is completed and all the evidence is 
evaluated, the SO must issue a determination. The determination will be in writing and is referred to as a 
Notice of Determination. The determination must address all of the issues outlined here: 

1. Verification of the legal process. The SO must review and ascertain whether the IRS followed all 
of the proper legal and administrative procedures. This means that, among other things, if your 
tax debt is based upon an audit or an IRS-filed substitute for return, the agency must have sent a 
Notice of Deficiency. The burden is on the IRS to affirm that all the legal processes were fol-
lowed. If they were not, the assessment is invalid and subject to abatement.  

2. Consideration of all issues. The SO must consider and evaluate all the issues you present. You 
have the burden to prove that you are entitled to any relief you assert in your CDP appeal. The SO 
must evaluate your evidence and determine whether to grant relief or provide some other alterna-
tive, based upon the facts and circumstances of the case.  

3. The “balancing test.” Code section 6330(c)(3)(C) creates the so-called “balancing test.” The law 
states that the IRS must determine whether any proposed collection action balances the need for 
the efficient collection of taxes with the legitimate concern of the person that any collection ac-
tion be no more intrusive than necessary.  

 
While it is true that the IRS wants the tax now, if you qualify for an installment agreement or some 

other relief, the agency must provide that relief. In deciding the issue, the SO must address your facts and 
show that the balancing test was performed. Failure to properly conduct this balancing test is grounds for 



Chapter 5 – Damage Control: How to Stabilize Collection 

68 

challenging the SO’s determination, as discussed below. See Living Care Alternatives of Utica v. United 
States, 411 F.3d 621 (6th Cir. 2005)  
 
Judicial Review of CDP Decisions 
CDP decisions are reviewable by the Tax Court. Under code section 6330(d), you have thirty days from 
the date of the Notice of Determination in which to file an appeal with the Tax Court. This gives you an-
other level of appeal. Once a case is started in the Tax Court, the IRS’s attorneys get involved. This gives 
you the opportunity to work out a solution to the case. For more details on filing a Tax Court petition and 
the CDP judicial appeal, please see my book, Taxpayers’ Defense Manual.  

Please note that the right to a Tax Court appeal is available only if you file a timely CDP request. If 
you fail to file the request on time, the IRS instead gives you an Equivalent Hearing. The determination in 
an Equivalent Hearing is not appealable. This is why your very best leverage in negotiating with the IRS 
comes through the CDP process. The IRS knows you have judicial appeal rights in this process, and is 
therefore more inclined to pay attention to the facts of your case and the applicable law.   
 
An Important Caveat Regarding CDP Appeals 
As discussed at length in Chapter 10, the IRS has just ten years from the date a tax is assessed in which to 
collect it. However, there are certain actions you can take that “toll” or stop the statute from running. 
These are called “tolling events.” You must understand that filing a timely Request for Collection Due 
Process Hearing (Form 12153) stops the running of the collection statute of limitations. This means that 
the IRS has more time to collect. The collection statute is tolled during the time the appeal is pending, 
including a Tax Court judicial appeal, plus ninety days. IRC §6330(e). 

This is why you must know when your statute of limitations expires. If you are already on the thresh-
old of the statute expiring, you should carefully consider whether it is wise to file a CDP request and 
thereby toll the statute. On the other hand, if the IRS has several years left on the ten-year statute, filing 
the CDP request will not likely have a negative impact. In any event, determine when the statute expires 
before taking any action that tolls it.  
 
Limitations on Certain Employment Tax CDP Appeals 
The Collection Due Process appeal greatly limits the otherwise broad power of the IRS to lien, levy and 
seize assets. But there is an important exception in CDP appeals involving employment taxes. Employ-
ment taxes include taxes withheld from the pay of workers by the employer. As explained earlier, these 
taxes are known as trust fund taxes. When an employer breaks that trust by not paying the taxes on time, 
the IRS usually moves quickly with all collection tools available.  

Unlike income taxes, trust taxes are assessed on a quarterly basis. That is, companies with employees 
must file employment tax returns four times per year and must make deposits of trust taxes regularly, as 
often as weekly, depending upon gross payroll. It is not unusual for employment tax liabilities to encom-
pass multiple periods over several years. Because of this, the IRS may have to send several Final Notices 
(Letter 1058 or LT11) before enforcing collection as to each period. And with each Final Notice, the law 
allows a separate CDP hearing.  

I have seen businesses delinquent on trust taxes for as many as twenty quarters, or five years, and in 
rare cases, even more than that. In such cases, the business may have received several Final Notices. For 
example, the first Final Notice may cover just four quarters. Another notice may cover the next four quar-
ters, and so on. The only rule is that one Final Notice must be issued to the business for each delinquent 
period or the IRS may not enforce collection as to that period.  

Because of this, a business might use multiple CDP appeals to stop collection even while the business 
continues to amass further employment tax debts. In that situation, the law allows the IRS to continue to 
collect where the agency has served a “disqualified employment tax levy” (DETL). This means that with 
respect to certain levies issued only in employment tax cases, the IRS may continue to enforce collection 
despite the CDP appeal. The levy must meet the statutory definition a DETL, which is very precise.  
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What is a Disqualified Employment Tax Levy? 
A disqualified employment tax levy is defined in code section 6330(h). A DETL has the following three 
attributes:  

a. A levy issued to collect employment taxes,  
b. The levy is for taxes owed by a business (or a predecessor of that business) that previously re-

quested a CDP hearing, and  
c. The prior CDP request involved employment taxes that arose in the two-year period before the 

period for which the levy is served. 
 
It is important to understand that the law does not eliminate the collection stay in every employment 

tax CDP appeal. Rather, it focuses only on cases where a prior CDP hearing was requested by the same 
delinquent business. With that understanding, let us consider more carefully the elements of DETL.  

First, there must have been a prior, timely CDP request. Any CDP request submitted outside the thir-
ty-day window is treated as an Equivalent Hearing, and thus, is not a prior request for purposes of section 
6330(h). On the other hand, when a proper CDP request is made in a timely manner, such request does 
form the basis for a DETL, even if the business later withdraws the CDP request and no hearing is actual-
ly held. The reason is that collection is stayed upon filing a timely request and remains stayed until the 
request is withdrawn or otherwise disposed of.  

Second, the prior CDP request must involve employment taxes. Thus, a prior CDP request that had 
only to do with, say, income taxes, does not trigger the DETL limitations.  

The third element is that the prior CDP request must involve employment taxes that arose during the 
two years prior to the beginning of the tax period to which the current Final Notice applies. The two-year 
lookback period applies to the tax itself, not the date of filing a prior CDP request. Suppose the current 
levy is for employment taxes for the first quarter of 2008. That period begins January 1, 2008. Given this, 
the two-year look back period is from January 1, 2006 to December 31, 2007. Any levy for the first quar-
ter 2008 is a DETL if a prior CDP request was filed regarding any of the eight quarters during 2006 and 
2007.  

Here are some examples of how this is calculated.  
 
Example 1:  
 Business owes employment taxes for the fourth quarter 2005 (the period ended 12/31/2005) 
 Business filed a timely CDP request  
 Business accumulates additional employment taxes for the quarter ended 6/30/2006 
 The latter liability constitutes a DETL because the business requested a hearing for a period with-

in the two years between April 1, 2004 and June 30, 2006  
 
Example 2:  
 Business owes for the first quarter 2006 (quarter ended 3/31/2006) 
 Business files a timely CDP request  
 Subsequently, IRS assesses additional employment taxes for the quarter ended 12/31/2005 (which 

period begins 10/1/2005)  
 Business requests a second CDP hearing 
 The additional liability does not constitute a DETL because the prior hearing was requested for 

the period ended 3/31/2006, which is outside the two years between October 1, 2003 and October 
1, 2005 

 
What constitutes “predecessor business?” The phrase “predecessor business” means a new company 

that has the same ownership, control and assets of a prior business. For example, suppose Corporation A 
goes out of business owing substantial employment taxes. Corporation B is formed on its heels. Corpora-
tion B is owned or controlled by the same officers or employees as Corporation A. Corporation B is in 
essentially the same business with assets and customers acquired from Corporation A. Corporation B is 
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considered a “predecessor business” to Corporation A. As such, any CDP request filed by Corporation A 
will be taken into account in collecting against Corporation B, if it becomes delinquent.  
 
A Post-Levy CDP Appeal Request 
It is important to understand that the above rules do not deprive a business of a CDP hearing. It is just that 
enforced collection may continue during the appeal. The IRS explains the DETL process in Letter 
1058(D). Letter 1058(D) is substantially similar to Letter 1058 (Exhibit 4-5). The IRS must mail Letter 
1058(D) within ten days of issuing a DETL. At that point, you have thirty days from the date of that letter 
in which to file a CDP request. Please note that all the other CDP rules apply to the DETL, with the sole 
exception that collection may continue during the appeal.  

When you file a timely CDP request, your right to Tax Court review of the Appeals Office determina-
tion is preserved. The Tax Court has jurisdiction to determine whether the IRS may continue to collect 
during the appeals process.  

Before submitting a CDP request for employment taxes, be careful to determine whether a prior CDP 
request was submitted within the look back period. If so, you must know that the IRS may continue to 
enforce collection despite the appeal. But that alone should not deter the CDP request.  

 
Negotiating with the IRS When You Have No CDP Rights  
I regularly deal with people who, for one reason or another, have lost their CDP rights. Perhaps they nev-
er replied to the Final Notice, or they did not reply correctly or on time. In any event, you can still negoti-
ate with the IRS. While you have lost leverage by not filing a timely CDP request, you may nevertheless 
attempt to win an installment agreement or uncollectible status either by dealing with Automated Collec-
tion (ACS) or with a revenue officer.  

The best way to start the process is with Form 9465, Installment Agreement Request. This form effec-
tively stops collection because of the mandatory collection freeze that goes into effect when it is filed. 
Under code section 6331(k)(2), there are four specific circumstances under which enforced collection is 
frozen in connection with an installment agreement. They are listed here.   

1. During the period a request for an installment agreement is pending. Any request for an in-
stallment agreement is effective to stay collection, even a verbal request made over the phone to 
ACS. I discuss this further in Chapter 10. When the IRS processes the request, whether verbal or 
through Form 9465, the agency cannot enforce collection until the application is disposed of. 

2. If the request for installment agreement is rejected, the stay continues in effect for thirty days 
after the date of the letter informing you of the rejection. During that period, you have the right to 
file a protest letter asking for an appeal. If your protest letter is filed in time, collection remains 
frozen during the appeal. I discuss the appeals process later in this chapter.  

3. If you come to terms with the IRS on an installment agreement and the agreement is formal-
ized, the IRS cannot enforce collection as long as the agreement remains in effect. The agreement 
is formalized with Form 433-D, Installment Agreement.  

4.  If the IRS terminates an existing installment agreement, you have thirty days from the date of 
the termination notice in which to file an appeal. If you appeal on time, collection remains frozen 
during the appeal.  

 
As long as a collection freeze is in effect for one of the reasons expressed above, the IRS cannot en-

force collection.  
The Installment Agreement Request (Form 9465) can be utilized in a number of ways. It can be sub-

mitted to ACS in response to collection notices. Using it at this early stage often prevents the case from 
going further down the collection path until you can develop a comprehensive strategy for solving the 
problem. You can also submit the request directly to a revenue officer should you be contacted personal-
ly. This helps to stabilize enforcement action. You can also submit the form with your tax return in the 
first instance. If you know you cannot pay at the time you file your return, this strategy can avoid poten-
tial levies and seizures. 
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In addition to submitting Form 9465, include a letter explaining the following points: 1) you do not 
have sufficient income or assets to pay the tax in full, 2) you have no creditors who can be put off, thus 
allowing you to pay in a short time, and 3) your necessary monthly living expenses make it impossible to 
pay more than you suggest. Include a simple worksheet of your income and expenses to show that the 
proposed payment is reasonable. If seeking uncollectible status, show that monthly expenses meet or ex-
ceed income. I discuss this more later in this chapter and in Chapter 11.  

The IRS will generally respond to your request by asking for financial information. I discuss the pro-
cess of providing that information later in this chapter. 

 
An Important Caveat Regarding Installment Agreement Applications and Appeals 
Because of the collection hold that goes into effect when submitting a request for installment agreement, 
the act is considered a tolling event. That means the collection statute stops running while the application 
is pending. In fact, section 6331(k) identities three circumstances in which the collection statute is tolled 
during installment agreement negotiations. They are listed here.  

1. During the period a request for an installment agreement is pending. The period begins with 
the date the IRS accepts any installment agreement request for processing, whether the request is 
made verbally, or in writing using Form 9465 (or even a simple letter). The tolling ends with the 
date of disposition. See Chapter 10 for more details.  

2. If the request is rejected, tolling continues for thirty days after the date of the IRS’s letter so 
informing you. If you appeal the determination within that thirty days, tolling continues while the 
appeal is pending. 

3. If the IRS terminates your agreement, tolling continues for thirty days after the date of the let-
ter so informing you. If you appeal the determination within that thirty days, tolling continues 
while the appeal is pending.  

   
It is important to note that no tolling occurs while the agreement is in effect. Thus, when you come to 

terms on an installment agreement, the collection statute begins running and ticks all the while the agree-
ment is in effect. In some cases, installment agreements can last for years. In that case, the collection stat-
ute runs the entire time. 

 
Should I Call Automated Collection? 
If you know that you have no CDP rights because you received both a Final Notice and Lien Letter (re-
member, you have CDP rights as to each IRS action), and did not respond to either one within the re-
quired time, it is sometimes beneficial to call ACS to win either an installment agreement or uncollectible 
status. Since 2008, when former IRS Commissioner Shulman put into effect the so-called “Fresh Start” 
initiatives to help delinquent citizens, ACS tends to be more helpful in setting up installment agreements 
and granting uncollectible status than in the past.  

There are a number of things to keep in mind if you intend to call ACS to stop collection action. I ad-
dress them here.  

1. Have your financial information organized. Be prepared to give your income and expense in-
formation over the phone. Thus, you need to be organized before you make the call. As explained 
more thoroughly below, you will need information on all your monthly income and living ex-
penses organized by category. The categories are set forth on page 4 of Form 433-A, which I dis-
cuss later.  

2. Have supporting documents available. The IRS will want proof of certain items of income and 
expenses. Expect them to ask for bank statements for the past three months, year-to-date earnings 
statements, and proof of payment of monthly living expenses, such as your mortgage payment, 
medical insurance, car payments, etc.  

3. Make a checklist of the points to present in your discussion. In addition to presenting specific 
financial information, you need to argue that:  



Chapter 5 – Damage Control: How to Stabilize Collection 

72 

  a. You do not have sufficient funds available to pay in a lump sum,  
  b. You do not have sufficient equity in assets that can be liquidated to pay in full,  
  c.  You have no creditors to whom payments can be stalled enabling you to pay in full with-

in a very short period of time, and  
  d. Monthly income and expenses necessary to meet the health and welfare needs of your 

family (food, clothing and shelter and the support of dependents) are such that you can 
make monthly payments of just X dollars, or no payment at all. 

 

4. Give yourself time. You might sit on hold for up to one hour before even getting to speak with an 
ACS representative. Once you get through, it can take another hour to go through all the infor-
mation needed to evaluate your situation.  

5. Call from a location where you have a dedicated fax line available. This is very important if you 
want to stabilize collection with just one phone call. When the ACS rep asks for, say, proof of 
year-to-date earnings and bank statements, you can fax them while you are on the phone. That 
way, you do not have to call back at some later time (after the documents are mailed, say) and 
start the process all over again.  

6. Be specific about what you are asking for. Ask specifically for a determination that you are un-
collectible (see Chapter 11 for more details) or for an installment agreement of X dollars per 
month. Keep in mind that the philosophy of ACS is to get the money. As such, you may deal with 
a belligerent, uncooperative or even outright nasty IRS rep. Stick to your guns and push for the 
relief you seek. 

7. Always be polite and professional, but firm and direct. This is especially important if you are 
dealing with a belligerent or nasty agent. In some cases, when I encounter such a person, I polite-
ly end the call by saying, “Oh, look at the time! Gotta go.” Then I call back a half hour later. It is 
guaranteed that you will get another person.  

8. If you cannot accomplish your goal, ask to speak with a manager. Say, for example, that your 
financial information supports an installment payment of $200 per month, but the ACS rep insists 
on $600 per month. Ask to speak with a manager. The rep will not pass the phone to a manager. 
Instead, this is a callback situation, and it usually takes about forty-eight hours. That means you 
must leave your phone number and the best hours to reach you. Have your financial information 
with you at all times in anticipation of the call.  

9. If you cannot come to terms with the ACS, you have the right to appeal the denial of an in-
stallment agreement, as I stated earlier. While your case is on appeal, the IRS cannot take levy 
action. I discuss the appeal process later.  

10. Whenever you have a phone conversation with anybody from the IRS, keep careful notes of 
your discussion. Include the date, the phone number you called, the name and identification 
number of the person you spoke with (they will offer this information so write it down). Also, as 
thoroughly as possible, make an “I said—He said” memo. You might need this information later.  
 If your call is successful, you will avert enforced collection action, and you will have stabi-
lized the collection situation. You may then turn your attention to one or more of the amnesty 
programs discussed later in this book.    

 
Negotiating with a Revenue Officer  
Depending on the amount of tax owed, staffing considerations, and the workload of your local IRS office, 
you may be contacted personally by a revenue officer. This occurs after all initial billing notices are sent 
but prior to the issuance of the Final Notice. In many cases, revenue officers themselves issue the Final 
Notice, either by mailing it to your last known address, or by hand-delivering it to your home. If you re-
ceived a Final Notice more than six months prior, the RO may mail or hand-deliver Letter 3174 (Exhibit 
4-8) to re-start the collection process.  

A visit from an RO is often shocking, as was Deb’s experience. ROs do not generally announce the 
visit in advance. Further, IRS policy is to attempt to collect in full on the first visit. Therefore, expect the 
RO to demand immediate, full payment of the entire tax. If you respond simply that you cannot pay, the 
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RO asks when you can. Unless you take some affirmative action to direct the course of the conversation, 
expect the RO to merely make demands, issue potential levy threats, and push paperwork under your 
nose. 

Keep the following tips in mind for dealing with a surprise visit from an RO.  
1. Do not engage in substantive discussion about the case at that point. Politely explain that you 

are not prepared to discuss the case with him; that you recognize the need to get the situation re-
solved; and that you wish to discuss the matter with counsel. Ask him to leave all the paperwork 
he has for you along with this contact information.  

2.  Do not sign anything. He may ask you to sign forms or fill out a financial statement. Politely de-
cline to do either. Signing forms under these conditions is generally a serious mistake. For exam-
ple, a financial statement must be signed under the penalty of perjury. It is a felony to knowingly 
submit false information. Therefore, provide only absolutely correct and complete information. 
This cannot be done on the spot.   

3.  Be especially careful about not signing Form 900, Tax Collection Waiver. This form extends the 
collection statute of limitations. It is often falsely represented as the form you need to sign if “you 
need more time to pay” or to obtain an installment agreement. In reality, it gives the IRS more 
time to collect. See Chapter 10 for more details. Instead, reiterate that you wish to consult counsel 
first. You have the absolute right to counsel whenever dealing with the IRS. Code section 
7521(b)(2) provides that if a person clearly states to an IRS employee that he wishes to consult 
counsel, “such officer or employee shall suspend such interview regardless of whether the tax-
payer may have answered one or more questions.” 

4.  Do not refuse to pay. The last statement you want to make to an RO is that you will not pay the 
tax. If you do, he is likely to resort to the full arsenal of collection weapons as soon as possible. 
Therefore, it is critical to communicate your desire to cooperate and that you recognize your obli-
gation but need assistance in reaching amicable terms. Even if you believe you do not owe the 
tax, establish a reasonable working relationship before addressing the merits of the tax. Keep in 
mind, you generally have the right to challenge an assessment in some fashion and you have the 
right to make a claim for refund of taxes improperly paid or collected. See Chapter 5, Taxpayers’ 
Defense Manual, for more on the refund process. Other suggestions for challenging the underly-
ing assessment come later in this book. 

5.  Before ending the contact, make sure you know exactly what forms and documents the RO 
wants and the deadline for complying. If he leaves you with a Final Notice, you have thirty days 
to file a CDP request, regardless of what other demands he makes. Moreover, filing a CDP re-
quest on time removes jurisdiction from the RO to the Appeals Office, as explained above.  

 
The next step (assuming the case is not subject to a CDP appeal), is to meet the RO’s deadline and 

provide the information he asked for. This will involve discussions with the RO. Approach those discus-
sions just as I explained regarding dealing with ACS over the phone. See above, under the heading, 
Should I Call Automated Collection? 

Negotiations with an RO can be sensitive and stressful. However, if you recognize the purpose of the 
meeting and the goals of both parties, they do not have to be difficult. Citizens experience the most trou-
ble when they do not cooperate with the collection process. When you step forward and in essence do the 
RO’s job for him, you fare much better than if you attempt to dodge the process. This is true even if you 
believe you do not owe the tax. The merits of the liability may always be addressed after neutralizing 
threats of enforced collection. 

To do the revenue officer’s job for him, provide the required financial statement and supporting doc-
uments in a timely manner. Work in good faith to answer questions about your income and expenses. This 
is not to say that you should roll over to every demand regardless of whether it is reasonable or proper. 
You must walk a fine line between good faith cooperation and mindless capitulation. You may be sur-
prised to learn that when you stand up to unreasonable or improper demands, the RO often gains a meas-
ure of respect for you. That makes the job of handling his reasonable and legitimate requests that much 
easier. It also tells him that you are not an easy mark and cannot be run over.  
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How to Win an Installment Agreement  
What follows is a specific discussion of how to win an installment agreement. These rules and techniques 
apply equally whether you are negotiating with a revenue officer, dealing with ACS, or dealing with the 
Appeals Office in a CDP or other collection appeal.  
 
The Guaranteed Right to an Installment Agreement 
Code section 6159(c) sets forth the grounds under which the IRS “shall enter into an [installment] agree-
ment.” That is to say, you have a right to pay delinquent taxes over time if you qualify. Let us discuss the 
criteria.  

1. The taxpayer must be an “individual.” A corporation, partnership or other business entity is not 
guaranteed the right to an installment agreement. This does not mean these entities cannot obtain 
such an agreement. They can. However, it is a matter of discretion with the IRS.  

2. The citizen must “offer” the agreement. The IRS will not contact you and explain that it is 
bound to enter into an agreement. The offer is made using IRS Form 9465, Installment Agreement 
Request, or verbally over the phone, as explained above. You can also send a simple letter asking 
for an agreement. If you use a letter, you must state that you qualify for a guaranteed installment 
agreement by meeting the terms of the statute.  

3. Your debt cannot exceed $10,000, exclusive of penalties and interest. Be careful about deter-
mining how much tax you owe. Simply using the balance stated on billing notices is not likely 
accurate since notices include penalties and interest. To determine the precise amount of tax only, 
obtain an Individual Master File (IMF) transcript for all the years in question. This transcript 
gives you the breakdown of taxes, interest and penalties for each period.  

4. You must not have failed to file any return or failed to pay any tax on time during the past five 
years. If you are married, this applies also to your spouse.  

5. You must not have entered into an installment agreement for other back tax debts within the 
last five years. If you are married, this applies also to your spouse.  

6. The IRS must determine that you are unable to pay in full and you must submit the infor-
mation required to make this determination. You must prove that you cannot pay on time, or 
that full payment will cause financial hardship. Therefore, you must submit all financial infor-
mation necessary for the IRS to make that determination. This is done with Form 433-A (dis-
cussed later), and the required supporting documentation. Note, however, that the IRS does have 
“streamlined” procedures in some cases, which I discuss below.  

7. The agreement must provide for full payment of the entire liability within three years. This 
means that all the tax, interest and penalties must be paid in full within that time. However, as to 
penalties, see Chapter 9, where I discuss the cancellation of penalties.  

8. You must comply with all the provisions of the tax code while the agreement is in effect. That 
means you must file your tax returns and pay your taxes on time. This also means that you must 
make your estimated tax payments on time and in the correct amounts. If you have information 
reporting requirements, such as the duty to file Forms W-2 or 1099 for workers, those too must be 
filed on time.  

 
If you meet all these criteria, you are permitted an installment agreement as a matter of right. If you 

do not meet all the criteria (which, frankly, is the case with most people), do not panic. You nevertheless 
have the ability to enter into either a streamlined or a discretionary installment agreement. IRS policies 
instituted since 2008 under the “Fresh Start” program make this easier than in the past. Let me outline 
them here. 

 
Streamlined Agreements for Individuals 
If you owe $50,000 or less in tax, penalties and interest combined, and can full pay within seventy-two 
months or the time left on the collection statute (whichever is less), the IRS will enter into a streamlined 
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installment agreement. See IRM part 5.14.5.2(1). A streamlined agreement can be obtained without hav-
ing to provide detailed financial information. IRM part 5.14.5.1(1). This makes the process quite simple 
as the IRS just about rubberstamps your installment agreement application. You must agree to make the 
payment through direct debits from your bank account or through a payroll deduction agreement. The IRS 
will provide all the forms (which I discuss later) to execute either arrangement.  
 
Streamlined Agreements for Businesses 
Operating businesses that owe $25,000 or less may qualify for a streamlined agreement. Such an agree-
ment applies only to business income taxes, not employment taxes. I discuss installment agreements for 
employment taxes later. The tax must be paid within seventy-two months or the time left on the collection 
statute (whichever is less). If you do not qualify for a streamlined agreement, you may nevertheless obtain 
a discretionary agreement, as I discuss later.   

In all cases, penalties and interest continue to accrue until the tax is paid, and all required returns must 
be filed. Thus, it is imperative to get all delinquent returns filed as soon as possible. I discuss this later in 
this chapter.  

 
How to Establish the Installment Payment Amount 
If you do not qualify for a guaranteed or streamlined installment agreement, the question becomes, how 
much per month are you able to pay? That is answered based upon your financial condition—specifically, 
your income and expenses, assets and liabilities. The RO’s first job in such cases is to obtain a financial 
statement. Forms 433-A and 433-B are used for this purpose. 

Form 433-A is used for wage earners and self-employed persons functioning only as sole proprietors 
without any formal business structure (i.e., without a corporation or partnership, etc.). Pages 1 through 4 
of Form 433-A seek an accounting of personal income, expenses and assets, such as your home and auto. 
Pages 5 and 6 seek an accounting of business assets, income and expenses. Report only your personal 
information on pages 1 through 4 and sole proprietor information on pages 5 and 6. 

If your business operates under a formal structure such as a corporation, partnership, or LLC, or any 
other business organized under the laws of a state, the business’s financial information is presented on 
Form 433-B. If you are using both a Form 433-A and B, be careful not to duplicate entries from one form 
to the other.  

The purpose of a financial statement is two-fold and you must understand both. First, the IRS uses it 
to determine whether, in fact, you are unable to pay in full. If the statement reveals sufficient income and 
equity in assets from which to pay, negotiating a long-term installment agreement is very difficult. 

However, short-term arrangements are very common. A short-term agreement enables you to selec-
tively liquidate certain assets, adjust your living expenses, or otherwise make arrangements to raise funds. 
Of course, along with revealing your income and assets—and their locations—you provide the RO with 
possible levy sources, and that is the second purpose of the financial statement. However, this is an una-
voidable risk because unless you qualify for a streamlined agreement, you cannot win an installment 
agreement without providing a financial statement, and any financial statement must be true and correct to 
avoid the risk of prosecution for submitting a false document. 

Next, the RO analyzes your monthly income and expenses to determine the payment the IRS expects. 
You cannot simply declare, “I’ll pay you $100 per month” and expect the RO to accept it without ques-
tion. On the other hand, the IRS’s payment demands cannot be arbitrary. The payment must be based 
upon your gross monthly income, less all necessary living expenses, including current taxes, and any 
expenses necessary to earn income. The difference between monthly gross income and personal living 
expenses is defined as “disposable income.” Disposable income is the amount available to pay the tax. 

 
Determine Your Monthly Income 
The first step is to establish your gross monthly income. For wage earners, this is a simple matter. Year-
to-date earnings statements for yourself and your spouse show the total income paid to the most recent 
point in the year. Divide the total earnings by the number of months in the year to date, and that is your 
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average monthly gross income. This must include overtime pay and bonuses. You must also consider 
other income sources, such as Social Security or pension income, alimony payments, regular distributions 
from estates or trusts, etc. See Form 433-A, page 4, lines 20-34. 

Do not use past earnings if there has been a substantial change in your situation. For example, if you 
changed jobs and your new job pays less, or your wife quit her job, use only current earnings as gross 
monthly income.  

For self-employed persons who do not draw W-2 wage income, you must use your net business in-
come as your starting point. Net business income is your monthly gross income less all non-personal ex-
penses necessary to earn income. These include advertising, travel or mileage, rent, utilities, supplies, etc. 
Any expense that you would claim as a business expense deduction on your tax return is subtracted in 
reaching business net income. While certain expenses are fixed each month (such as rent), others vary 
from month to month (such as travel, supplies, advertising). That is why it is best to produce a year-to-
date Profit and Loss Statement. This is nothing more than a worksheet showing your total gross income to 
date, with a listing by category of all expenses.  

To determine your sole proprietorship net business income, subtract the year-to-date total of all nec-
essary business expenses from the year-to-date total of gross income. Divide that difference by the num-
ber of months in the year to date, and that is your average monthly gross income. For example, suppose it 
is June 15. Your total gross business income to that point is $21,780. Suppose your total business expens-
es to that point equal $14,500. Total net income through June 15 is $7,280. That is the money available to 
pay personal living expenses, since $14,500 paid only necessary business expenses. The average net 
monthly business income from January to June 15 is $1,324 (21,780 minus 14,500 divided by 5.5 
months). To this you would add any other sources of income, such as spousal wages, pension income, etc. 
See Form 433-A, page 6, Section 7. 
 
Determine Your Monthly Living Expenses 
Allowable monthly living expenses must be subtracted from gross monthly income to arrive at disposable 
income, which then is the installment payment amount. Start with all deductions from gross income for 
current taxes, including federal, state, Social Security, and federal Medicare taxes. Current taxes are your 
tax obligations for the current year only, not delinquent taxes. If you are self-employed, you must figure 
your federal and state estimated tax obligations as your current taxes. Also consider other mandatory de-
ductions, such as child support, alimony, union dues, etc. Any other payments required as a condition of 
your employment are deductible. 
 
Figuring Allowable Expenses 
Determining your allowable expenses can be tricky because the IRS may simply disallow certain of your 
expenditures. The result is to artificially increase your disposable income, thus increasing the amount of 
your payment. This is done without regard to the effect on other creditors or your lifestyle. The decision is 
imposed on the basis of the IRS’s National Standards (LS), Local Standards (LS) and Transportation 
Standards (TS) for allowable expenses, which I discuss now.  

First, understand what an “allowable expense” is. The IRM classifies allowable expenses into the fol-
lowing three categories. 

 
Allowable Living Expenses 
These expenses are allowed on a no-questions-asked basis. The amounts in this category are based on the 
IRS’s published NS, LS and TS tables, discussed below. The tables are updated periodically and are pub-
lished on the IRS’s website here:  
https://www.irs.gov/Businesses/Small-Businesses-&-Self-Employed/Collection-Financial-Standards. 

 
Other Necessary Expenses 
These are expenses beyond the NS, LS and TS tables. Such expenses must be “necessary.” A “necessary” 
expense is one which either: a) provides for the “health and welfare” of the taxpayer and his family, or b) 
is incurred for the “production of income.” IRM part 5.15.1.7. Health and welfare expenses include hous-
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ing, food, medical care, personal care items, clothing, utilities, transportation, childcare, insurance, pay-
ments for secured or legally perfected debts, etc. Expenses necessary to earn income include necessary 
travel, transportation, telephone, supplies, office expenses, etc. They can also include educational expens-
es when required by law or by your employer. 
 
Other Conditional Expenses 
This is an important category that the IRS almost always ignores in determining ability to pay. As such, 
your disposable income is pushed higher than is realistic under the circumstances. “Other Expenses” are 
defined as follows:  
 

“Other expenses may be Necessary or Conditional. Other Necessary expenses meet the 
necessary expense test and normally are allowed. The amount allowed must be reasona-
ble considering the taxpayer’s individual facts and circumstances. Other Conditional Ex-
penses may not meet the necessary expense test, but may be allowable based on the cir-
cumstances of an individual case.” (IRM part 5.15.1.10(1)) 

 
This IRM provision is critical because it requires the IRS to look at each person’s “individual facts 

and circumstances,” rather than cramming the often-restrictive NS, LS and TS tables down your throat. 
Based upon this IRM provision, you can often avoid having your disposable income, and thus your in-
stallment payment amount, artificially inflated.  

 
National Standards, Local Standards, Transportation Standards, and Medical Expense Standards 
To “standardize” the process of determining one’s ability to pay, the IRS uses fixed expense standards to 
limit allowable expenses. Let us discuss the four different standards for expenses. 

1. The National Standards (NS) include food, clothing, personal care items, and miscellaneous 
expenses. NS expenses vary depending upon your family size. See the tables on the IRS’s web-
site, cited above. These expenses are allowed on a “no questions asked” basis.  

2. The Local Standards (LS) cover housing and utilities. They include rent or mortgage payment, re-
al estate taxes, utilities, insurance and maintenance. The IRS has a fixed LS amount for each 
county in the nation. The agency applies the LS amount based upon your physical location and 
family size.  

3. Transportation Standards (TS) include the ownership costs for up to two vehicles (if married), 
and vehicle operating expenses. The operating expenses are fixed based upon your geographic 
location, as set forth in the tables on the IRS’s website. 

4. Out-of-pocket health care costs. The IRS allows actual expenses for medical insurance for your-
self and family plus all out-of-pocket costs that you document. The standard for medical expenses 
applies only to out-of-pocket medical costs, not the cost of insurance. However, the allowance for 
out-of-pocket medical works the opposite of other allowances. That is, you are allowed the stand-
ard amount or your actual expenses, whichever is greater. There is no logic for this reasoning, 
other than, perhaps, the IRS believes it is more important that you pay medical expenses than it is 
to maintain your home. As of this writing, the standard is $60 per month per person in the family 
for those under age 65, and $144 per month for persons 65 or older. 

 
In the case of LS and TS expenses, the IRS allows the standard amount or your actual expenses, 

whichever is less. For example, if your actual housing costs (mortgage payment, utilities, etc.) are $2,150 
per month, but the LS allowance for your family size and your county is $1,825, the IRS will simply dis-
allow the excess. The agency falsely claims (as presented below) that the standards alone determine the 
allowable amounts. You are expected to simply pay the excess to the IRS.  

 
Facing Down NS, LS and TS Allowances 
The IRS’s position universally is that NS, LS and TS allowances are carved in stone regardless of your 
actual expenses. However, this position is simply not supported by either the Internal Revenue Code or 
the Internal Revenue Manual. Code section 7122(d)(2) reads as follows:  
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“The guidelines [expense standards] shall provide that officers and employees of the In-
ternal Revenue Service shall determine, on the basis of the facts and circumstances of 
each taxpayer, whether the use of the schedules published under subparagraph (A) is ap-
propriate and shall not use the schedules to the extent such use would result in the tax-
payer not having adequate means to provide for basic living expenses.”  
(Emphasis added by author.)  

 
As you see, the law plainly states that the IRS is to consider the specific “facts and circumstances” of 

each taxpayer’s situation. This is impossible if the IRS blindly applies pre-determined standards based on 
a one-size-fits-all analysis.  

Moreover, IRM part 5.15.1.1(7) reads:  
 

“The standard amounts set forth in the national and local guidelines are designed to ac-
count for basic living expenses. In some cases, based on a taxpayer’s individual facts and 
circumstances, it will be appropriate to deviate from the standard amount when failure to 
do so will cause the taxpayer economic hardship (See IRM 5.15.1.1(8)). The taxpayer 
must provide reasonable substantiation of all expenses claimed that exceed the standard 
amount.” 

 
Clearly, the IRS has the authority to “deviate from the standard amount” when one’s individual cir-

cumstances dictate, and the taxpayer proves the expenses in excess of the standard. The IRM simply does 
not limit allowable expenses to the NS, LS and TS tables. Recall that IRM part 5.15.1.10(1) (quoted earli-
er) provides the definition of “Other Expenses,” explaining that they are allowed above the NS, LS and 
TS amounts, based upon the facts and circumstances of a particular taxpayer’s case. In fact, the IRM con-
tains a chart of “other expenses” allowable in excess of the NS, LS and TS amounts. The chart is found at 
IRM part 5.15.1.10(3). Among the items on the chart, we find the following:  

 Legal and accounting fees necessary to deal with the IRS or that are otherwise necessary to pro-
duce income 

 Charitable contributions necessary as a condition of employment or that somehow provide for the 
health and welfare of the family (for example, a minister is required to tithe as a condition of em-
ployment) 

 Child care expenses including baby-sitting, day care, preschool, etc., when they are reasonable 
and necessary for the production of income, i.e., parents need day care in order to work 

 Dependent care for the elderly, invalid or handicapped if there is no alternative to the taxpayer 
paying the expense 

 Court ordered payments such as alimony, child support, or other court-enforced payments  
 Dependent care for persons other than children, such as elderly, handicapped or invalid family 

members 
 Education expenses when required for a physically or mentally handicapped child or when re-

quired as a condition of employment; 
 Delinquent state and local taxes, but you must provide proof of the liability 
 Student loans for the taxpayer’s education if secured by the federal government 
 Secured or legally perfected debt, if it meets the “necessary expense” test. This is the key provi-

sion that allows for payment of housing costs in excess of the LS allowance, since a home mort-
gage is a legally perfected debt (see below for more details) 

 Life insurance if the payment is for a term policy 
 Unsecured debts for such things as credit cards and personal loans, but only minimum payments 

when it is shown that the payments are necessary for the health and welfare of the family or are 
necessary to produce income 

 Payment of unsecured loans, such as from friends, family or through credit cards, if the proceeds 
were used to pay federal taxes 
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The unfortunate reality is that too many IRS employees simply do not read their own manual. This is 
one reason why so many citizens run into a brick wall when trying to support expenses exceeding the 
standards. Be prepared to cite chapter and verse of the IRM to support the position that expenses in excess 
of the standards are allowed when they can be justified and shown to be reasonable. 

It is important to note that the NS, LS and TS standards do not apply to expenses necessary to pro-
duce income. The standards only apply to personal living expenses. Therefore, before completing Form 
433-A, carefully analyze all monthly expenses. Those that can fairly be said to constitute expenses neces-
sary to earn income should be so classified. To be allowed, they must be verified and reasonable.  

For example, a wage earner may have substantial unreimbursed employee business expenses. They 
might include business licenses, car expenses including tolls, parking, etc., office supplies, tools or 
equipment, education expenses, meals and entertainment and similar expenses. If you are self-employed, 
use page 6 of Form 433-A to show all business expenses. As explained above, only net business income 
is transferred to page 4 of Form 433-A as personal income. By classifying as many expenses—as truthful-
ly as possible—as expenses necessary to earn income, you minimize disputes over the NS, LS and TS 
amounts. 
 
Arguing for an Upward Deviation from the Housing Standards 
The starting point in winning an upward deviation from the housing allowance is to show that your home 
mortgage and utility costs are necessary, as opposed to a matter of convenience. A house payment is a 
basic living expense, especially when the house payment is for a modest home that meets only your fami-
ly’s basic needs—that is, the home is not opulent or extravagant, nor is the payment excessive under the 
circumstances.  

Recall that in the chart of “other expenses” in IRM part 5.15.1.10(3), we find that “secured or legally 
perfected debts” are allowable if the expense meets the necessary test. Without question, the loan on your 
house is a secured debt, and is necessary because it provides directly for housing, which undeniably aids 
the health and welfare of your family. As long as you substantiate that you are making the payment and 
that it is not extravagant, the expense must be allowed, regardless of the housing standards.  

Furthermore, failure to pay the mortgage leads to foreclosure on the home. That causes substantially 
more expenses, including the costs of relocating your family. But because of your tax debt and a potential 
foreclosure, you will not be able get a loan for a new home. You will have to rent. What will it cost to rent 
adequate living facilities in your area to provide for your family? Most likely, the cost exceeds what you 
currently pay to own your home. Beyond that, if you lose your home, you also lose the tax deductions for 
mortgage interest and real estate taxes. In that case, your current tax debt increases. The IRS must provide 
for the payment of your current taxes in figuring your ability to pay. That means that your monthly ex-
penses increase anyway because of the increased cost of paying for rental property. In short, it is not an 
advantage to the IRS to disallow your actual housing costs.  

 
Arguing for an Upward Deviation from the Transportation Allowance 
When figuring allowable transportation costs, the IRS allows two components of expenses. The first is 
vehicle “ownership costs.” This is the purchase or lease payment, capped as of this writing at $517 per 
month. The second component is “operating costs.” These costs include maintenance, repairs, insurance, 
fuel, registrations, licenses, inspections, parking and tolls. The allowance for operating expenses varies 
depending upon where you live. The allowance ranges from about $200 per month on the low side to 
about $350 on the high side. The IRS allows expenses for up to two vehicles if you are married. 

For a complete list of all the specific cities and the allowance amounts, go to: https://www.irs.gov/ 
Businesses/Small-Businesses-&-Self-Employed/Local-Standards-Transportation 

The TS allowances are largely unrealistic given today’s fuel, insurance and maintenance costs. It is 
not uncommon for people to spend $200 to $300 per month just on fuel, depending on their daily com-
mute. I had a client who spent nearly $600 per month on fuel costs because of his commute. In addition to 
gas, you must also consider insurance, licenses, maintenance, tolls, etc. There is simply no way the typical 
person can cover all the necessary costs of vehicle operation within the allowance provided by the IRS.  
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Additional Costs for an Older Vehicle 
In many cases, people own older vehicles, and those vehicles are often paid for. In that case, the IRS as-
serts that because you have no monthly payment, you have no ownership costs. Thus, they disallow any 
claimed ownership costs, including the standard allowance, and allow only the operating expenses.  

Of course, just because you make no payment on a vehicle does not mean you have no ownership 
costs. The fact is, the older the vehicle, the more likely it is that you incur substantial maintenance costs to 
keep that vehicle running. Citizens must be allowed to claim their vehicle maintenance costs in addition 
to their normal operating costs. The IRM recognizes this truth. IRM part 5.8.5.22.3(6), Transportation 
Expenses, reads as follows:  

In situations where the taxpayer has a vehicle that is currently over six years old or has reported mile-
age of 75,000 miles or more, an additional monthly operating expense of $200 will generally be allowed 
per vehicle, (up to two vehicles). 

Thus, you are entitled to an additional $200 per month in vehicle operating expenses, whether or not 
the car is paid off, to cover maintenance costs.  
 
Proving Your Actual Expenses 
To have any hope of persuading the IRS to allow an upward deviation from the standards, you must prove 
your actual expenses. With respect to the housing expense, provide records to show:  

 The mortgage payment,  
 Real estate taxes,  
 Insurance,  
 All utility charges, 
 Repairs and maintenance fees, and  
 Association fees, if applicable.  

 
 With respect to transportation expenses, provide documents to support the following items:  

 The payment, 
 Fuel,  
 Insurance,  
 Repairs and maintenance,  
 Driver and vehicle licenses, and  
 Parking and tolls.  
 
Often, expenses for repairs and maintenance are not consistent. For that reason, you need to take a 

wide enough measure to get a reasonably accurate average. For example, you might have to look back as 
many as six to twelve months to get a true picture of your housing and auto repair costs. This is especially 
true in the case of insurance, which you likely pay once every six months, and in the case of driver and 
vehicle licenses, which you renew annually.  

 
Forcing the Issue on an Upward Deviation 
Despite the plain language of the statute and the IRM, the agency flatly refuses to grant upward deviations 
from fixed expense standards in all but rare cases. Why? Most people do not understand the law and most 
people do not know how to force the issue. Here are a couple of ways to do just that.  
 
Installment Agreement and Uncollectible Status Negotiations 
The IRS’s actions of rejecting an installment agreement or an uncollectible status proposal, or in revoking 
an existing installment agreement, are appealable. If the IRS refuses to be reasonable, you should file a 
protest letter (discussed later) within thirty days of the agency’s determination letter. With your case be-
fore the Appeals Office, you are more likely to deal with a reasonable person who understands the law.  
 
 



Chapter 5 – Damage Control: How to Stabilize Collection 

81 

Collection Due Process Appeals 
As discussed early in this chapter, filing a Request for Collection Due Process Hearing (Form 12153) 
kicks the case into the Appeals Office where you have the right to present “collection alternatives.” The 
advantage with CDP appeals is that you have a further appeal to the United States Tax Court if you can-
not come to terms with the Appeals Office. If the IRS rejects the plain language of the law, regulations or 
its manual provisions in the Appeals process, the Tax Court will overturn the IRS’s determination.  

The “one-year” rule. If you are paying excessive necessary or conditional expenses, the so-called 
“one-year” comes into play. IRM part 5.14.1.4.1(2) provides: 

 
“One-Year Rule: Taxpayers who cannot full pay their accounts within six years may be 
given up to one year to modify or eliminate excessive necessary expenses. By modifying 
or eliminating some conditional expenses, a taxpayer may be able to full pay the liability 
plus accruals within the six-year limit. This would enable a taxpayer to retain some con-
ditional expenses.” 

 

Under this rule, your installment agreement begins at a lesser amount than may otherwise be required, 
and then escalates after one year. Suppose your allowable expenses dictate that you should pay $1,000 per 
month. However, your actual expenses are such that you believe $500 is reasonable. In that case, the 
agreement can start at $500, and then escalate to $1,000 after one year. This gives you time to make ad-
justments to expenses without having the higher payment thrust upon you immediately. 

  
Formalizing the Installment Agreement 
It is within this broad framework that you negotiate to determine the amount of your monthly payment. 
After reaching an agreement, the details are reduced to writing on IRS Form 433-D, Installment Agree-
ment. See Exhibit 5-1. Please carefully read the terms of the agreement on page 2 of Exhibit 5-1. 
 
Recognize the RO’s Job 
In these negotiations, never lose sight of the fact that the RO’s job is to get the money! Everything he says 
and does revolves around that general goal. These are the steps he might take to reach that goal.  

1. Obtaining information on all possible sources of levy, including the location and value of assets, 
bank accounts, etc. The financial statement serves this purpose.  

2.  Asking for a signed Form 900, Tax Collection Waiver, if the financial statement indicates that 
immediate or short-term collection is not possible. 

3.  Filing a Notice of Federal Income Tax Lien in the county where you live. This protects the IRS’s 
interest in your assets and may legally “secure” its claim.  

4.  After analyzing the financial statement, expect the RO to seek liquidation of assets in which there 
is sufficient equity to generate positive revenue. If, for example, you own a lake home and would 
realize substantial revenue by selling it, the RO wants it sold. He may threaten to seize the asset if 
you do not sell willingly.   

5.  The RO also wants you to explore the possibility of obtaining a loan by refinancing property. Be 
careful, however, not to use credit cards as a means of raising cash for partial payments. That 
merely increases your monthly expenses without eliminating the collection problem.   

 
Before finalizing any agreement, the RO submits it to his immediate supervisor for approval. You 

may be forced back to the table. On the other hand, you have the right to appeal to that supervisor (and to 
the Office of Appeals) if you cannot agree with the RO, as discussed next.  
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Exhibit 5-1 – IRS Form 433-D, Installment Agreement 
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How to Appeal an Installment Agreement Rejection or Termination  
One of the problems with an installment agreement is that even when it is signed and sealed, it is never a 
true “final agreement” in the sense of a contract. The reason is that the IRS has the power to review your 
financial situation periodically to determine whether the agreement should be “altered, modified or termi-
nated.” See IRC §6159. You must provide updated information when asked, and the IRS can alter your 
agreement based upon your current situation. If you do not go along with the new terms, the agency simp-
ly pulls the plug on the agreement. Likewise if you miss a payment, incur new liabilities, or somehow fail 
to meet the terms of the agreement, the IRS can terminate the agreement. 
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If the IRS rejects your application for an installment agreement, or alters or terminates an accepted in-
stallment agreement, it must send a written notice to that effect. The form letter the agency generally uses 
is Notice CP523 or a similar letter. See Exhibit 5-2. It explains that the IRS intends to “terminate your 
installment agreement thirty days from the date of this notice.” The notice also states that after thirty days, 
the agency can enforce collection.  

 
Exhibit 5-2 – IRS Notice CP523 
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The thirty-day window gives you the time needed to appeal the determination, and the IRS cannot 
collect while the appeal is pending. Your written protest letter must contain the following elements:  

1.  Your name, address and Social Security number, 
2.  A statement that you want to appeal the decision to reject or terminate your installment agree-

ment,  
3.  The date of Notice CP523 or similar letter and copy thereof,  
4.  The tax periods in question,  
5.  The statement that you disagree with the decision to reject or terminate your agreement,  
6.  A statement of the facts supporting the reasons you disagree with the decision,  
7.  A statement saying that the Internal Revenue Code allows you to enter into an installment agree-

ment when you do not have the income and assets to pay the tax in full, and 
8.  A declaration under penalty of perjury that your statement of facts is true and correct. Do this by 

adding the following statement to your letter, just above your signature:  
 

“I declare under penalty of perjury that the facts presented in this protest letter are, to 
the best of my knowledge, true and correct.” 

 
Mail your protest letter using certified mail with return receipt requested, to the address shown on the 

Notice CP523 or similar letter. Include a copy of the notice or letter. Keep a copy of everything you send.  
Soon, your case will land in the IRS’s Office of Appeals. An appeals officer will contact you and ask for 
updated financial information. You must provide the information using Forms 433-A and, if applicable, 
B. You will be given a deadline by which to submit the information and supporting documents. A date 
will be set for an Appeals conference, which will likely be a phone conference very similar to the CDP 
hearing described above. Since you have the burden to prove that you are entitled to an installment 
agreement, you must provide all the information and arguments to support your position. 

  
Life Under an Installment Agreement  
Once in place, the installment agreement remains in force throughout its duration unless, a) you provided 
incorrect or incomplete information while negotiating the agreement, or asked for updated information, b) 
you fail to carry out all its terms or, c) collection of the tax is in jeopardy. A tax is in jeopardy when the 
citizen takes steps to dispose of or conceal assets, or is preparing to flee the jurisdiction of the IRS. Such a 
situation is very rare. 

Installment payments can operate automatically through the cooperation of either your employer or 
your bank. Expect the RO to push for either of these automated programs. Under a Payroll Deduction 
Agreement, Form 2159, your employer mails the payment to the IRS at the time of issuing your paycheck. 
Under a Direct Debit Installment Agreement, your payment is debited directly from your bank account 
each month on the agreed upon date. A Direct Debit Installment Agreement is set up by providing your 
bank account information to the IRS on Form 433-D. See Exhibit 5-1. 

 
What to Expect while the Agreement is in Effect 
Throughout the duration of the agreement, expect the following:   

1. Installment agreements are generally short-term propositions. The IRS is not a bank and unless 
you qualify for a guaranteed installment agreement, the agency does not routinely enter into 
fixed, long-term agreements. This does not mean, however, that you must pay substantial debts in 
just a few months. Rather, the IRS establishes a series of short-term agreements. For example, if 
you agree to a $100 per month installment agreement, the IRS reviews the agreement periodically 
to determine whether it should be modified. Modifications are based upon any substantial chang-
es in your ability to pay. Should your income rise or your fixed expenses diminish, expect the 
payment to increase.  

2.  If the liability cannot be satisfied within the time left on the collection statute, the RO may de-
mand that you sign a Form 900, Tax Collection Waiver, which extends the statute. However, the 
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IRS cannot obtain a Form 900 waiver unless it is signed by you in connection with an installment 
agreement. In any event, you must be careful if the IRS seeks such a Waiver. The implications are 
profound. See Chapter 10 for more details. 

3.  You must be current and remain current with all tax obligations. The IRS will not enter into an 
agreement or permit an agreement to continue if you incur other outstanding tax liabilities or de-
linquent returns. Further, once an agreement is finalized, it is considered in default if subsequent 
returns are unfiled or taxes are not paid on time, including any legitimate extensions. See Chapter 
8 for details on how to get and stay current. Because of the special problems presented to the non-
filer, they are treated later in this chapter. See the discussion under the heading, The Tax Delin-
quency Investigation.  

4.  The agency routinely requests updated financial statements, though the timing of such requests is 
inconsistent. The information is used to determine whether to alter the terms of the agreement. If 
income rises or expenses decrease, expect the IRS to increase the payment. On the other hand, 
you may use the same review process to reduce your payment if your income decreases or ex-
penses escalate. I discuss this further below, under the heading, Renegotiating Your Agreement.  

5.  The very least you can expect once the agreement is formalized is to make the payment! You 
cannot expect the IRS to keep the installment agreement in force if you do not meet the payment 
terms. The IRS monitors your performance. If you miss payments, notice CP523 (Exhibit 5-2) 
will be mailed. You thus run the risk of reigniting enforced collection.  

 
A Caveat: Installment agreements generally are not considered the final solution to most collection 

problems. Even in the best case, the problem is not solved until the tax is paid in full. And since penalties 
and interest continue to run, and since the agreements are subject to review, the problem is not solved 
simply because an agreement is in effect. Therefore, the installment agreement is a mere stepping-stone—
albeit an important and necessary one—on the path to the financial Promised Land. It is an important tool 
for stabilizing an otherwise volatile collection situation, but should be used in conjunction with other 
techniques that more fully address your problem.  

 
When the IRS Alters or Modifies Your Agreement 
Code section 6159 gives the IRS the authority to alter or modify your installment agreement any time a 
substantial change occurs in your financial condition. The IRS must notify you of any such decision. 
They use Notice CP523 (Exhibit 5-2) to communicate that decision. You have thirty days from the date of 
the CP523 in which to appeal the decision. An appeal is carried out by filing a written Protest Letter. I 
discussed this at length above, under the heading, How to Appeal an Installment Agreement Rejection or 
Termination.  

Under section 6159(b), the IRS has limited reasons why it may alter, modify or terminate an agree-
ment. They are:  

1. You provided inaccurate or incomplete information prior to entering into the agreement,  
2. The IRS believes collection of the tax is in jeopardy, 
3. The IRS believes your financial condition has significantly changed, 
4. You failed to pay an installment on time, 
5. You failed to pay another tax liability on time, or 
6. You failed to provide a financial condition update as requested. 
 
Be prepared to document the fact that you continue to meet the terms of the agreement as established. 

You must prove that none of the above six reasons applies in your case. 
 

Renegotiating Your Agreement 
If you can no longer afford to make the payments, or if the payments were too much to begin with, you 
have the right to re-negotiate your agreement. Treasury Regulation section 301.6159-1(e)(3) provides the 
procedure for seeking a modification to an existing installment agreement. The request for modification 
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must be in writing. You must send it certified mail to the IRS office where you send your payment. If you 
set up your IA through a revenue officer, send your request directly to the RO, and include the infor-
mation shown here. 

1. A detailed explanation of the change in circumstances. This could be either a decrease in your 
income or an increase in necessary living expenses, or both. Whatever the case, be specific and 
provide proof.  

2. A current financial statement, Form 433-A and B (if necessary). Also provide the supporting 
documents (bank statements, pay stubs, etc.). Make sure your information provides specifics as to 
the decreased income or increased living expenses. Provide copies of all receipts and canceled 
checks that support the expenses.  

3. If your circumstances are such that you cannot make any payment, specifically ask for uncol-
lectible status. See Chapter 11. This freezes the collection account so that no payment is re-
quired.  

 
Be prepared to submit additional information if requested, even if you already sent it. You cannot ex-

pect the IRS to rule in your favor if you withhold information. Be sure to provide what they ask for as 
quickly as possible. Do not forget that the burden of proof is on you and you cannot over-prove your case.  

One effective way to renegotiate an installment agreement you can no longer afford is to simply stop 
making the payments. When you stop making payments, the IRS considers that you defaulted on your 
agreement. The agency then issues Notice CP523. As stated above, you have thirty days from the date of 
the notice in which to file a protest letter seeking an appeal. By getting your case before the Appeals Of-
fice, you have the opportunity to re-negotiate your agreement without the risk of levy action.  

 
The Tax Lien  
A natural outgrowth of an installment agreement is a tax lien. The lien secures the government’s interest 
in your property. The tax lien is the one element of enforced collection over which we have the least con-
trol. The lien generally issues from ACS long before other signs of enforced collection manifest them-
selves. If not issued by the time an RO is assigned to the case, its filing is usually his first order of busi-
ness, often before making direct contact with you. Keep in mind, however, that tax liens are subject to 
Collection Due Process Appeal rights to the same extent as a Final Notice. See Chapter 4 for details. 
Chapter 6 discusses several options for dealing with liens.  

 
The Tax Delinquency Investigation (TDI)  
Revenue Officers are often more intimidating when dealing with non-filers than when dealing with mere 
payment delinquencies. Therefore, I afford special attention to that problem here. 

A Tax Delinquency Investigation (TDI) begins as outlined in Chapter 4, under the heading, What to 
Expect From Enforced Tax Collection. You avoid a potential TDI if you file delinquent tax returns before 
being contacted by the IRS. How to step forward to file delinquent returns is the subject of Chapter 8. 

Upon filing the late returns, the IRS processes them like any other. If you are able to pay the tax, nat-
urally do so at the time of filing. Then, expect a bill for interest and penalties. Methods for dealing with 
penalty assessments are discussed in Chapter 9. If you cannot pay the tax at the time of filing, or if you 
cannot pay subsequent interest and penalties, be prepared for contact from ACS. Handle ACS as outlined 
above. Your goal is to negotiate an installment agreement or obtain uncollectible status.   

If you file delinquent returns before the IRS instigates a TDI, you will not be saddled with unreasona-
ble filing demands either by a revenue officer or a tax auditor. Once the IRS establishes a TDI, it hands 
the case either to Exam or Collection to secure the returns. When the case finds its way to an RO, the Tax 
Delinquency Investigation becomes a Tax Delinquency Account (TDA). At that point, the RO’s job is 
both to secure the missing returns and collect the taxes. 

A lesson learned in Deb’s case is that revenue officers are not necessarily friendly. They often go to 
great lengths to intimidate taxpayers. Rather than offering a feasible way to solve the problem, they regu-
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larly present demands that render compliance virtually impossible. It is almost as though their primary 
objective is not to secure compliance, but rather, to make life as miserable as possible for you. No doubt 
you were left with a horrible taste in your mouth after our discussion of Deb’s bout with her revenue of-
ficer. Eventually, however, Deb’s maneuvers won a reasonable amount of time to comply without further 
harassment from the RO.  

Before we examine those maneuvers, let us understand the two possible approaches used by a reve-
nue officer in a non-filer case. As it happened, both approaches were used in Deb’s situation. First, the 
RO demanded she file tax returns for numerous prior years “within thirty days.” When Deb made it clear 
that she could not comply with such a request, the RO issued a collection summons demanding records 
from which to prepare the returns. When Deb could not produce the records with sufficient speed, the RO 
huffed and puffed, then threatened to blow the house down. Let us discuss how to handle both demands.  
 
“File the Returns within Thirty Days” 
At the first contact by a revenue officer working a TDA, she demands the filing of returns. Expect to be 
lectured on the fact that your returns are years late and you had plenty of time to prepare them. Some 
revenue officers may be willing to extend a reasonable amount of time to do the job. Others, however, 
like Deb’s RO, may be entirely unrealistic.  

The key to winning time to file is to show a willingness to cooperate. Make it perfectly clear that you 
understand your obligation to file a “true and correct return.” Explain that if you are forced to file a return 
without adequate time to gather and organize your records, you cannot file an accurate return. Ask the RO 
whether she wants your returns to be true, correct and complete in all respects, as indicated on the signa-
ture line of Form 1040. What do you suppose will be her answer? Once securing an admission that the 
returns must be accurate, explain that accurate returns can be prepared only if you have sufficient time. 

At that point, you effectively cornered the revenue office with a principle she believes in and accepts; 
that is, we all must file correct returns. It is contradictory to recognize, on the one hand, the obligation to 
file a correct return, and on the other hand to refuse to provide adequate time to do so.  

Next, provide a definitive timetable in which to prepare and submit the returns. A generally accepta-
ble timetable is thirty to sixty days per return. Suppose you have four unfiled returns. Your filing proposal 
might suggest one return every sixty days. After submitting the final return, you address, if necessary, any 
financial delinquency.  

The number one key to diffusing a revenue officer and winning cooperation is to do the RO’s work 
for her. I mentioned this earlier. In this context, that means affirmatively recognizing the delinquency. It 
means definitively proposing a means to correct the delinquency. It means setting forth a firm timetable in 
which to do so. Contrast this approach with the vast majority of delinquent citizens who generally run and 
hide. They do not return phone calls. They duck written contacts and the only way the IRS gets their at-
tention is to bash them with liens and levies.  

When you make it clear that you understand the purpose of her visit and intend to make her job easi-
er, you reap dividends in terms of her cooperation. Naturally, the lip service does little if you do not meet 
the obligations you claim to recognize. When that happens, expect the RO to force the issue by using the 
collection tools at her disposal.  

Never forget, however, that an RO cannot legally utilize the tools of lien, levy and seizure unless and 
until there is a valid assessment. That assessment usually does not exist if no returns are filed. The as-
sessment is not born until you either file the returns, sign a consent to assessment of the tax, or a Notice of 
Deficiency is mailed and ninety days expire from the date thereof. For more information on tax assess-
ment rules, please see the Taxpayers’ Defense Manual. It is also true that no collection action can be tak-
en unless a Final Notice has been mailed and more than thirty days have gone by since the date of its is-
suance. 

Therefore, do not be taken in by threats of immediate, enforced collection if the returns are not filed 
TODAY. Please recall that Deb’s RO made such threats. But Deb explained that she knew her rights, and 
as intimidating as the RO was, Deb exercised her rights.  

Provided the RO is the least bit reasonable, expect to win sufficient time to prepare and file accurate 
returns. After filing the returns, the RO’s focus changes. She now demands payment of the tax, interest 
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and penalties. To handle this aspect of the TDA, revert to the techniques for negotiating an installment 
agreement.  
 
The Collection Summons Demanding Records 
If the RO is not the least bit reasonable or you did not clearly communicate the points I outlined, expect a 
collection summons demanding the production of books and records. See Chapter 4. This is done to ena-
ble the IRS to prepare the returns for you. This threat was also made against Deb. “If you do not get those 
records in here,” she was told, “we will prepare the returns for you.” The threat did not have much impact 
because Deb realized that the IRS’s tax liability determination is appealable before it becomes final.  

Without a doubt, however, Deb was terrified and the RO did her best to maintain the terror. When 
Deb appeared in response to the summons, she did so without any of the requested records. Instead, she 
pointed out that she could not organize them in such a short period of time. Thus, she could not possibly 
prepare truthful returns. Deb was threatened with jail but I knew she would not go to jail and I told her so. 
To understand the significance of what we did, you must appreciate some background on the nature of an 
IRS summons.  

When a citizen does not comply with a summons, the IRS may seek “judicial enforcement” of the 
summons. That involves a civil proceeding, not a criminal prosecution. Because the summons is not self-
enforcing, the IRS must ask a federal court to back it up. If the IRS believes the facts justify, it seeks judi-
cial enforcement by filing a civil petition in the federal district court where you reside. You have an op-
portunity to present your side of the story before the court makes a ruling.  

The decision to commence a summons enforcement proceeding is not and cannot be made by an RO. 
The decision is made by the Office of Area Counsel based upon all the facts and circumstances of the 
case. Area Counsel are the IRS’s in-house lawyers. If the record reveals a recalcitrant citizen evading his 
obligations, expect Counsel to recommend a summons enforcement proceeding.  

However, I would never expect Counsel to take action when a citizen makes every possible effort to 
comply in the face of unreasonable demands, and I said exactly that to Deb. When the RO explained she 
was submitting the case for “court action,” I explained to Deb what that meant and we wrote a letter to 
Counsel. The letter explained everything Deb did to comply with the summons. It explained the nature of 
the RO’s demands and the fact that she was unwilling to afford even minimal time to gather and organize 
records, never mind prepare accurate returns. The letter stressed that at no time did Deb refuse to cooper-
ate. We stressed that she never failed to appear at any meeting. We stressed that Deb recognized her obli-
gations and intended to cooperate fully—in fact, was cooperating—but simply needed more time. We 
proposed to file delinquent returns in thirty-day intervals. Deb sent the letter via certified mail, return 
receipt requested.  

The letter she received in reply arrived just one week before Christmas—just days after the RO prom-
ised Deb she would be arrested, at home and probably at night, and taken away to jail in the presence of 
her children. (By the way, the details of that threat were also plainly spelled out in our letter.) Counsel’s 
response was music to Deb’s ears.  

Not only did the IRS attorney agree to our filing schedule, but he pointedly assured Deb that she 
would not be arrested and would not be hauled off to jail at night in the presence of her children, or in any 
other manner. And he went one step further. He assured Deb that “no further enforcement” steps would 
be taken provided Deb met the filing schedule. 

Deb never had to talk with that revenue officer again. Her next meeting was solely for the purpose of 
delivering the first of the required returns. Thereafter, at thirty-day intervals, Deb presented the other 
returns, just as promised. Each time she did, she displayed only her classic, southern, lady-like politeness.  

And the RO hated it! She was livid that Deb went over her head. She was incensed that a citizen had 
the audacity and know-how to short-circuit her threats and power. But what upset her most was the reality 
that she could do absolutely nothing about it—and Deb knew it!  

Once you get past a belligerent revenue officer and comply with the filing requirement, your attention 
must focus on paying the taxes. To establish an installment agreement, follow the steps and procedures 
outlined above. If you do not owe any money after filing the returns, your tax problem is over.  
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Employment Taxes and the Installment Agreement 
Employment tax delinquencies present special problems. Because the IRS views them in a more serious 
light, it moves to enforce collection more aggressively. To understand the special problems, let us begin 
by exploring exactly what constitutes employment tax liabilities.  

The total employment tax liability is comprised of two segments. The first is the so-called “trust 
fund” portion. Trust fund taxes are those that are withheld from the employee on account of his personal 
income and Social Security tax obligations. The employer then bears the burden to truthfully account for 
and pay the withheld taxes on time. They are referred to as trust taxes because a fiduciary relationship 
exists between the employer, the employee, and the IRS. The employer acts as a trustee over the funds he 
withholds from the employee.  

The second segment is the non-trust portion. Non-trust taxes are comprised of the employer’s match-
ing Social Security (FICA) and unemployment compensation (FUTA) payments. Those taxes, generally 
about 20 percent of the total employment tax burden, do not originate from the employee’s pay. They 
represent excise taxes imposed directly on the employer based on his payroll. Those taxes are therefore 
paid directly by the employer from company profits. Because they are not withheld from the employee’s 
pay, they create no trust relationship. 

Businesses find themselves in trouble with employment taxes for many of the reasons discussed in 
Chapter 2, under the heading, Business Debt. In any case, expect the IRS to pursue collection of employ-
ment taxes in precisely the same manner. However, an additional factor must be considered when the 
delinquent taxpayer is a corporation. In that case, when it is not possible to collect from the income or 
assets of the corporation itself, the IRS assesses the Trust Fund Recovery Penalty against corporate offic-
ers and other responsible parties. I discuss the Trust Fund Recovery Penalty in Chapter 4 under the head-
ing, Collecting Employment Taxes. 

 
First, Stop the Bleeding 
The single most important aspect of stabilizing an employment tax problem has nothing whatsoever to do 
with the IRS. The patient will not get well until you stop the bleeding! In this context, I mean very simply 
that you must immediately cease the practice of operating on net payroll. If you are filing 940 and 941 tax 
returns without paying the tax, you must end that practice immediately. If you are not filing due to lack of 
funds, you must also stop that practice immediately.  

I emphasized earlier that the key to success in installment agreement negotiations is to get and remain 
current in your tax return filings and payments. Nowhere is this more important than with employment 
taxes. A revenue officer will not for a moment entertain an installment agreement or, for that matter, any-
thing short of full liquidation, if filing or payment delinquencies continue. When delinquencies continue 
period after period, the IRS refers to that as “cascading liabilities.” In that case, the RO believes that put-
ting you out of business actually does you a favor since it stops the cascading. 

There are only three ways I know of to stop the bleeding. While this answer is simple, I do not pre-
tend that implementing it is. Very simply, you must reduce the number of employees to a level that allows 
you to timely pay all employment taxes. If you cannot afford to pay any employment taxes in a timely 
manner, then all employees must go and they must go now. Naturally, the problem of making timely 
payments disappears if the employees disappear. If you cannot operate without help, find a way to do it 
without employees. That might mean working longer hours yourself or using legitimate independent con-
tractors. So be it. You have no choice. 

I once worked with a man who operated a small business with about a dozen employees. He was tens 
of thousands of dollars behind in his employment taxes, and the IRS was threatening liquidation. My first 
suggestion was he cut the employees to a level that would allow him to pay current taxes when due. He 
said, “I can’t do that. I need these people to operate my business.”  

I said, “Bob, if you don’t immediately stop the net payroll game, you will not have any business to 
operate. They will shut you down.” I explained that he would have to find a way to turn out the work with 
fewer employees or none at all. 
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Next, Bob protested that if he did not have employees, he could not operate profitably. Knowing the 
answer, I asked an obvious question. “Are you earning a profit now?” Obviously, he said “no.” After all, 
if he were, he would not have employment tax problems. I then asked, “If you aren’t making a profit with 
the employees, how can matters get any worse without them?” Bob had no answer.  

Finally, I said, “Look Bob, you are the captain of a sinking ship. You must either plug the hole or get 
the heck out because as it stands now, the ship is going down. You don’t have any other choices. The 
longer you continue with this pattern, you make matters worse—you take on more water.” 

I know this is very difficult, but the business owner must recognize the point of no return. In all my 
experience with employment tax disputes, I very seldom see companies work themselves out of the prob-
lem. It can be done, but it takes firm managerial resolve and the ability to make hard choices fast and stick 
with them. And it takes strong and consistent cash flow.  

So the first of the three hard choices is to cut employees—now. If the number of employees remains 
constant, your problem only grows. The second challenge is to generate more cash flow—now. Without 
cash flow, you cannot pay the trust liabilities when due. And the third challenge is to make your company 
more profitable—now. Without profit, the non-trust taxes cannot be paid.  

If you cannot do those three things in the ratios needed to stop the bleeding, then you must move to 
the fourth step. That is to shut down the business—now. You have no choice. Do not allow your emotions 
and wishful thinking to stand in the way of the cold reality that the IRS will shut down the business for 
you—without hesitation or remorse—and in a fashion that serves the government’s best interests, not 
yours.  

Only after you prove that your company can remain current on its employment taxes does the RO en-
tertain the idea of an installment agreement. File all delinquent employment tax returns as soon as possi-
ble, and then address the matter of payment. Carefully follow the steps discussed above to secure an in-
stallment agreement and pay close attention to the special considerations discussed below. 

 
Special Considerations for Employment Taxes 
The most important special consideration is the fact that when collecting employment (or any other) tax-
es, revenue officers never disclose a significant reality. That reality is that when receiving partial pay-
ment, they apply those payments in a manner which best suits the government, not the company or citi-
zen.  

More specifically, the RO applies partial payment first to non-trust taxes. Only after you pay the non-
trust taxes in full for all delinquent quarters does the IRS apply payments to the trust taxes. Why do you 
suppose that is? I promise—they will never tell you what you are about to read.  

First, if the taxpayer is a corporation, the non-trust taxes cannot be assessed against an individual. On-
ly trust taxes may become personal liabilities through the Trust Fund Recovery Penalty. Therefore, as 
long as the IRS milks funds from an active corporation, it applies them to the tax that cannot be passed on 
to an individual. The agency theorizes that if the corporation goes south, it will never be able to collect 
the non-trust amounts. However, the trust amounts may potentially be collected by pursuing the responsi-
ble officers personally.  

But if the taxpayer is a non-corporate entity such as a partnership or sole-proprietorship, it is not nec-
essary to assess the Trust Fund Recovery Penalty. The nature of the business structure renders trust tax 
debts personal liabilities from the beginning. However, as you learn later in this book, non-trust taxes may 
be discharged in bankruptcy while trust taxes cannot be. Consequently, the RO makes every effort to 
apply as much as possible to the non-trust taxes before his actions potentially force a taxpayer into bank-
ruptcy.  

 
Designating Payments 
When making a voluntary payment to the IRS, you have the absolute right to “designate” that payment to 
apply in the manner which best suits you, not the IRS. This law is expressed in the case of O'Dell v. Unit-
ed States, 326 F.2d 451 (10th Cir. 1964), and it is enforced by all the courts in the land, and the IRS 
knows full well that it exists. See also Amos v. Commissioner, 47 T.C. 65 (1966). In fact, in the case of 
Dixon v. Commissioner, 141 T.C. No. 3 (2013), the IRS expressly acknowledged in court that it has a 
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policy of “honoring an employer’s designation of voluntary payments” between trust and non-trust taxes. 
It must follow that policy. See Revenue Procedure 84-58 (1984).  

The key to enjoying this right is to make a “voluntary payment.” A payment is voluntary when not 
procured by a levy, a refund offset, or a court proceeding in which the government seeks collection. Un-
der this definition, payments made by the taxpayer to an RO are voluntary payments. When properly des-
ignated, they must be applied per the election of the taxpayer.  

To constitute a proper designation, it must:  
1.  Be made by the taxpayer. In the case of a corporation, the corporate president or other responsi-

ble officer must make it. 
2.  Be made at or before the time of submitting the payment.  
3.  Be specific. Funds designated only to a specific quarter but not directed to trust taxes for that 

quarter may be applied to non-trust taxes for that quarter. 
4.  Be in writing. I recommend making the designation on both the payment device itself and with an 

accompanying cover letter. The statement should read, “Apply to trust fund taxes for __________ 
quarter (i.e., 2nd quarter, 2015). Apply any excess to trust fund taxes for __________ quarter.” 
Include your Social Security number or employer identification number on both the payment de-
vice and the cover letter. Keep copies of both the letter and the payment device for your records. 
Mail the payment using certified mail with return receipt requested.  

 
To follow the progression of your payments, obtain a statement from the RO reflecting the outstand-

ing trust and non-trust assessments at the time the payments commence. Monitor the balances to ensure 
the payments are applied in the manner you designate. Do this by reviewing the Business Master File 
(BMF) record covering the periods in question. 

Be aware of the fact that if you intend to work the corporation out of the tax problem, you must even-
tually pay the non-trust taxes. The IRS does not look favorably upon an operating corporation with out-
standing employment tax debts, even if they do represent non-trust amounts.  

 
How to Determine the Employment Tax Installment Payment 
The Internal Revenue Manual expressly provides for installment agreements in employment tax cases for 
operating businesses, but as stated above the business must be current with return filings and tax pay-
ments.  

Substantive negotiations on the amount of the installment payment are no different than those for per-
sonal taxes. The heart and soul of the process is the financial statement. For business entities, that is Form 
433-B. You ascertain the amount of the payment in negotiation with the revenue officer.  

Businesses are not subject to any of the expense standards that apply to individuals. Instead, the 
standard used to evaluate business expenses is the same standard used in an audit to determine whether 
expenses are allowable deductions. That is, the expenses must be ordinary and necessary to produce in-
come, and must be reasonable under the circumstances.  

 Thus, you must show that your business expenses are necessary to the success of the business. 
For example, if you run a delivery business, it is reasonable to incur substantial vehicle expenses. They 
must be allowed in order to earn income. On the other hand, if your business is purely an Internet busi-
ness, it may not be reasonable to incur substantial vehicle expenses. The determination of business ex-
penses is based upon the facts and circumstances of each case. Normally, the IRS accepts all reasonable 
business expenses upon proof of payment of the expenses. The IRS does not allow expenses that you are 
not paying.  

Often, corporation installment negotiations are accompanied by two further demands. First, the RO 
asks you to complete and submit Form 4180, Report of Interview with Individual Relative to Trust Fund 
Recovery Penalty. The purpose is to ascertain who is to be targeted with the Trust Fund Recovery Penal-
ty. The RO may demand a personal interview with corporate officers or key employees to collect this 
information. You are entitled to counsel in any such interview.  
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Secondly, the RO may ask you to consent to an assessment of the Trust Fund Recovery Penalty. I 
recommend that not be done if possible. Keep in mind, however, that the RO does not need your consent 
to assess the penalty.  

 
Conclusion 
I must end this discourse by repeating an observation made earlier. The installment agreement is generally 
not an end unto itself. It is the means to an end, that being the final resolution of the tax dispute. An in-
stallment agreement to pay $100 per month against a $20,000 tax liability will never resolve the dispute. 
The interest and penalties more than consume that meager monthly payment. The key, though, is the 
agreement gives you peace of mind to pursue other avenues to resolve your case, knowing that you are 
free of levies and seizures. The chapters that follow address those other avenues.  
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Review Questions 
1. Which action is typically taken by the IRS in the case of a taxpayer’s financial hardship and inability 

to pay? 
 A. Installment agreement 
 B. Collection pursuit 
 C. Collection freeze 
 D. Elimination of the tax 

 
2. What is the first order of business in a CDP appeal? 

 A. The settlement officer confers with the revenue officer handling the case 
 B. An Appeals employee has ex parte communication with a revenue officer  
 C. The taxpayer assumes the burden of proof 
 D. The settlement officer determines that all required procedures were followed 

 
3. Which collection alternative specifically allows a business to continue to operate and pay the tax due? 

 A. Withdrawing or subordinating the lien 
 B. Installment agreement 
 C. Offer in Compromise 
 D. Obtain uncollectible status 

 
4. Which issue may not be raised in a CDP appeal? 

 A. Misapplication of prior payments 
 B. Challenges to the underlying tax 
 C. Appropriateness of collection action 
 D. Tax protest issues 

 
5. What is issued by the settlement officer upon completion of the CDP hearing? 

 A. Notice of Determination 
 B. Balancing test 
 C. Notice of Deficiency 
 D. Judicial Review 

 
6. What is a disadvantage of an Equivalent Hearing determination? 

 A. Taxpayers have only thirty days to file an appeal with the Tax Court 
 B. It is not appealable 
 C. IRS attorneys get involved in the appeal process 
 D. Installment agreements are not available 

 
7. With respect to employment taxes, which of the following allows the IRS to continue its collection 

efforts even though a CDP appeal is in progress? 
 A. LT11 
 B. DETL 
 C. Form 433-D 
 D. CDP appeal 

 
8. In which installment agreement situation does the collection statute continue to run? 

 A. Immediately upon termination of an agreement 
 B. The agreement is in effect 
 C. A request for agreement is pending 
 D. Immediately upon rejection of an installment request 
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9. What is a suggested action if you receive an unannounced visit from a revenue officer? 
 A. Execute Form 900 
 B. Refuse to pay the tax 
 C. Reiterate that you wish to consult with counsel 
 D. Keep the conversation focused on the facts of the case 

 
10. What is one of the qualifications for entering into an installment agreement? 

 A. The agreement must provide for full payment of the liability within three years 
 B. The tax owed cannot exceed $20,000 
 C. An installment agreement must not have been entered into within the last three years 
 D. The IRS must offer the agreement 

 
11. Of the following, which is an IRS-approved Local Standard (LS) cost? 

 A. Food 
 B. Out-of-pocket medical costs 
 C. Utilities 
 D. Vehicle operating costs 

 
12. If Notice CP523 is received by a taxpayer, what is likely occurring? 

 A. A Tax Collection Waiver is being requested 
 B. The IRS plans to terminate an installment agreement 
 C. A federal income tax lien has been filed 
 D. Updated financial information is being requested 

 
13. Non-compliance with a collection summons may result in what action? 

 A. Judicial enforcement 
 B. Notice of Deficiency 
 C. Criminal prosecution 
 D. Summons enforcement made by the revenue officer 

 
14. Which best describes a taxpayer’s voluntary payment? 

 A. Refund offset 
 B. Non-specific payment 
 C. IRS-directed application of funds 
 D. Designated payment 
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Review Answers 
1. A. Incorrect. An installment agreement is not the typical action taken by the IRS in the case of a 

taxpayer’s financial hardship and inability to pay. If a taxpayer is unable to make a payment, an 
installment agreement is likely not viable. 

 B. Incorrect. The IRS will not typically pursue collection in the case of a taxpayer with financial 
hardship. The IRS may not pursue collection but the taxpayer is still liable for the tax. 

 C. Correct. In cases where there is financial hardship and one is unable to make a payment, the IRS 
typically institutes a collection “freeze.” 

 D. Incorrect. In cases where there is financial hardship and one is unable to make a payment, the IRS 
may not expect immediate collection but the tax is not eliminated. 

 
2. A. Incorrect. A conversation between the settlement officer and the revenue officer handling the case 

is not the first order of business in a CDP appeal. Upon the filing of a timely CDP request, the 
settlement officer is not allowed to initiate contact with the revenue officer handling the case. 

 B. Incorrect. An Appeals officer does not have ex parte communication with a revenue officer as the 
first order of business in a CDP appeal. An Appeals employee is not allowed to have ex parte 
communications with anybody outside of the Appeals Office regarding the merits of a case. 

 C. Incorrect. A taxpayer does not assume the burden of proof as the first order of business in a CDP 
appeal. The IRS has the burden of proof to reflect the correct collectible adjustment and to issue 
the proper pre-enforcement notices. 

 D. Correct. The first order of business in a CDP appeal is for the settlement officer to determine that 
the IRS has followed all correct procedures. 

 
3. A. Correct. Withdrawal or subordination of the lien specifically affords the IRS a better chance to 

collect since it allows the business to continue to operate and pay the tax. 
 B. Incorrect. An installment agreement is not the collection alternative that specifically allows a 

business to continue to operate and pay the taxes due. An installment agreement is a collection al-
ternative that allows payment of the taxes due over time. 

 C. Incorrect. An Offer in Compromise (OIC) is not the collection alternative that specifically allows 
a business to continue to operate and pay the taxes due. An OIC is a potential collection alterna-
tive that allows the taxpayer to negotiate settlement for less than what is owed. 

 D. Incorrect. Obtaining uncollectible status is not a collection alternative that specifically allows a 
business to continue to operate and pay the taxes due. Obtaining uncollectible status may be the 
best option when the person owing the tax has no capacity to make a payment. 

 
4. A. Incorrect. Misapplication of a taxpayer’s prior payments by the IRS is an issue that can be raised 

in a CDP appeal; therefore, taxpayers have the right to designate payments. 
 B. Incorrect. Challenging the underlying tax is an issue that may be raised in a CDP appeal. Many 

audit assessments are simply bogus and should be challenged by taxpayers. 
 C. Incorrect. The appropriateness of a collection action is an issue that may be raised in a CDP ap-

peal. A settlement officer has the authority to order a less intrusive action if a levy action or a tax 
lien is overly aggressive or unwarranted. 

 D. Correct. The Appeals Office will not consider any challenge to the tax system that constitutes a 
“tax protester” argument. 

 
5. A. Correct. Once the CDP hearing is completed and all the evidence is evaluated, the settlement 

officer must issue a Notice of Determination. 
 B. Incorrect. A balancing test is not issued by the settlement officer upon completion of the CDP 

hearing. A Notice of Determination must consider whether a proposed action balances the need 
for collection with the concern for the person affected. 
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 C. Incorrect. A Notice of Deficiency is not issued upon completion of the CDP hearing. If a tax debt 
is based upon an audit, or an IRS-filed substitute for return, the agency must send a Notice of De-
ficiency. 

 D. Incorrect. A Judicial Review is not issued upon completion of the CDP hearing. CDP decisions 
are reviewable by the Tax Court, and the taxpayer has thirty days from the Notice of Determina-
tion in which to file an appeal with the Court. 

 
6. A. Incorrect. A disadvantage of an Equivalent Hearing determination is not that taxpayers have only 

thirty days to file an appeal with the Tax Court. Taxpayers have thirty days from the Notice of 
Determination to file an appeal. 

 B. Correct. A disadvantage of an Equivalent Hearing is that the determination is not appealable. 
 C. Incorrect. The involvement of IRS attorneys in the appeal process is not a disadvantage of an 

Equivalent Hearing determination. If a CDP decision is appealed to the Tax Court, the IRS’s at-
torneys get involved. 

 D. Incorrect. The unavailability of installment agreements is not one of the disadvantages of an 
Equivalent Hearing determination. The Final Determination resulting from a CDP appeal may in-
clude an installment agreement. 

 
7. A. Incorrect. An LT11 does not allow the IRS to continue its collection efforts even though a CDP 

appeal is in progress. Because employment tax liabilities can encompass multiple periods, the 
IRS may have to send several Final Notices (Letter 1058 or LT11) before enforcing collection as 
to each period. 

 B. Correct. A disqualified employment tax levy (DETL) allows the IRS to continue to enforce col-
lection despite the CDP appeal. 

 C. Incorrect. Form 433-D does not allow the IRS to continue its collection efforts even though a 
CDP appeal is in progress. An installment agreement is formalized with Form 433-D. 

 D. Incorrect. The CDP appeal is not what allows the IRS to continue its collection efforts in em-
ployment tax cases even though a CDP appeal is in progress. Although the CDP appeal normally 
limits the broad levy power of the IRS, in employment tax cases the IRS usually moves quickly 
with all collection tools available. 

 
8. A. Incorrect. The collection statute does not continue to run immediately upon termination of an 

installment agreement. If the IRS terminates an agreement, tolling continues for thirty days after 
the date of the IRS’s letter informing the taxpayer of the termination. 

 B. Correct. The collection statute begins running when the installment agreement is effective and 
continues while the installment agreement is in effect.  

 C. Incorrect. The collection statute does not continue to run while a request for an installment 
agreement is pending. The collection statute is tolled during the period a request for an install-
ment agreement is pending. 

 D. Incorrect. The collection statute does not continue to run immediately upon rejection of the in-
stallment request. If the request is rejected, tolling continues for thirty days after the date of the 
IRS’s letter informing the taxpayer. 

 
9. A. Incorrect. If you receive an unexpected visit from a revenue officer, you should not file Form 

900. One should be careful about not signing Form 900, which extends the statute of limitations. 
 B. Incorrect. A taxpayer should not flatly refuse to pay the tax if approached by a revenue officer. 

You should not indicate that you will not pay the tax, but that you need assistance in reaching am-
icable terms. 

 C. Correct. The suggested action if you receive an unannounced visit from a revenue officer is to 
reiterate that you first wish to consult with counsel. 

 D. Incorrect. If a revenue officer confronts you without warning, you should not keep the conversa-
tion focused on the facts of the case; instead, you should not engage in substantive discussion 
about the case at that point. 
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10. A. Correct. One of the requirements for entering into an installment agreement is that full payment 
of the liability must occur within three years. 

 B. Incorrect. It is not a requirement of an installment agreement that the tax owed cannot exceed 
$20,000; instead, the debt cannot exceed $10,000, exclusive of penalties and interest. 

 C. Incorrect. It is not a qualification of an installment agreement that another agreement must not 
have been entered into within the last three years. The taxpayer must not have entered into an in-
stallment agreement for other back tax debts within the past five years. 

 D. Incorrect. It is not a qualification for entering into an installment agreement that the IRS must 
offer the agreement. The citizen must “offer” the agreement. 

 
11. A. Incorrect. Food is not an IRS-approved LS cost. Food is in the National Standard (NS) category 

of expenses. 
 B. Incorrect. Out-of-pocket medical costs are not classified as an LS cost. Out-of-pocket health care 

costs are separately categorized within the Medical Expense Standards. 
 C. Correct. The Local Standards (LS) cover housing and utilities. 
 D. Incorrect. Vehicle operating expenses are not categorized as LS costs. Transportation Standards 

(TS) include vehicle operating expenses. 
 
12. A. Incorrect. If a Notice CP523 is received, a Tax Collection Waiver is not being requested. If a 

financial statement indicates potential collection is unlikely, a Form 900, Tax Collection Waiver, 
may be requested. 

 B. Correct. If Notice CP523 is received by a taxpayer, the IRS intends to terminate the installment 
agreement thirty days from the date of the notice. 

 C. Incorrect. If a federal tax lien has been filed, the IRS does not use Notice CP523 to notify the 
taxpayer. Filing a tax lien protects the IRS’s interest in a taxpayer’s assets. 

 D. Incorrect. A CP523 is not used by the IRS to request updated financial information. A taxpayer 
must provide updated financial information when asked, and the IRS can alter an installment 
agreement based on updated information. 

 
13. A. Correct. When a citizen does not comply with a summons, the IRS may seek “judicial enforce-

ment” of the summons. 
 B. Incorrect. Non-compliance with a collection summons does not result in a Notice of Deficiency. 

A Notice of Deficiency can initiate an assessment. 
 C. Incorrect. When a citizen does not comply with a summons, criminal prosecution does not result. 

A civil petition can be filed but not a criminal action. 
 D. Incorrect. Non-compliance with a collection summons does not result in summons enforcement 

made by the revenue officer. The decision to commence a summons enforcement proceeding is 
not and cannot be made by a revenue officer. 

 
14. A. Incorrect. The best description of a taxpayer’s voluntary payment is not refund offset. A payment 

is voluntary when not procured by a refund offset. 
 B. Incorrect. A non-specific payment does not best describe a taxpayer’s voluntary payment. To 

qualify as such, a voluntary payment must be specific.  
 C. Incorrect. An IRS-directed application of funds is not the best description of a taxpayer’s volun-

tary payment. The IRS does not designate a voluntary payment’s application. 
 D. Correct. When making a voluntary payment to the IRS, the taxpayer has the absolute right to 

designate that payment to apply in the manner that best suits the taxpayer. 
 



 

 

 
Chapter 6 

Coping with Liens, Levies, and Seizures 
 
Learning Objectives 

 Ascertain the purpose of the subordination procedure 
 Select a little-known federal law that authorizes one to sue the United States to settle an owner-

ship of property issue with respect to a tax lien 
 Spot the IRS code section that authorizes an administrative appeal of the imposition of a lien 
 Determine how long funds remain in an account after the IRS issues a bank levy 

 
Introduction 
Liens, levies and seizures can destroy your credit score, intercept paychecks and other streams of income, 
smother businesses, and generally mess up a person’s life. And while there are useful tools for handling 
them, the IRS almost never talks about them. Therefore, this chapter presents remedial procedures for 
handling liens, levies and seizures and I address them in that order.  
 
The Federal Tax Lien 
Before I address specific procedures to ameliorate a tax lien, keep in mind that when the IRS first issues a 
federal tax lien, it must at that time provide you with notice that it filed the lien. The notice comes in the 
form of IRS Letter 3172, Notice of Filing Federal Tax Lien and Notice of Your Right to a Hearing. A 
sample of that letter is provided as Exhibit 4-7.  

Letter 3172 explains your right to file a Request for Collection Due Process Hearing (Exhibit 4-6) 
within the time limit specified in Letter 3172. In Chapter 5, under the heading, The Collection Due Pro-
cess Appeal, I discuss the Collection Due Process (CDP) appeal at length. In such an appeal, you have the 
right to challenge a lien using any appropriate argument that I outline in Chapter 5, in addition to any of 
the strategies discussed below.  

Keep in mind that if you do not have CDP rights with regard to your lien, you still have the right to 
seek an Equivalent Hearing if you file Form 12153 (Exhibit 4-6) within one year of the date of IRS Letter 
3172. And even if you are past the one-year period, the strategies I explore below are available through 
other channels, as indicated. 

In the midst of the serious financial problems Americans began facing in 2008, then-IRS Commis-
sioner Doug Shulman announced several changes to the IRS’s lien-filing policies. Shulman stated that the 
policy changes were intended to “make it easier for financially distressed homeowners to avoid having a 
federal tax lien block refinancing of mortgages or the sale of a home.” The specific procedures are point-
ed at removing tax liens, and Shulman assured us that the lien relief process “will be expedited.” See IRS 
News Release IR-2008-141, December 16, 2008. Nevertheless, it falls on you to push the issue by using 
the proper procedures and presenting the correct information. Here, I show you how to do that.  

  
General Lien Filing Guidelines 
While the agency does so regularly, it is not supposed to file liens automatically just because an outstand-
ing debt exists. The Internal Revenue Manual (IRM) provides that a lien filing determination must be 
made in “deciding whether to file, defer, or not file” a lien. See IRM part 5.12.1.2(1). The following fac-
tors are among the key things the IRS must consider before filing a lien. 

1. The balancing test. I discussed at length the so-called balancing test that must be performed in a 
CDP appeal. Under that test, the IRS must balance the need for efficient tax collection with the 
taxpayer’s legitimate concern that collection action be no more intrusive than necessary. IRC 
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§§6320(c) and 6330(c)(3)(C). This applies to lien filings in general, and most certainly applies in 
CDP lien appeals. See IRM part 5.12.2.3(2). Thus, the IRS must somehow make an initial deter-
mination that the factors weighed in the balancing test support the filing of a tax lien. Since most 
tax liens come from ACS, it is highly unusual that any such balancing test was performed.  

2.  Protecting the government’s interests. The one key overarching factor in deciding to file a lien 
is for the protection of the government’s interests. See IRM part 5.12.2.3(3)(C). If there is a sub-
stantial outstanding liability, and the citizen owns equity in assets which can pay the tax at least in 
part, that is a factor weighing heavily in favor of filing a lien. However, most people with sub-
stantial debt do not have any equity in assets. This is especially true if they went through a bank-
ruptcy, lost property to foreclosure or repossession, or liquidated retirement savings to pay busi-
ness or living expenses, such as substantial medical bills. In such a case, a lien does nothing to 
protect the government since the citizen owns nothing to which the lien can attach. In fact, the 
National Taxpayer Advocate has stated in many of her Annual Reports to Congress that tax liens 
do little to aid collection, and in fact, do not generally improve tax compliance at all. All a lien 
accomplishes in most cases is to mess up a person’s credit score, making it more difficult to ob-
tain a better paying job, housing or lines of credit.  

3.  Overall compliance history. A person’s past compliance history must be considered in determin-
ing whether to file a lien. See IRM part 5.12.2.3(3)(A). If a person has a long history of full com-
pliance and the tax debt in question is a one-time aberration, that fact weighs strongly in favor of 
not filing a lien, especially if there is no equity in assets to which a lien could attach in the first 
place. However, if a person has a history of non-compliance, such as being a long-term non-filer, 
the IRS may consider it necessary to protect its interests by filing a lien.  

4.  The lien will hamper collection. Where the determination is made that filing a lien will cause 
more harm than good, a lien should not be filed. See IRM part 5.12.2.3(3)(D). For example, sup-
pose a company has a revolving line of credit with a bank. The line of credit is needed for sup-
plies and inventory, and to cover shortfalls in current employment tax obligations. The bank has 
made it clear that a federal tax lien will jeopardize the company’s standing with the bank, and will 
lead to either a substantial reduction in the line of credit, or the termination of the line altogether. 
Losing the line of credit will have a direct, immediate, negative impact on the company’s ability 
to earn income going forward. In such a case, the collection of the tax is rendered less likely by 
filing the lien, since it will jeopardize the company’s capacity to earn income and stay current 
with its employment tax obligations. This, in connection with the balancing test mentioned above, 
constitutes a strong argument that a lien should not be filed.  

5.  Certain installment agreements are in effect. If you are under an approved Streamlined Install-
ment Agreement, or Guaranteed Installment Agreement, a tax lien should not be filed, or if one 
was filed prior to establishing the agreement, the lien should be withdrawn. See IRM part 
5.12.2.3.1(1). See my discussion of such agreements in Chapter 5, under the heading, How to Win 
an Installment Agreement. The IRS’s current policy is to withdraw any tax lien for which the un-
paid assessment (tax, penalties and interest) is $25,000 or less and you have a Direct Debit In-
stallment Agreement in place. See IRS Memo SBSE-05-0411-036 (April 13, 2011), discussed 
further below.  

6. Small balance tax liabilities. Effective March 2011, the IRS increased the lien filing threshold 
from $5,000 to $10,000. That is to say, if you owe less than $10,000 no lien should be filed at all, 
unless there are unusual circumstances present in your case that otherwise justify a lien. See IRS 
Memo SBSE-05-0311-039 (March 28, 2011); IRM part 5.12.2.4.1(1); IRM part 5.12.2.5.1(1); 
and IRM part 5.12.2.6(3), Lien Filing Criteria. However, the IRS routinely fails to acknowledge 
the $10,000 threshold. For example, in Doug’s case, the IRS had a substitute for return assess-
ment against him in excess of $50,000, for a year in which he failed to file. We filed a correct re-
turn for Doug, and using the audit reconsideration procedures (see How to Win Your Tax Audit, 
Chapter 13), we got the assessment corrected. After the adjustment, Doug owed just under 
$1,000. The IRS filed a tax lien following the adjustment. I phoned the revenue officer who filed 
the lien. I argued that the outstanding balance was well below the threshold of $10,000, and as 
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such, the lien was improper. The RO did not know anything about the reduced threshold, so I had 
to contact his manager. After a discussion with the manager, during which I pointed to the IRM 
provisions mentioned in this paragraph, the lien was withdrawn.  

  
Let us now turn our attention to the specific strategies for dealing with a tax lien, whether in the con-

text of a CDP or Equivalent Hearing, or through other channels.  
 
The Lien Withdrawal 
Code section 6323(j) gives the IRS the authority to “withdraw” a lien after it is filed, even if the tax is not 
paid. The statute delineates four possible grounds for withdrawal. They are: 

1.  The lien was premature or otherwise not in accordance with IRS’s administrative procedures,  
2.  You have an approved installment agreement, unless the agreement specifically provides for a 

lien,  
3.  Withdrawal of the lien will facilitate tax collection, or  
4.  With the consent of the citizen or the Taxpayer Advocate (see Chapter 7), withdrawal of the lien 

would be in the best interests of the citizen (as determined by the Taxpayer Advocate) and the 
United States.  

 
If a lien is not filed in accordance with IRS’s administrative procedures, it must be withdrawn. In this 

regard, the IRS must follow the deficiency procedures to obtain an assessment (rare exceptions apply). If 
the deficiency procedures are not followed, the assessment is invalid. In that case, the IRS does not have 
the right to enforce collection, and that means the lien is likewise invalid. The deficiency procedures are 
outlined in detail in Chapters 8 and 9, Taxpayers’ Defense Manual. 

Regarding point 2 and an installment agreement, IRS Form 433-D, Installment Agreement, provides 
for the filing of a tax lien, if so indicated on the form. If a lien was not specifically provided for in the 
agreement, the lien should be withdrawn. As mentioned above, the IRS’s administrative procedures pro-
vide for the withdrawal of any lien when a Direct Debit Installment Agreement (DDIA) is in effect. Ac-
cording to IRS Memo SBSE-05-0411-036 (April 13, 2011), the agency will withdraw a lien against either 
an individual or business if all of the following conditions are met:   

1.  The unpaid balance is $25,000 or less,  
2.  The total can be paid within sixty months or the time left on the collection statute, whichever is 

less,  
3.  A request for withdrawal is made in writing (as discussed below),  
4.  You have DDIA in effect (this is provided for on the on face of Form 433-D, Installment Agree-

ment, as discussed in Chapter 5),  
5.  At least three DDIA payments were made and there are no defaults, and   
6.  You have had no prior lien withdrawn for any of the years in question.   
  
The application for withdrawal is submitted on Form 12277, Application for Withdrawal of Filed 

Form 668(Y), Notice of Federal Tax Lien. See Exhibit 6-1. You will file the form with either: a) the reve-
nue officer working your case, b) the Technical Services Advisory Group Manager if there is no RO on 
your case, the addresses of which are listed in IRS Publication 4235 (see instructions to Form 12277), or 
c) if your case is on collection appeal, the settlement officer working your appeal.  

Perhaps the two most compelling elements of section 6323(j) are items 3 and 4. Item 3 gives the IRS 
the authority to withdraw a lien when withdrawal will “facilitate tax collection.” This is a broad, unde-
fined phrase that can operate to your advantage. We know that a tax lien not only encumbers your proper-
ty, but it destroys your credit. That makes it impossible get a loan to pay the taxes. And as I discuss in the 
opening portion of this chapter, liens often provide little or no advantage to the IRS in the collection pro-
cess if you have no equity in assets to begin with.  

On the other hand, suppose you have substantial equity in your home sufficient to pay the tax. Your 
bank may be perfectly willing to lend money—but only if the lien is removed first. But the IRS does not 
release its lien unless the tax is paid—first. Of course, you cannot pay the tax unless the lien goes away, 
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since the source of funding is the bank loan. This standoff creates a situation where tax collection is not 
facilitated because of the lien. Under the circumstances, withdrawal does indeed “facilitate tax collec-
tion.” 

 
Exhibit 6-1 – IRS Form 12277, Application for Withdrawal of Filed Form 668(Y),  

Notice of Federal Tax Lien 

 
  

Another example involves the potential sale of a home. Substantial equity in the home makes it possi-
ble to pay off the debt but the lien may prevent a clear title from passing to the buyer. Therefore, the title 
company is unwilling to close the sale unless the lien is removed. Even if the title company was to escrow 
money to pay the tax, the buyer cannot be assured of a clear title unless the lien is removed. That is be-
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cause the lien attaches to the property itself. It follows the property from owner to owner when title is 
transferred. Under our example, if the lien is withdrawn, title may pass to the new owner, allowing the 
title company to close the sale. Likewise in the case of a home refinance. Subordination allows you to 
refinance at a lower interest rate even if the IRS does not get any money out of the transaction. That way, 
you may have recourses available to pay the IRS in installments. Under the circumstances, withdrawal 
does indeed “facilitate tax collection.” 

Item number 4 under section 6323(j) allows the lien to be removed when the Taxpayer Advocate (see 
Chapter 7) agrees that withdrawal is in the “best interests” of the citizen and the IRS. This too is broad, 
undefined authority which can operate to your advantage.  

What the IRS is unwilling to do through its field offices, such as Collection, it can sometimes be 
forced to do through the Taxpayer Advocate (TA). Code section 7811(a) provides the Office of the Tax-
payer Advocate with the authority to order the IRS to take any action, or refrain from taking any action, 
against a citizen if he is “suffering or about to suffer a significant hardship.” See Chapter 7 for details on 
the TA and “significant hardship.”  

When the TA is satisfied that the presence of the lien does more to prevent collection, or otherwise 
cause financial hardship, than it does to protect the IRS’s interests, the TA can order the lien to be with-
drawn.  

Make an application for lien withdrawal in writing using Form 12277 as explained above. Follow the 
instructions for completing the form, and mail it using certified mail, return receipt requested to the ap-
propriate address as indicated earlier. See also: IRS Publication 783, Instructions on How to Apply for a 
Certificate of Discharge of Property From Federal Tax Lien.  

When the IRS agrees to withdraw its lien, a written notice to that effect must be filed in the same lo-
cal government office as the original lien. You must be given a copy of the notice. What is more, when 
you ask in writing, the IRS must “promptly make reasonable efforts to notify credit reporting agencies, 
and any financial institution or creditor whose name and address is specified in such request, of the with-
drawal of such notice.” IRC §6323(j)(2). 

If the lien was filed in error, the IRS must so state in its withdrawal. IRC §6326(b). This helps to “re-
pair” your credit. You have the duty to provide the IRS with the names and addresses of those you want 
notified. Thereafter, it is the agency’s duty to send the notice vindicating you from the damaging lien. 
 
The Lien Subordination 
Another effective method of dealing with liens is a process known as “subordination.” Under this tech-
nique, the IRS agrees to make its lien subordinate, or secondary, to that of another creditor, such as a 
bank. Since 2008, the IRS has been more willing to use the subordination process as a simplified means 
of allowing citizens with equity in their homes or other assets to refinance the asset to pay off their tax 
debts, and even to refinance at lower interest rates even if no equity is available to pay the tax. This can 
not only lower your mortgage payments, but it can save a property from foreclosure.  

Here is an example of how this can work. Jim was a psychiatrist with a successful practice until his 
business and personal tax returns were audited with a vengeance. Jim ended up owing $53,000. Jim 
owned a home on three acres. It was worth about $250,000 and the bank held a $100,000 mortgage. The 
$150,000 equity was more than adequate to pay the tax and Jim made arrangements to borrow the money. 
The sole proviso was the IRS must agree to lift its lien, allowing the bank’s mortgage to be first in line. 

Hoping to put the matter behind him, Jim phoned the RO and presented his plan. He would pay the 
tax in full “within three days” if the IRS would simply lift the lien. The answer was as unreasonable as it 
was short: “No.” Jim was eventually pushed into bankruptcy by a combination of IRS incompetence and 
its unwillingness to find a solution. The RO failed to explain that under code section 6325(d), the IRS has 
authority to subordinate its lien when, 

1. The IRS is paid an amount equal to its lien or interest in that property, or 
2. The IRS will ultimately collect more by subordinating the lien, and collection of the tax is facili-

tated by subordinating. 
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The very purpose of the subordination procedure is to “facilitate tax collection.” That is, to allow the 
IRS to do its job. The subordination process begins with IRS Form 14134, Application for Certificate of 
Subordination of Federal Tax Lien. See Exhibit 6-2. File it in accordance with the instructions provided 
above, where I discuss Form 12277, Application for Withdrawal of Filed Form 668(Y), Notice of Federal 
Tax Lien. See also IRS Publication 784, How to Prepare an Application for a Certificate of Subordination 
of Federal Tax Lien. 

Revenue regulation 301.6325-1(d)(1) speaks directly to this matter. It states, in part: 
 

“For example, if a notice of Federal tax lien is filed and a delinquent taxpayer secures a 
mortgage loan on a part of the property subject to the tax lien and pays over the proceeds 
of the loan to a district director after an application for a certificate of subordination is 
approved, the district director will issue a certificate of subordination. This certificate 
will have the effect of subordinating the tax lien to the mortgage.” 

 
Jim “secured the mortgage” and intended to pay the proceeds to the IRS. This would have satisfied 

his liability. But Jim was unaware of the requirement to make an application and the RO refused to tell 
him. According to the above regulation, the application must be “in writing.” And following Form 14134, 
it must present the following details: 

1.  Your name, address, and Social Security number, 
2.  Whether the subordination is made under the first criterion (relating to “payment to the IRS of the 

amount subordinated,” or the second criterion (relating to “facilitating the collection of tax”) of 
Treasury Regulation sections 301.6325-1(d)(1) and (2), (see Form 14134, line 7), 

3.  A detailed description of the property in question, including the street address and legal descrip-
tion, 

4.  A copy of the Notice of Federal Tax Lien (Form 668) including a statement showing the IRS of-
fice originating the lien, the name and address of the citizen shown on the lien, and the date and 
place of its filing, 

5.  A copy of the proposed loan documents that create the liability to which the tax lien will be sub-
ordinate, such as a mortgage for a bank loan, including a description of the transaction (for exam-
ple, “mortgage to pay tax”), and the date the transaction is to be completed, 

6.  If other encumbrances exist on the property, they must be disclosed, including the name of the 
holder of the encumbrance, the date it was created, the principle amount due and a description of 
the encumbrance, 

7.  An estimate of the fair market value of the property,  
8.  When seeking the subordination to obtain a mortgage, you must state the amount of money to be 

paid to the IRS if the subordination is granted,  
9.  When seeking the subordination in order to “facilitate the collection of taxes,” you must state why 

you believe this is accomplished if the subordination is granted,  
10.  Any other information you believe has a bearing on the decision to subordinate, and 
11.  Your signature over a statement declaring that, “under penalty of perjury, all facts contained in 

the application are true and correct,” and which specifically requests that the application be grant-
ed. 

 
The “Fresh Start” policies of the IRS tell us that they will expedite the processing of lien subordina-

tion applications. Countless thousands of people have been able to either sell or refinance their homes 
using this procedure over the past several years. 
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Exhibit 6-2 – IRS Form 14134, Application for Certificate of Subordination of Federal Tax Lien 
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The Bond 
A more cumbersome but equally effective process of accomplishing a lien release is available if the IRS 
is unwilling to subordinate a lien for some reason. I explain it here. Tom owed the IRS about $50,000, 
and he decided to sell his vacation condo to pay the IRS. Tom came to terms with a buyer. The only hitch 
was the tax lien. The closing company made it clear that unless the lien was removed, the sale would not 
close. 

Tom took his case to the RO who filed the lien. Tom logically suggested that if the IRS released the 
lien and permitted the sale to close, it would receive full payment out of the proceeds. But equity or no 
equity, the RO would not release the lien without full payment. Historically, what happened under these 
circumstances is that after killing a sale, the IRS would seize the property and then sell it for a fraction of 
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what the agency would have realized had it simply permitted the sale to close in the first place. The result 
is the owner loses all his equity and ironically, the IRS receives but a fraction in payment. However, the 
collection appeal procedures discussed throughout this book can prevent that from happening.  

Given the fact that Tom had significant equity in the condo, I recommended he provide the IRS with a 
bond. If accepted, it leads to release of the lien. Code section 6325(a)(2) authorizes the IRS to release a 
tax lien within thirty days after being provided with a bond for the tax and interest. We contacted a local 
bonding company to write the bond. After paying the fee, the company issued a bond meeting IRS re-
quirements. To be valid, the bond must provide for full payment within six months prior to the expiration 
of the collection statute of limitations. Chapter 10 explains how to calculate the collection statute expira-
tion date. 

At last check, the IRS has no form for preparing the bond. Your revenue officer can provide the in-
formation you need. The bond is completed by the citizen or his bonding company and signed by both. 
For general information, see IRS Publication 1450, Instructions on How to Request Release of Federal 
Tax Lien.  

The bond enabled Tom to guarantee that the sale of his condo would not be killed by the tax lien, and 
it took the condo out of the grasp of the IRS. Tom was thus able to pay his taxes with the least amount of 
financial harm. 

 
Property Double the Amount of the Liability 
The lien need not identify a particular parcel of property. It is a “general” lien, attaching to “all property 
and rights to property.” Because of the all-inclusive nature of the tax lien, the IRS regularly ties up prop-
erty significantly greater in value than the liability. Code section 6325(b) provides a remedy to that.  

Suppose, for example, you own three separate properties. The first is your principle residence where 
you live, and the other two are rental properties. Assume your home is paid for and worth $100,000. Each 
rental property is worth $75,000 but the bank has a first mortgage on each unit equal to $25,000. Based 
upon all of this, your net worth (assuming no other assets or liabilities) is $200,000. 

Now assume you owe the IRS $25,000. The IRS filed a lien and because of it, the bank will not make 
a loan. The negotiation goal is to persuade the IRS to withdraw its lien from the homestead. This allows 
the bank to make a loan of $25,000 to pay the tax. Full payment releases the remaining properties from 
the lien. Under code section 6325(b)(1), the IRS may discharge a portion of property from a lien when: 

 
“the fair market value of that part of the property remaining subject to the lien is at least 
double the sum of the amount of the unsatisfied liability secured by the lien and of the 
amount of all other liens upon the property which have priority over the lien.” 

 
Under our example, we have three parcels of property. The combined fair market value (what a will-

ing buyer would pay a willing seller) is $250,000. The prior liens for the bank mortgages equal $50,000 
(two mortgages at $25,000 each). Now add the value of the unsatisfied tax liability ($25,000) to the 
amount of the prior liens ($50,000). The sum is $75,000. 

Before the IRS withdraws the lien on the homestead, you must demonstrate that the fair market value 
of the remaining properties (the two rental homes) is at least twice the amount of $75,000 (the sum of the 
tax liability and the two prior mortgages). In this example, the combined fair market value of the rental 
properties is $150,000 ($75,000 each). That is “at least double” the value of all liens in question. 

To win withdrawal of the lien, present the RO, or if your case is on appeal, the settlement officer, 
with the accounting necessary to demonstrate these calculations. This move allows a person to obtain 
financing to pay the tax. In turn, it prevents the IRS from selling any property at a fraction of its worth. 
Your presentation should be in writing, fashioned after the “subordination” outlined above. There is no 
IRS form covering this procedure. 

 
The “Quiet Title” Action 
A quiet title action is a suit in federal district court that seeks to settle the question of property ownership. 
The action is usually brought when one party disputes another’s claim of ownership interest in real prop-
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erty. By filing a tax lien against real estate, the IRS effectively claims an ownership interest in the proper-
ty to the extent of its lien. A quiet title action can sometimes clear the lien. 

Doug underwent an audit in which the IRS disallowed several of his deductions. He ended up paying 
the tax and believed the matter was closed. Over two years later, however, he began receiving collection 
notices. They stated that the tax liability was not paid and Doug owed $25,000. Knowing the tax was paid 
and confident that someone merely overlooked this fact, Doug sent a pleasant letter to the IRS pointing 
this out. For convenience, he enclosed copies of his canceled checks. A few months later, he received 
another letter. Like the first, it stated that he owed taxes and they better be paid. This time, Doug got on 
the phone. 

He was able to persuade someone to recognize that, yes, an error was made. If he would just send an-
other copy of his canceled checks, the discrepancy could be rectified. Doug again mailed copies of the 
canceled checks with a cover letter reciting the details of the conversation. About a month later, he re-
ceived another threatening notice and then, much to his bewilderment, IRS filed a lien. It came at just the 
time he was attempting to sell his house. 

Frustrated, Doug turned to the federal courts for help. A little-known federal law contained in the 
United States code of civil procedure authorizes one to sue the United States if the purpose of the suit is to 
“quiet title to...real estate or personal property on which the United States has or claims a mortgage or 
other lien.” 28 U.S.C. §2410. When circumstances are ripe, the quiet title statute is an effective way to 
force the IRS to settle the issue of a tax lien. 

The specific procedures for filing a quiet title action are set forth in Chapter 10, Taxpayers’ Defense 
Manual. An important point is that before suing the IRS, one must first pursue and exhaust all administra-
tive remedies. One key administrative remedy is the right to “appeal” the filing of a tax lien, which I ex-
amine later in this chapter.  

After filing suit, the attorney assigned to the case contacted Doug and discussions began. Doug pro-
vided proof that his tax liability was paid. The attorney then agreed to order the IRS to lift the lien if Doug 
would drop his suit. Doug agreed, and thus obtained a certificate of release of federal tax lien, which he 
carried to the courthouse and filed.  

 
Expiration of the Lien 
In Chapter 10, I explain the law regarding the collection statute of limitations. In general, the IRS has just 
ten years from the date a tax is assessed in which to collect it. Thereafter, unless the statute is extended by 
one or more of the methods outlined in Chapter 10, the tax is unenforceable. Treasury Regulation section 
301.6325-1(a) provides that the IRS must release its lien when “the entire tax liability listed in such notice 
of Federal tax lien has been fully satisfied...or has become legally unenforceable.” 

The above regulation provides that when requesting a release of lien, your written request must, 
1.  Be sent to the IRS office that filed the lien,  
2.  State the name and address of the person making the request, 
3.  Include a copy of the lien in question, 
4.  State “the grounds upon which the release is sought,” and  
5.  Contain a declaration made under the penalty of perjury that the facts in the application are “true 

and correct in all respects.” 
 
There is no IRS form for this application. However, I provide an example of an application in the 

Taxpayers’ Defense Manual. File it with the IRS at the appropriate address show in Publication 4235. As 
with all submissions, mail it to the IRS using certified mail with return receipt requested.  

 
Failure to Release a Lien 
The ultimate responsibility for obtaining a lien release rests on your shoulders. You must make the appli-
cation or the IRS is not likely to remove the lien. This is true even if the tax is paid and even if the collec-
tion statute has expired. If an application is not made, there is nothing to suggest that the IRS will volun-
tarily release the lien. However, if the IRS fails to release an improper lien, turn to code section 7432. It 
allows you to sue the United States when the IRS “knowingly, or by reason of negligence, fails to release 
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a lien.” The statute allows the citizen to recover the actual, direct damages sustained as a result of the lien, 
plus the costs of the action. Chapter 10 of the Defense Manual guides one through this process. 

 
The Lien Appeal 
Code section 6326 authorizes an administrative appeal of “the imposition of a lien.” Do not confuse this 
process with the Collection Due Process lien appeal under code section 6320. The lien appeal process 
described here is limited in scope, as explained below. On the other hand, the CDP lien appeal allows you 
to challenge the filing of a tax lien on “any appropriate ground.” See the discussion of the CDP appeal in 
Chapter 5.  

The key limitation with a CDP lien appeal (Chapter 5) is procedural, in that it must be executed with-
in thirty days of receiving Letter 3172. After that, you have no right to a CDP appeal. However, an appeal 
under section 6326 can be filed within one year after you become “aware of the erroneously filed lien,” as 
explained below.  

The circumstances under which one may execute an appeal under section 6326 are:  
1.  The tax liability that gave rise to the lien was paid in full prior to its filing,  
2.  The tax liability was assessed in violation of the deficiency procedures, 
3.  The tax liability was assessed in violation of Title 11 of the United States Code (the Bankruptcy 

Code), or 
4.  The collection statute of limitations expired prior to filing the lien. See Treas. Reg. §301.6326-

1(b). 
 
The lien appeal must include:  
1.  The name, current address, and Social Security number of the person appealing the lien, 
2.  A copy of the Notice of Lien in question, and 
3.  A clear and concise statement of the grounds upon which the lien is appealed. Treas. Reg. 

§301.6326-1(d)(2). 
 
If the lien is appealed on the ground that the tax liability was satisfied prior to the lien’s filing, you 

must provide proof of payment in one of the following forms:  
1.  An IRS receipt showing full payment of the tax prior to the date of the lien filing,  
2.  A canceled check to the IRS in an amount sufficient to satisfy the tax, or 
3.  Any other documents proving that you paid, such as evidence of an electronic funds transfer to 

the IRS. See Treas. Reg. §301.6326-1(e). 
 
If you argue that filing the lien is in violation of the deficiency procedures (code section 6213), ex-

plain how the assessment is erroneous. Detailed guidance on the deficiency procedures is set forth in the 
Taxpayers’ Defense Manual, Chapters 8 and 9. 

If you argue that the lien is in violation of the Bankruptcy Code, you must provide,  
1.  The specific bankruptcy court your petition was filed in, and  
2.  The docket number and the date of filing the petition. Treas. Reg. §301.6326-1(d)(2)(C). 
 
The appeal must be filed within one year after you “become aware of the erroneously filed tax lien.” 

Treas. Reg. §301.6326-1(d)(2)(C)(3). Note this language carefully. The one-year rule does not start with 
the date of filing the lien. It begins with the date you become aware of it. Exercising the right of lien ap-
peal is a necessary prerequisite to filing suit and obtaining damages under code section 7432. For more 
details on the lien appeal, a sample lien appeal form, and how to file suit for failure to release the lien, see 
the Defense Manual, Chapter 10. 

 
Proving Your Case 
Never forget that you have the burden of proof in any civil situation with the IRS. This applies fully when 
you seek lien relief, especially in CDP cases. The IRS does not have to prove you are not entitled to lien 
(or levy) relief. Rather, you must prove that you are entitled to the relief you seek. The IRS generally 
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does nothing more than “play goalie,” finding (or creating) reasons to kick away your proposals rather 
than finding reasons to accept them.  

For this reason, it is useful to examine a Tax Court case in which a taxpayer was successful in obtain-
ing lien relief in the context of a CDP hearing. The case is Alessio Azzari, Inc. v. Commissioner, 136 T.C. 
178 (2011). Alessio Azzari, Inc. was a home construction company ravaged by the recession. Alessio was 
behind on employment taxes for several periods during 2005 and 2006. In January 2007, Alessio obtained 
a revolving line of credit from a bank that gave Alessio access to up to $1 million. The line of credit was 
secured by Alessio’s accounts receivable and certain other assets.  

Alessio used the line of credit to begin making payments on the delinquent taxes and to stay current 
on employment taxes going forward. But in November 2007, the IRS filed a tax lien against Alessio. 
Once the bank became aware of the lien, it pulled Alessio’s line of credit. Without the line of credit, Ales-
sio would not be able to stay current going forward because of the fact that its own customers lagged be-
hind on the money they owed to Alessio. The bank was willing to restore the line of credit, but only if the 
IRS would subordinate its lien to the bank’s claim, giving the bank first claim to Alessio’s receivables 
and other assets.  

In response to the lien filing, Alessio submitted Form 12153, Request for Collection Due Process 
Hearing, to the IRS seeking: 1) subordination of the tax lien to the bank’s claim against the receivables, 
and 2) an installment agreement on the delinquent taxes. Ultimately, Alessio prevailed in its appeal due to 
the nature of the evidence it provided. What we learn from the case is instructive in any lien situation.  

Consider the following elements of proof the company offered.  
1. Alessio presented two different cash flow projections to the settlement officer. The first showed 

the negative financial consequences that would result if the lien was not subordinated, and the 
second showed the positive financial outcome if the lien was subordinated. From these projec-
tions, Alessio argued that lien subordination would “facilitate collection of the tax.” Even in the 
case of an individual, you should present projections of how your situation—and therefore ability 
to pay—will be improved by the IRS removing its lien.  

2.  Alessio presented data to show that they could remain current going forward. Specifically, they 
showed that: a) they cut payroll substantially by laying off employees, b) they implemented spe-
cific cost-cutting strategies in other areas, and c) they moved their business into areas other than 
the depressed new home construction market. Staying current is vital for all taxpayers, and show-
ing that you can do so must be part of your presentation.  

3.  Allesio provided documentation from the bank showing that: a) the bank terminated the line of 
credit only because of the federal tax lien, and b) the bank would indeed reinstate the line if the 
lien was subordinated. Definitive evidence of the damage the lien will do (or is doing) is vital.  

4.  Allesio provided a specific plan to show how the current taxes were to be paid going forward. 
5.  Allesio provided a specific installment agreement plan with all supporting financial information 

to pay the delinquent taxes.  
6.  Finally and notably, Alessio made its proposals to the settlement officer in writing. This is im-

portant because there is no formal record made of any discussions you have with the IRS, includ-
ing those that take place in a CDP hearing. Submitting your proposals and material in writing is 
especially important in CDP cases because without documentation, it is hard to prove to the Tax 
Court exactly what you presented to support your case.  

 
Releasing Wage and Bank Levies 
Code section 6343 provides the primary authority for releasing a levy or property seizure for any one or 
more of the following five reasons:  

1.  The tax liability is satisfied or is unenforceable because the collection statute of limitations ex-
pired, 

2.  Release of the levy will facilitate collection, 
3.  You entered into an installment agreement, unless the agreement specifically allows for the sei-

zure, 
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4.  The levy is creating an economic hardship due to your financial condition, or 
5.  The fair market value of the property exceeds the liability, and release of the levy on a part of the 

property will not hinder collection. 
 
Let us analyze these factors in more detail.  
 

Installment Agreement in Effect 
An approved installment agreement prohibits any levy, whether on a bank account or any other property. 
However, the IRS routinely issues levies shortly after it has approved an installment agreement simply 
because the agency often fails to put the appropriate freeze codes on the computer. Such action is clearly 
not legal unless the agreement expressly provides for the levy, which is highly unlikely. This law gives 
you the right to have such a levy removed and the seized property returned, as discussed below. 

However, this levy proscription does not apply to the levy of federal or state tax refunds. Thus, the 
IRS will intercept (offset) your refunds, even in the face of an approved installment agreement. In the 
case of state tax refunds, the IRS must first issue a notice that it intends to levy your state refund. It does 
so with notice CP504. See Exhibit 4-3. Given that, you may receive a CP504 even though you have an 
approved installment agreement.  

 
Economic Hardship 
It is not difficult to imagine how wage and bank levies cause “economic hardship.” When the IRS enforc-
es collection, it often places one into a position of having to choose between paying his taxes and feeding 
his family. In fact, levies are just the kind of action that drives people underground. 

To show economic hardship, you must provide the IRS with financial information, either in writing or 
by telephone, exactly as outlined in Chapter 5. Given the immediacy of an actual levy, I would call ACS 
or your RO (whoever issued the levy) to explain that the levy will cause hardship by making it impossible 
to pay necessary living expenses. Following the guidelines set forth in Chapter 5, illustrate exactly how 
the levy is causing hardship. It is not enough to make the bare allegation of hardship. You must give ex-
amples, such as you are unable to make a mortgage or auto payment, or you have several outstanding 
checks that will bounce, thereby destroying your good standing with merchants and creditors. Show your 
fixed monthly living expenses and the amount you are left with after the levy. Argue that because of the 
levy, you risk the loss of your home, auto, health insurance, etc. 

As I explain in Chapter 5, the IRS evaluates your living expenses in light of its fixed standards and 
generally attempts to squeeze as much from you as possible. In addition to the law and Internal Revenue 
Manual parts that I describe in detail in Chapter 5, Treasury Regulation section 301.6343-1(b)(4)(ii)(A)-
(F), provides even more help in pushing the IRS to allow your actual expenses as a means of establishing 
hardship in connection with a levy. That regulation provides that the IRS must take into consideration the 
following information for purposes of determining the extent to which a person’s living expenses are 
“reasonable:” 

1. Your age, employment status and history, ability to earn income, and the number of dependents,  
2. The amount reasonably necessary for food, clothing, housing (including utilities, home-owner in-

surance, home-owner dues, etc.), medical expenses including health insurance, transportation, 
current tax payments (including federal, state, and local), alimony, child support, or other court-
ordered payments, and expenses necessary to produce income (such as dues for a trade union or 
professional organization, or child care payments that allow you to be gainfully employed), 

3. The cost of living in the geographic area where you live, 
4. The amount of property exempt from levy that is available to pay your living expenses, 
5. Any extraordinary circumstances such as special education expenses, a medical catastrophe, or 

natural disaster, and 
6. “Any other factor that the taxpayer claims bears on economic hardship and brings to the atten-

tion” of the IRS. Treas. Reg. §301.6343-1(b)(4)(ii)(A)-(F). 
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Make a specific and clear request that the levy be lifted immediately. Keep in mind that if you with-
hold information regarding your financial status and ability to pay, you will at least delay the process. 
More likely, your request to release the levy will simply be denied. Consistent with this observation, IRS 
regulations require that you act in good faith. See Treas. Reg. §301.6343-1(b)(4)(iii). Examples of failure 
to act in good faith include (but are not limited to) falsifying financial information, inflating actual ex-
penses or costs, and failing to disclose assets. Therefore, do not withhold information or misstate your 
financial condition and expect the IRS to release the levy.  

Use exactly the same procedure for dealing with bank levies. When the IRS issues a bank levy, the 
agency does not immediately take possession of the funds. The funds are frozen but remain in the account 
for twenty-one days. This holding period allows you to take action as outlined here, before losing the 
money. Moreover, unlike wage levies, bank levies are a one-time levy. That is to say, they are effective to 
reach the money in the account only on the day the levy hits the account. For example, if you have $100 
in the account the day the levy is issued, the levy is effective only against that $100, even if your payroll 
check is deposited electronically the next day. Wage levies, on the other hand, continue indefinitely until 
either the tax is paid, or they are specifically released.  

In connection with a bank levy, illustrate that the freeze on your account may cause outstanding 
checks to bounce, in turn ruining your good standing with creditors. I would make a list of all outstanding 
checks, including whom they were issued to, and why the expense is necessary. Also, argue that the lack 
of funds makes it impossible to pay necessary living expenses or business operating expenses that are ripe 
for payment. Have a list of these expenses available as well.  

Have a fax number for your employer’s payroll department or your bank on hand when you phone the 
IRS. Push either ACS or your revenue office to fax a Release of Levy (IRS Form 668-D) directly to both 
you and your employer or bank. Form 668-D is shown here as Exhibit 6-3. 

If you cannot get an agreement to release the levy, ask to speak with a manager and then handle that 
conversation as outlined in Chapter 5. If you cannot come to terms with a manager, you have the right to 
an administrative appeal known as a CAP appeal. You can also turn to the Office of the Taxpayer Advo-
cate in emergency situations. I discuss both options in Chapter 7. 

 
Facilitate Collection of the Liability 
Code section 6343 uses the broad, undefined phrase “facilitate the collection of the liability” as a potential 
reason for releasing a levy. This general language invites any reasonable argument to remove the levy 
when it can be shown that the IRS’s action is likely to do more harm than good. IRS regulations give 
some idea of just how broad this remedy may be. Treasury Regulation section 301.6343-1(b)(2) provides: 
 

“A director has the discretion to release the levy in all situations, including those where 
the proceeds from the sale will not fully satisfy the tax liabilities of the taxpayer, under 
terms and conditions as he or she determines are warranted.”  
(Emphasis added by author.) 

 
To win a release under this section, show that the IRS’s action will make full payment more difficult. 

The following scenario provides an example of how a release might facilitate collection.  
Suppose you are an independent contractor doing business with several customers. The IRS issues 

levy notices to all your customers. Afterward, your customers make it clear that they will not continue 
doing business with you if they must contend with the IRS in the process. You risk losing your primary 
source of income and hence, your means of paying the tax and supporting your family. By releasing the 
levies, the IRS ensures that your customers do not abandon you. This enables you to structure and fund a 
plan to pay off your debt and stay alive (and current) at the same time. 

Some companies have written policies stating that wage levies will lead to termination. Certainly the 
loss of one’s job constitutes economic hardship and destroys your capacity to pay. Collection of the tax is 
clearly “facilitated” by removing that wage levy. 
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Exhibit 6-3 – IRS Form 668-D 

 
  
The Fair Market Value of Property 
Code section 6343 also talks about releasing a levy when the fair market value of the property seized 
exceeds the tax debt. In that case, the IRS must release so much of the property as exceeds the debt. The 
IRS gives this factual example in Treasury Regulation section 301.6343-1(b)(5): 
 

“The Internal Revenue Service levies upon ten widgets which belong to the taxpayer to 
satisfy the taxpayer’s outstanding tax liabilities. Subsequent to the levy, the taxpayer es-
tablishes that market conditions have increased the aggregate fair market value of widg-
ets so that the value of seven widgets equals the aggregate anticipated expenses of sale 
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and seizure and the tax liabilities for which the levy was made. The director must release 
three widgets from the levy and return them to the taxpayer.” 

 
Also note that code section 6331(f) expressly prohibits the levy of any asset that has no equity. Sup-

pose your vehicle is worth $5,000 but you have a bank loan on the car for at least that much. You have no 
equity in the car and the bank’s security interest is ahead of the IRS’s. If the IRS were to sell the asset, 
only the bank would get paid and there would be no proceeds to apply to the tax debt. Under the circum-
stances, seizure of the asset is purely punitive, and therefore, illegal.  

In your written request for release of levy, provide the facts and information needed to establish the 
value of the property in question and any security claims against it, such as bank mortgages. 

  
Levy Release and Non-filers 
It is not uncommon for the IRS to issue wage and bank levies to non-filers. In fact, this is a common way 
the IRS wins the attention of non-filers, since they often ignore other IRS correspondence. When non-
filers contact the IRS for a release of levy, the agency often explains that an installment agreement is una-
vailable until all delinquent returns are filed and estimated tax payments are made current. Said another 
way, the IRS says it will not release the levy before you cure all the delinquencies. This presents a serious 
problem if you have a substantial number of unfiled returns. How will a person be able to survive with a 
wage levy in effect if it will take months to complete a series of delinquent returns? And how will you 
make payment of current taxes if your money is taken for the back taxes?  

The IRS is misleading at best when it causes non-filers to believe they cannot get levy relief until af-
ter filing delinquent returns and getting current with estimated payments. It is true that one must be cur-
rent with return filing and estimated payments before the IRS will establish an installment agreement. 
Code section 6159 and the various IRM provisions discussed in Chapter 5 are clear on that. However, the 
release of levies is controlled by code section 6343, not code section 6159.  

Section 6343, as explained above, expressly provides that the IRS “shall release the levy” that “is cre-
ating an economic hardship due to the financial condition of the taxpayer.” IRC §6343(a)(1)(D). This is a 
clear statutory mandate to release a levy as a matter of law if the taxpayer is suffering hardship because of 
it. There are no other conditions on this release but that you prove the hardship claim. The hardship de-
termination is based upon your income and expenses, as well as the other factors bearing on the question 
of hardship, each of which I discussed at length earlier. A hardship determination has nothing whatsoever 
to do with whether you have unfiled tax returns.  

In the case of Vinatieri v. Commissioner, 133 T.C. 392 (2009), the Tax Court made it perfectly clear 
that my reading of the statute is correct. That case involved a Collection Due Process appeal by a taxpayer 
who argued in her hearing that she should be granted uncollectible status. She proved that levies would 
cause hardship, and that she had no capacity to make an installment payment. The IRS’s settlement of-
ficer ruled that she was not entitled to uncollectible status because she had several unfiled returns and was 
not current with estimated payments.  

The Tax Court examined the statutes, regulations, the IRM, and court decisions controlling the mat-
ter. The Court said: 

 
“We have found no cases addressing the requirement that the taxpayer be current with 
filing returns in a levy case involving economic hardship under section 6343(a)(1)(D) 
and section 301.6343-1(b)(4), Treas. Regs. Neither section 6343 nor the regulations con-
dition a release of a levy that is creating an economic hardship on the taxpayer’s compli-
ance with filing and payment requirements.” 

 
Thus, it is simply not true that a taxpayer must be current in order to have a levy released. If you are 

unable to communicate this fact to your RO or the ACS representative you talk with, you must take the 
issue to a manager. In a CDP case, you have the right to a Tax Court appeal if you cannot resolve the case 
amicably. 
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Return of Seized Property 
In addition to authorizing a release of levy, section 6343(b) allows the IRS to return property (including 
money) that was already taken. The property can be returned if the IRS determines: 

1.  The levy was premature or otherwise not in accordance with IRS’s administrative procedures,  
2.  The citizen entered into an installment agreement, unless the agreement provides otherwise,  
3.  Return of the property will facilitate collection of the tax, or  
4.  With the consent of the taxpayer or the Taxpayer Advocate (see Chapter 7), return of the property 

would be in the best interests of the citizen (as determined by the Taxpayer Advocate) and the 
United States. See IRC §6343(d). 

 
This statute contains the broad and undefined use of the phrases “facilitate tax collection” and “the 

best interests” of the citizen and the IRS as determined by the TA. As we discussed earlier, this provides 
an invitation to use creative, logical arguments to win return of property the IRS levied. For example, I 
had a client who suffered a bank levy that took $20,000 in cash. My client just started a new business and 
faced substantial cash demands to fund the business. We argued that it was imperative for the IRS to re-
fund the cash. Otherwise, the client would be unable to make the business profitable. The RO did not buy 
the argument, but I took the matter to her manager. I was able to persuade the manager that the IRS’s best 
hope of collecting the delinquent tax in the future was to refund the cash and allow the taxpayer to work 
his business. I was able to recover all $20,000. 

 
A Written Request for Release of Levy or Return of Property 
You should begin levy release discussions verbally (either with your RO or with ACS as discussed in 
Chapter 5). However, unless you get immediate relief, be prepared to submit a written request for release 
of levy. With respect to seeking the return of levied property, that should be done in writing, in addition to 
any verbal efforts you make.   

To make a request for release of levy or return of seized property under section 6343, submit a letter 
that contains, at a minimum, the following:   

1. Your name, address, and Social Security number or TIN,  
2. A description of the levied property, 
3. The type of tax and the periods in question, 
4. The date of the levy and the IRS office that issued it,  
5. A clear and concise statement of the grounds that support your position, including copies of doc-

uments to support your arguments, and  
6. A statement above your signature declaring under penalty of perjury that the facts presented are 

true and correct in all respects. See Treas. Reg. §301.6343-1(c)(1). There is no specific IRS form 
for making this request. Therefore, do it in letter form and submit it as quickly as possible. 

 
If the property levied upon is personal property “essential” to carrying on your business, your request 

for release of levy should so state. At code section 6343(a)(2), the law declares,  
In the case of any tangible personal property essential in carrying on the trade or business of the tax-

payer, the Secretary shall provide for an expedited determination…if levy on such tangible personal prop-
erty would prevent the taxpayer from carrying on such trade or business. 

In your request for release, describe the specific property taken, its relationship to the operation of 
your business, and how being deprived of such property prevents you from doing business. The expedited 
review and response to the request for release of business property must occur within ten days of making 
the request. Treas. Reg. §301.6343-1(d)(1). 

 
Using the Taxpayer Advocate 
If your request for either release of levy or return of levied property is not successful, take the issue to the 
Office of the Taxpayer Advocate (TA). Use the same type of letter, stating your case clearly and using 
specific examples and statutory references to buttress your claims. Provide a copy of your initial request 
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and explain that the IRS has failed and refused to correct the damaging assault on your financial life. Ask 
the TA for specific relief in the form of removing the levy and establishing a reasonable installment 
agreement or uncollectible status. See Chapter 7 for more details on the TA. You can also use a CAP 
appeal in emergency situations. I discuss that process in Chapter 7 also.  

 
Coping with Property Seizures  
Property seizures include real estate, automobiles, business equipment and inventory, and personal prop-
erty of every description. While there are certain amounts and classes of property exempt from levy 
(which I identified in Chapter 4, under the heading, Property Exempt From Levy and Seizure), you face 
the risk that any property you own outright or in which you have an ownership interest may be seized. 
This means you must understand how to neutralize the impact of seizures. This starts with understanding 
the guidelines the IRS must follow before seizing property. I review them here.  

 
Property Seizure Guidelines 
The seizure of property is never to be considered the solution of first resort. Such action is to be the last 
resort only, and executed only after “thorough consideration of all the factors and of alternative collection 
methods.” See IRS Policy Statement 5-34; IRM part 1.2.14.1.8(1). In particular, revenue officers are giv-
en the following key instructions: 
 

“The facts of a case and alternative collection methods must be thoroughly considered 
before determining seizure of personal or business assets is appropriate. Taxpayer rights 
must be respected. The taxpayer’s plan to resolve past due taxes while staying current 
with all future taxes will be considered. Opposing considerations must be carefully 
weighed, and the official responsible for making the decision to seize must be satisfied 
that other efforts have been made to collect the delinquent taxes without seizing. Alterna-
tives to seizure and sale action may include an installment agreement, offer in compro-
mise, notice of levy, or lien foreclosure. Seizure action is usually the last option in the 
collection process.” (IRM part 1.2.14.1.8(2)) 

 
In guiding ROs in the decision making process, IRM part 5.10.1.6 sketches out the profiles of three 

different taxpayers. They are: 1) those who will pay the tax but need time, 2) those who cannot pay in 
full, and 3) those who simply will not pay. The IRM provides illustrations of each category of person.  

Under IRM part 5.10.1.6(1), the IRS must not resort to levy action in cases where the citizen will pay 
the tax but needs time, or in cases where the citizen cannot pay in full. Such persons include those who:  

 Do not agree with the assessment and are working with the IRS to properly adjust their account, 
 Will full pay their liability within a reasonable time, 
 Require reasonable time to sell an asset or secure a loan, 
 Qualify for and submit an offer in compromise, 
 Have no ability to make payments and have no equity in assets (currently not collectible), or 
 Request and qualify for an installment agreement. 
 IRM part 5.10.1.6(2) defines those “who won’t pay” as those who:  
 Have the ability to remain current and resolve their delinquent taxes through an alternative collec-

tion method but will not do so, 
 Cannot remain current and resolve their liability, but who have assets in excess of exempt 

amounts (see Chapter 4) that will yield net proceeds but are unwilling or unable to borrow against 
or liquidate these assets, 

 Are pyramiding liabilities, 
 Use tax protester arguments and continue to resist the requirements to file and pay, 
 Will not cooperate with the IRS (they evade contact or will not provide financial information), 
 Will not comply with the results of the IRS’s financial analysis or will not enter into an install-

ment agreement or OIC, 
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 Are wage earners who have not paid their tax liability and will not adjust their withholding to 
prevent future delinquencies,  

 Are self-employed, have not paid their tax liability and will not make estimated payments to pre-
vent future delinquencies, and  

 Do not meet their commitments (without a valid reason) as set forth by an installment agreement, 
OIC, or extension of time to pay. 

 
Even in the case of those who will not pay, an RO may not seize assets unless the required Final No-

tice has been mailed, as discussed in Chapter 4. Moreover, all other alternatives must have been consid-
ered. If you provide a specific plan for “alternative collection methods,” this must be considered and if 
reasonable, pursued. But the IRS will not create such a plan for you, nor even suggest the idea. You must 
do so. 

To this end, I offer the following strategies for dealing with property levies and seizures. 
 

Your Principal Residence 
Revenue officers routinely threaten to seize your home as a means of enforcing collection. Normally, this 
is an entirely hollow threat, since a home is generally exempt from administrative seizure in the first 
place. Not only would an RO have to determine that you “won’t pay,” but the seizure would have to be 
authorized by a federal court. Recall that we discussed this in Chapter 4, under the heading, Property 
Exempt From Levy and Seizure.  

 
The Minimum Bid Worksheet 
The IRS’s minimum bid worksheet is submitted to the citizen after property is seized but before it is sold. 
It communicates the figures used to calculate the minimum amount the IRS will accept when selling it. 
You have five days to object to the minimum bid price. Look at it carefully, because the IRS sometimes 
accepts ridiculously low bids. For example, Don’s real estate was seized by the IRS and was about to be 
sold. Though the market value of the property was about $85,000, the minimum bid worksheet revealed 
that the IRS planned to offer the property for just over $2,000 (that is not a misprint). 

Within the five-day period, we responded to that worksheet by pointing out exactly how the minimum 
bid was both grossly understated, and that increasing the minimum bid would only serve to “facilitate tax 
collection.” The letter caused the RO to re-compute the minimum bid, raising it substantially. This bene-
fited Don in a number of ways. First, with the substantially higher minimum bid price, the chances of 
selling the property were greatly diminished. The higher the price of an item, the fewer buyers there are 
willing and able to purchase it. 

More importantly, the RO was forced to postpone the original sale date. This allowed Don the time he 
needed to maneuver into position to keep the IRS from selling the property altogether. See Chapter 13. 

 
The Lawsuit for Injunction 
In certain circumstances, where you have lost your appeals rights and the IRS is threatening enforced 
collection, one method of stopping property seizures is to sue the IRS in federal district court, and as part 
of that process, apply for an injunction preventing the seizure. However, this route poses a special prob-
lem due to a federal law preventing many such suits.  

Code section 7421 is known as the anti-injunction act. It generally deprives federal courts of jurisdic-
tion to stop the IRS. However, there is one little known and even less understood exception to that rule. 
The exception is based upon the Supreme Court case of Commissioner v. Shapiro, 424 U.S. 614 (1976). 

Under Shapiro, when an assessment is arbitrary and erroneous and the citizen can demonstrate that, 1) 
collection of the tax will cause irreparable harm, and 2) no adequate remedy exists to prevent the harm, a 
court can enjoin collection despite section 7421. For greater detail on this process, including forms for 
carrying it out, see the Taxpayers’ Defense Manual, Chapters 8, 9, and 12. 

When you show that a tax assessment is both arbitrary and erroneous, it is no longer considered a 
“tax” subject to section 7421. Rather, it is considered an “exaction in the guise of a tax.” Miller v. Stand-
ard Nut Margarine Co., 248 U.S. 498 (1932). If the IRS cannot support its assessment with facts suffi-
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cient to establish the substantial likelihood that you in fact owe it, a court may decree that the tax is “arbi-
trary and erroneous.” See the Defense Manual for more details. 

 
The Separate Interest 
Very often, property is owned jointly by a husband and wife. It is also common for one spouse, say, the 
husband, to owe taxes but not the wife. Despite the fact that the wife may not owe taxes, the Supreme 
Court has ruled that a court can allow the IRS to sell joint property to liquidate the sole debtor’s interest. 
United States v. Rogers, 461 U.S. 677 (1983). Note, however, that if both spouses sign a joint return for 
the delinquent year, the debt is jointly owed, so the IRS can collect from assets owned by either or both 
parties, even if only one earned the income. The exception to this is where one spouse is considered an 
“innocent spouse” under either code section 6015 or 63(c). For more on the innocent spouse, see the dis-
cussion below. 

While it is true that the property may be sold (but only on the order of a court), the non-debtor spouse 
must be compensated for her interest. This means simply that the non-debtor must be treated as if she 
holds a lien against the property equal to half its equity.  

The IRS invariably overlooks this minor detail. You learn of its intentions by reviewing the minimum 
bid worksheet. If the IRS proposes to sell any more than a one-half interest in the property, assume it does 
not intend to consider the ownership interest of the non-debtor spouse. The “wrongful levy statute” pro-
vides a remedy to this problem. Code section 7426 allows a person to enjoin a levy or sale if the IRS pro-
poses to overlook the ownership interests of a non-debtor. 

Margaret filed such a suit in the district court in Chicago. Her husband owed thousands of dollars in 
taxes and the IRS seized the couple’s jointly-owned rental property with the intention of selling it. In her 
suit, Margaret established her ownership interest by presenting the court with copies of the deed of title. 
In its order, the court instructed the IRS to restructure its sale to protect Margaret’s interest.  

The law generally requires that one exhaust “administrative remedies” before suing the IRS. In Chap-
ter 12 of the Taxpayers’ Defense Manual, I take you through both the process of filing an administrative 
claim for release of wrongfully levied property, and the process of filing a suit under section 7426. 

It is important to note that in the case of United States v. Rogers, the Supreme Court ruled that courts 
possess the power to prevent the sale of one’s principle residence under certain circumstances. The court 
held that code section 7403 (the statute which authorizes the sale of property) does not “require” the 
property be sold. Rather, when the non-debtor spouse cannot be adequately compensated with money, a 
court should prevent the sale entirely. The Supreme Court correctly observed that “money is not always 
adequate compensation for a roof over one’s head.” 

When you can demonstrate that the non-debtor will be irreparably harmed if the home is sold and that 
“money’s worth compensation” is not adequate to rectify the damage, sale of the home can be prevented. 
By asserting the separate interest claim under the wrongful levy statute, a non-debtor spouse can be 
spared the misery of such a great loss. 

 
The Premature Assessment 
Assessments are premature if they are not made in accordance with the deficiency procedures under code 
section 6213. I have talked about these procedures at length. However, the IRS routinely makes premature 
assessments. Most often, this is done when a citizen fails to file a tax return. Under those conditions, the 
IRS files for him, using what it calls a “substitute for return” (SFR). Once the SFR is filed and the tax is 
assessed, collection begins. I discuss SFRs in more detail in Chapter 8. 

When an assessment is made in violation of the deficiency procedures, even an SFR assessment, the 
IRS must both terminate enforcement action, including releasing liens and levies, and it must abate the 
assessment. If it is convinced that the tax is truly owed, it must follow the deficiency procedures to obtain 
a valid assessment before resuming enforcement. 

 
Levy on an IRA or 401(k) 
Perhaps the single largest and most dangerous misunderstanding about the IRS’s levy power is the ques-
tion of whether it can reach an IRA or 401(k). Ordinary creditors cannot reach these assets since, in order 
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to qualify for favorable tax treatment, the account must meet the requirements of the Employees’ Retire-
ment Income Security Act (ERISA). This law requires a so-called “spend-thrift” clause in pension con-
tracts. Simply put, it prevents creditors from attaching retirement funds.  

However strong and sound the ERISA safe-guards are vis-à-vis other creditors, they do not apply to 
the IRS. Code section 6334 specifies property exempt from IRS levy. We examined those exemptions in 
Chapter 4. Code section 6334(c) states: 

 
“Notwithstanding any other law of the United States (including section 207 of the Social 
Security Act), no property or rights to property shall be exempt from levy other than the 
property specifically made exempt by subsection (a).” (Emphasis added by author.) 

 
Subsection (a) of section 6334 does not create an exemption for IRAs or 401(k)s. Therefore, these ac-

counts can be and are levied by the IRS. And when they are seized, the IRS rubs salt in the wound in a 
big way. Therefore, preventing seizure of these assets is of paramount importance.  

Suppose you owe back taxes of $25,000 and you have $10,000 in an IRA. Now let us suppose the 
IRS seizes the IRA. When the IRS seizes assets, it has the right to apply the proceeds of the levy in the 
manner that best suits the IRS. This is so because a seizure is not a “voluntary payment” subject to being 
“designated” as I explain in Chapter 5. The IRS does not have to take your best interests into considera-
tion and you can be sure it will not. Thus, the entire $10,000 is applied to the back tax debt.  

This does two things. First, it reduces the delinquency by $10,000. However, it also creates a current 
tax liability equal to about 40 percent of the amount seized. That is because whenever a withdrawal is 
taken from an IRA or 401(k), you create a liability for both federal and state income taxes in the year of 
the withdrawal.  

“But wait,” you say. “I didn’t withdraw the money. The IRS took it.”  
That is true, but the withdrawal operated to your economic benefit because the proceeds reduced your 

tax delinquency. Therefore, you are liable for the current federal and state income taxes on $10,000 worth 
of income—the amount of the withdrawal—in the year the account is seized. That amounts to a current 
tax bill of about $4,000, which of course is unfunded because the IRS applied 100 percent of the money to 
the delinquency. 

As a result, you lose about 140 percent of the value of your IRA. One hundred percent of the pro-
ceeds (the cash value of $10,000) are applied to back taxes, and about 40 percent more (the current tax 
obligation) becomes an unfunded debt in the year the money is levied. And, the IRS looks to you for 
payment. The only good news in this scenario is that under code section 72(t)(2), the IRS cannot hit you 
with the 10 percent “early withdrawal” penalty on the distribution.  

It takes no economist to realize that such an act creates a substantial economic hardship. Any levy 
threat on an IRA must be addressed quickly. Argue that such a levy would: 1) create economic hardship 
in that you will lose your retirement funds, and 2) that it is not in the best interest of either you or the IRS 
to carry out the levy due to its creating a current, unfunded tax debt. If the IRS in fact levied the IRA, 
make a quick application for full release based on the points just articulated. At a minimum, you must 
insist (for what it is worth) that sufficient amounts be applied to current taxes, and be sure to insist that 
the state income tax be paid in the process. Otherwise, the levy does nothing more than create another set 
of problems. 

It may be that you are best served by taking the money yourself if a levy becomes unavoidable. By 
doing so, you can provide for payment of the current taxes and the early withdrawal penalty (which will 
apply if you take the money at a time when you are under 59.5 years of age) through voluntary, estimated 
payments. These must be honored if they are clearly marked in writing as payments designated to the 
current year. See our discussion about designating payments in Chapter 5. The balance of the money is 
then left in your possession. In turn, that can be used to fund an Offer in Compromise (see Chapter 12) or 
otherwise resolve the debt.  

By following this process, you lose 100 percent of your IRA, as opposed to losing 140 percent (or 
more) if the IRS were to seize it. 
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The Injured Spouse 
One common way the IRS collects delinquent taxes is to seize tax refunds owed for the current year. The 
process is known as “offset.” The IRS offsets the refund against the outstanding tax. A problem arises 
when the citizen files a joint return and his spouse does not owe the debt.  

As stated above, the spouse who does not owe the debt is considered a non-debtor. That spouse is “in-
jured” when her share of the refund is seized to pay a debt (including non-tax debts such as delinquent 
child support) she does not owe. As an example, a married couple files a joint tax return and is owed a 
$1,500 refund. However, the husband has a delinquent tax debt for years prior to their marriage. The IRS 
seizes the entire refund and applies it to the debt. The wife is “injured” by this action to the extent that a 
portion of the refund belongs to her but she does not owe the debt. 

The law provides special remedies for recovering the non-debtor spouse’s share of the refund. The 
first step of the process is to establish that you are an “injured” spouse. To meet this burden, you must 
prove:  

 You do not owe the debt, 
 You earned and reported income on the joint tax return,  
 You made and reported tax payments on the joint return, and 
 You do not live in a community property state. 
 
The rule of law here is simple. While signing a joint income tax return creates a joint tax liability for 

the year of the joint return, it does not create a joint liability for a delinquent debt, nor does it create joint 
ownership of the overpayment (the amount to be refunded), unless you live in a community property 
state. In non-community property states, any overpayment must be returned to the person who made it. 
Only the portion of the overpayment belonging to the debtor can be offset against the delinquency.  

The rule is different in community property states. Under community property rules, each spouse has 
a vested, one-half interest in the property of the other spouse. This includes both wages and other proper-
ty, including a tax refund. However, state law determines the extent to which community property can be 
offset for the separate or premarital debts of one spouse.  

In Texas, California, Idaho and Louisiana, state law generally allows complete offset. As a result, the 
IRS does not issue injured spouse refunds to people living in these states. However, the law is different in 
Arizona, Nevada, New Mexico, Washington and Wisconsin. There, state law provides that community 
property is not subject to the separate or pre-marital debts of either spouse. As a result, the IRS must issue 
injured spouse refunds in those states. If you live in a community property state, please check the status of 
your law before pursuing an injured spouse claim. The question you must answer is whether community 
property can be used to satisfy the separate or pre-marital debts of one spouse.  

To establish the four points outlined above and make the injured spouse claim for refund, use IRS 
Form 8379, Injured Spouse Claim and Allocation. File Form 8379 as soon as the IRS notifies you that the 
refund is to be offset. Send it via certified mail to the service center where you file your return. As a cau-
tionary measure, you can submit Form 8379 with your joint return at the time of filing if you know the 
IRS will offset the refund. Place Form 8379 on top of Form 1040, and mail the entire package using certi-
fied mail, return receipt requested. Note that Form 8379 cannot be e-filed. Therefore, you will have to 
submit a paper return if you are filing the form with your tax return. 

The amount of refund you are entitled to as an injured spouse is based upon your share of the joint in-
come tax liability and the payments you personally made against it. If, for example, your joint tax return 
shows payments made only through the husband’s wage withholding, there will be no injured spouse 
refund if the husband owes the debt. You face a similar result if the joint return shows income earned only 
by the husband.  

Therefore, to compute your refund, first calculate your income tax liability separately. This process is 
referred to in Form 8379 as an “allocation.” Set forth both the income and deductions which are attributa-
ble to either spouse. The income you personally earned must be allocated to you. If you claimed a stand-
ard deduction, each spouse is entitled to one-half of the deduction. However, itemized deductions can be 
allocated “in any manner.” If the deductions are not allocated on the form, they cannot be allocated later.  
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Exemptions must be allocated as whole numbers. That is, if you have three exemptions, you cannot 
allocate one and one-half to each spouse. Each spouse must claim the exemptions they would have been 
entitled to if they filed separate returns.  

After allocating income and deductions, compute your share of the joint tax liability. Figure your 
share using “married filing separately” rules. That is not to say, however, that you must now be subjected 
to the married filing separately rate. The applicable rate is the married filing jointly rate. It is only your 
share that is computed under the married filing separately rules. For a more detailed explanation, see 
Revenue Ruling 85-70, 1985-1 C.B. 361, and the instructions for Form 8379. 

Having calculated your share of the joint tax liability, now allocate payments against the tax. Allocate 
wage withholding payments to the spouse who paid them. Similarly, allocate separate estimated tax de-
posits to the spouse who made them. However, a) joint estimated payments, b) payments made with the 
return at the time of filing, and c) payments made with a filing extension may be allocated between the 
spouses at their discretion. 

To determine your portion of the total overpayment (which becomes the amount refundable), simply 
subtract your share of the joint tax liability from your contribution to it. For example, suppose your share 
of a $5,000 total tax bill is $2,000. Suppose you contributed $2,500 to the joint tax bill. Your share of the 
refund is $500 ($2,500, your contribution, minus $2,000, your share of the tax bill). 

The IRS actually figures the tax refund. It is supposed to use the procedures and formulas set forth in 
Revenue Ruling 85-70. However, you provide the underlying numbers through your allocation of income, 
deductions and payments. Despite the fact that IRS actually performs the refund calculation, you too 
should perform the exercise to double-check its work. 

 
The Innocent Spouse 
When you file a joint return with your spouse, both of you are equally liable for the tax, even though only 
one of you may have earned the income. This joint liability causes serious problems if, say the wife, had 
no idea of, or control over her husband’s business practices or spending. The IRS moves to collect the 
entire tax from the easiest target, and this is true even if the couple later divorces. A divorce does not 
dissolve a joint income tax liability, even if a local family court orders one spouse to pay the tax. The 
“innocent spouse” rules can solve this problem. Expressed under code sections 63(c) (applicable to com-
munity property states) and 6015, they are among the most important and least understood provisions of 
the tax code. They can relieve a spouse of liability on a joint return in certain circumstances.  

The law establishes three grounds upon which one may obtain innocent spouse status. Let us address 
each of them in turn. 

  
Traditional Innocent Spouse Relief 
This provision applies to married (or formerly married) couples who signed a joint return for the period in 
question. In order to be an innocent spouse under section 6015(b), you must prove the following ele-
ments:  

1. You signed a joint tax return for the period in question. If there is no joint return, you cannot be 
responsible for the tax debts of your spouse in the first place.  

2. There is an understatement of tax attributable to an “erroneous item” on the return. An erro-
neous item is any incorrect tax return item. This could be unreported income, invalid deductions, 
exemptions or credits, etc. It makes no difference whether the erroneous item is the result of a 
good faith error or a flatly bogus claim. The understatement of tax can be in any amount. So 
whether you owe the IRS $5,000 or $500,000, it does not matter, nor does it matter that you 
might be able to write a check for the tax owed. Under section 6015(b), you are either innocent or 
not, and the fact that you might have the money to pay plays no role in considering your culpabil-
ity.  

3. You must prove that in signing the return, you did not know or have reason to know of the 
understatement. In other words, if you knew (or should have known) that there was unreported 
income or incorrect deductions on the return, you cannot obtain innocent spouse relief unless you 
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were forced to sign the return under duress. Proving lack of knowledge is somewhat akin to prov-
ing a negative but it is far from impossible. Lack of knowledge can be inferred from all the facts 
and circumstances of the case.  

  For example, suppose you have a tax debt attributable to your husband’s failed business. 
Suppose also that you were: 1) disconnected from the business because you played no role what-
soever in its operation, 2) specifically unaware of what your husband was doing because he kept 
you ignorant of his affairs by refusing to talk with you about it or by lying to you about it, and 3) 
otherwise generally unfamiliar with his day-to-day operations because of your own pursuits, such 
as working your own job or taking care of small children. In this case, you can establish that you 
did not know or have reason to know about the errors in the return. The Taxpayers’ Defense 
Manual, Chapter 12, illustrates this clearly and gives examples of how to make this case. 

  Innocent spouse relief under 6015(b) is not an “all or nothing” proposition. Section 
6015(b)(2) provides that your liability is limited to the portion of the tax that the innocent spouse 
knew or should have known existed. For example, if you were aware that certain business deduc-
tions were questionable but were unaware of hidden cash income, you cannot be held liable for 
the tax, interest or penalty on the unreported income. The extent of your liability is attributable 
only to what you knew or should have known (here, the questionable business deductions). 

  Please note that section 6015(b) applies only to “understatements” of tax, not to “underpay-
ments.” An understatement is a condition in which the tax return does not show the full and cor-
rect tax liability. For example, say you file a joint return that does not report $10,000 of income. 
After audit, the IRS increases your tax. This is an understatement of tax. 

  On the other hand, suppose you file a joint return showing $5,000 of tax due from your hus-
band’s business. The tax is not paid at the time the return is filed. The IRS begins enforcement ac-
tion to collect. This is an “underpayment.” That is, you did not pay the tax that was shown due on 
the return. And because you are aware (or should be aware) of the tax when you file the return (it 
is, after all, shown right on the return that you signed), you are not an innocent spouse under this 
subsection. However, relief may nevertheless be available under another provision, as discussed 
below. 

4. The innocent spouse must prove that based upon all the facts and circumstances, it is inequi-
table to hold her accountable for the tax. This is an intangible element that is determined on a 
case-by-case basis. I once had a case in which the husband was guilty of massive credit card 
fraud. The wife knew nothing about his actions. After the FBI busted him for the fraud (and ex-
onerated her), the IRS assessed millions of dollars in taxes, penalties and interest for not claiming 
the income from the fraud operation. Because the wife signed a joint return, the IRS assessed the 
tax against her also. In our innocent spouse case, we proved that she was as much a victim of the 
husband’s criminal acts as the IRS. She was lied to, kept ignorant, denied access to any records 
his activities, etc. When the couple split, she was left with nothing since the house and cars were 
repossessed by creditors. Moreover, she was the sole supporter of their three children. To top it 
off, the now-former husband was in jail and there was no hope of his providing any support. 
These facts were enough to persuade the IRS that it would indeed be unfair to hold her responsi-
ble for the tax. For more on how to do this, please see Taxpayers’ Defense Manual, Chapter 12. 

5. The innocent spouse must file for relief under code section 6015(b) “not later than” two years af-
ter the IRS begins collection activities. The “collection activities” must be pointed at the innocent 
spouse. Such activities are defined by Treasury Regulation section 1.6015-5(b)(2)(i) as follows:   

  a. The issuance of a Final Notice of Intent to Levy and Notice of Your Right to a Hearing, 
Letter 1058 or LT11 (see Exhibits 4-4 and 4-5),   

  b. The offset of a federal or state tax refund, 
  c. A lawsuit by the United States against the innocent spouse under section 7403 (as ex-

plained above, this is usually a suit seeking court permission to seize your main home), 
  d. Filing a claim by the United States in any court proceeding in which the innocent spouse 

is a party, or which involves property owned by the innocent spouse, or  
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  e. Any levy or seizure of a bank account, paycheck, or personal property such as an auto-
mobile, etc. 

 
Please note that the mere filing of a tax lien does not start the two-year clock running. Under the 

terms of the regulation mentioned above, the filing of a lien is not a “collection action.”  
Use Form 8857, Request for Innocent Spouse Relief, to make an innocent spouse claim. Please see 

Taxpayers’ Defense Manual, Chapter 12 for more details on submitting the claim. 
 

Partial Relief for Divorced or Separated Couples 
Code section 6015(c) provides a remedy for spouses who become divorced or separated after filing a joint 
tax return. This often arises when, pursuant to a divorce or separation agreement, one spouse is ordered to 
pay the outstanding taxes on the joint return, but that spouse runs—not only avoiding child support in 
some cases but dodging the IRS as well. That forces the innocent spouse to deal with the IRS despite the 
fact she probably paid her share of the taxes through wage withholding.  

Under traditional innocent spouse provisions, relief is not available because the innocent spouse knew 
about the tax debt. It was shown on the return at the time of filing and simply was not paid. It is no de-
fense that the debt was really the other spouse’s. A joint return creates a joint liability and each party is 
responsible for its payment. However, code section 6015(c) creates relief in this situation.  

This section carries the same two-year claim period that I just explained. This election, however, is 
not for “innocent spouse” treatment as outlined above. Remember, you are not “innocent” when you 
know or have reason to know about the understatement. Moreover, it is not an understatement when the 
tax is shown due on the return and is simply not paid. That is an underpayment of tax.  

The election available under section 6015(c) is an election to be treated as a separate taxpayer. That is 
to say, you have the right to terminate your joint filing status and separate yourself from your husband’s 
unpaid tax debt. The beauty of this is that you do not need your spouse’s consent to make the election. 
However, other limitations apply. Let us discuss them.  

1. At the time of the election, you must be divorced or legally separated from the spouse in question. 
If not, you may make the election if you have not been living with your spouse at any time during 
the one-year period preceding the date of filing the election. If your spouse is deceased, you are 
not living with your spouse. 

2. You bear the burden of proving your separate tax liability. You must show your separate income, 
your share of itemized deductions, if any, and your wage withholding or other payments. This is 
similar to the injured spouse procedures discussed earlier, and is subject to review and challenge 
by the IRS.  

3. The IRS has the right to disregard the election if it can show fraudulent transfers of assets be-
tween the spouses prior to divorce or separation. Suppose the husband transfers all his assets to 
his wife and then seeks a divorce. There is a large joint tax debt and the wife seeks the separate 
spouse election. If granted, she ends up with all the property and has no tax debt while the ex-
husband has the tax debt but no property. In that case, the IRS can disregard the election. This 
rule does not apply to assets transferred incident to a divorce or separate maintenance agreement 
but you must prove that the principal purpose of the agreement was not to avoid taxes.  

 
Code section 6015(c) does not relieve a citizen of all tax debt. To the extent not paid, you are still re-

sponsible for your separate tax debt. This section merely allows you to unravel the ill effects of a joint tax 
return. Without a section 6015(c) election, the IRS can and will pursue you for payment of a joint tax debt 
even if your spouse was ordered by a family court to pay the taxes, since a family court judge does not 
have the power to vitiate federal tax statutes.  

 
Equitable Relief When Other Remedies do not Apply. 
Code section 6015(f) provides a kind of “catch all” provision available if subsections (b) and (c) do not 
apply. If for any reason you cannot obtain relief under either of those sections, the IRS may nevertheless 
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grant relief, if, based upon “all the facts and circumstances, it is inequitable to hold the individual liable 
for any unpaid tax.”  

This section is very broad and has no limitations. It grants the IRS wide ranging discretion to look at 
each case on an individual basis to see whether a spouse should be relieved of a joint liability. Even the 
two-year limitation period applicable under subsections (b) and (c) does not apply to an equitable relief 
claim under section (f). See Lantz v. Commissioner, 132 T.C. 131 (2009); and IRS Notice No. 2011-70, 
July 25, 2011. 

The key is that you must prove that it is “inequitable” (unfair) to be held responsible for the tax. 
Treasury Regulation section 1.6015-2(d) provides guidance on the definition of the term “inequitable.” It 
states, in part, as follows: 

 
“All of the facts and circumstances are considered in determining whether it is inequita-
ble to hold a requesting spouse jointly and severally liable for an understatement. One 
relevant factor for this purpose is whether the requesting spouse significantly benefited, 
directly or indirectly, from the understatement. A significant benefit is any benefit in ex-
cess of normal support. Evidence of direct or indirect benefit may consist of transfers of 
property or rights to property, including transfers that may be received several years af-
ter the year of the understatement. Thus, for example, if a requesting spouse receives 
property (including life insurance proceeds) from the non-requesting spouse that is be-
yond normal support and traceable to items omitted from gross income that are attribut-
able to the non-requesting spouse, the requesting spouse will be considered to have re-
ceived significant benefit from those items. Other factors that may also be taken into ac-
count, if the situation warrants, include the fact that the requesting spouse has been de-
serted by the non-requesting spouse, the fact that the spouses have been divorced or sep-
arated, or that the requesting spouse received benefit on the return from the understate-
ment.” 

 
Because there are no limitations on granting relief under section 6015(f), there is no limit to the kind 

of circumstances that might give rise to relief. However, the IRS has created some basic requirements that 
must be met before it will consider granting equitable relief. They are set forth in Revenue Procedure 
2000-15, as follows:  

1. Relief is not available under section 6015(b) or 6015(c). If your case can be considered under ei-
ther of those provisions, you must seek relief there first; and  

2.  No assets were transferred between you and your spouse as part of “a fraudulent scheme” to 
avoid paying the tax.  

 
Assuming you meet those requirements, the IRS will generally grant relief when you meet these fol-

lowing factual circumstances: 
1. At the time you seek relief, you are no longer married to, or are legally separated from your 

spouse, or have not been a member of the same household as your spouse at any time during the 
twelve-month period ending on the date relief is requested; 

2. At the time of signing the tax return, you did not know or have reason to know that the tax would 
not be paid. You must establish that it was reasonable for you to believe that your spouse would 
pay the tax; and 

3. You will suffer economic hardship if relief is not granted. The determination of economic hard-
ship is made using the same rules the IRS uses in determining hardship for levy purposes. See 
Treas. Reg. §301.6343-1(b)(4), discussed above. 

 
The Right of Tax Court Review 
Section 6015(e) provides that in the event of an adverse determination of your claim, you may file a peti-
tion in the Tax Court for review of the decision. You have ninety days from the date your claim is reject-
ed in which to file a petition. The law also gives you a Tax Court option if the IRS fails to act on your 
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application in a timely manner. You may file the petition with the Tax Court any time after six months 
from the date of submitting your claim if the IRS fails to answer. This provision prevents the IRS from 
stonewalling your claim. To review the step-by-step process of filing and prosecuting a Tax Court claim, 
please see Chapter 4 of The Taxpayer’s Defense Manual. 

While the ninety-day appeal period and your Tax Court action is pending (if a timely petition is filed), 
the IRS cannot collect until the Tax Court decision becomes final. See IRC §6015(e)(1)(B). If the IRS 
tries to collect, the Tax Court has jurisdiction to stop the IRS.  

 
Impact on the Collection Statute of Limitations 
The bad news is that while the IRS is prohibited from collecting the tax, the statute of limitations on col-
lection is tolled. See IRC §6015(e)(2). This means you must carefully evaluate the merits of filing an 
innocent spouse claim prior to taking action. You must know how much time is left on the collection stat-
ute before taking any action to toll it. To figure the time left on your collection statute, please see Chapter 
10. 
 
Conclusion 
Enforced collection through liens, levies and seizures is always a risk when you owe the IRS. However, 
the tools described above allow you to neutralize, minimize and in most cases eliminate the risk. Normal-
ly, one must act quickly and decisively when dealing with levies and seizures. Hesitation and inaction 
only make matters worse. Therefore, it is always best to know in advance what to do if a given situation 
presents itself. That is how to survive enforced collection.  
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Review Questions 
1. Effective March 2011, the lien-filing threshold became what amount? 

 A. $5,000 
 B. $50,000 
 C. $1,000 
 D. $10,000 

 
2. Which element of Code section 6323(j) is most compelling toward the taxpayer? 

 A. The statute provides five possible grounds for withdrawal of the lien 
 B. The lien was premature 
 C. Withdrawal will facilitate tax collection 
 D. An approved installment agreement exists 

 
3. Form 14134 is used to initiate which procedure? 

 A. Withdrawal of a lien 
 B. Subordination of a lien 
 C. Preparation of a bond 
 D. Direct Debit 

 
4. Which lien release option involves a federal court action? 

 A. Bond 
 B. Subordination  
 C. Value double the liability 
 D. Quiet title 

 
5. After becoming aware of an erroneously filed lien, how long does the taxpayer have to file an appeal 

under Code section 6326? 
 A. Thirty days 
 B. Ten years 
 C. Three years 
 D. One year 

 
6. Although an installment agreement is in effect, which of the following may be levied without notice? 

 A. Federal tax refunds 
 B. Bank accounts 
 C. Automobiles 
 D. State tax refunds 

 
7. If you have $500 in your bank account the day a levy is issued, and an additional $300 is deposited 

the next day, what is the amount that is subject to the levy? 
 A. $0 
 B. $500 
 C. $800 
 D. $300 

 
8. Which Code section controls the release of levies? 

 A. 6331(f) 
 B. 6343 
 C. 6159 
 D. 6326 
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9. What is described in IRM part 5 as a citizen who won’t pay the tax owed? 
 A. Requires reasonable time to sell an asset or to secure a loan 
 B. Does not agree with the assessment and is working with the IRS to adjust his or her account 
 C. Wage earner that has not paid and will not adjust his or her withholdings 
 D. Has no ability to make payments and has no equity in assets 

 
10. What is perhaps the single largest and most dangerous misunderstanding about the IRS’s levy power? 

 A. Basing a levy on an SFR 
 B. The ability to seize a citizen’s home 
 C. Use of the minimum bid worksheet 
 D. The ability to levy an IRA or 401(k) 

 
11. Which community property state generally allows complete offset for the separate debts of one 

spouse? 
 A. Wisconsin 
 B. Arizona 
 C. Texas 
 D. Washington 

 
12. Which Code section provides potential “catch all” equitable relief for an innocent spouse? 

 A. 6015(f) 
 B. 6015(c) 
 C. 6015(b) 
 D. 6015(e) 
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Review Answers 
1. A. Incorrect. Effective March 2011, the IRS did not fix the lien-filing threshold at $5,000. However, 

the lien-filing threshold was $5,000 prior to March 2011. 
 B. Incorrect. Effective March 2011, the IRS lien-filing threshold was not $50,000. The IRS will file 

a lien for taxpayers owing much less than $50,000. 
 C. Incorrect. In March 2011, the IRS lien-filing threshold was not $1,000. A taxpayer must owe a 

greater amount in order for the IRS to file a lien. 
 D. Correct. Effective March 2011, the IRS increased the lien-filing threshold to $10,000. 
 
2. A. Incorrect. An element of Code section 6323(j) that is most compelling toward the taxpayer is not 

that the statute provides five possible grounds for withdrawal of the lien; instead, the statute de-
lineates four possible grounds for withdrawal. 

 B. Incorrect. An element of Code section 6323(j) that is most compelling toward the taxpayer is not 
that the lien was premature. A lien that was premature or otherwise not in accordance with the 
IRS’s administrative procedures is one of the grounds for withdrawal. 

 C. Correct. An element of Code section 6323(j) that is the most compelling for taxpayers is that lien 
withdrawal will facilitate tax collection. 

 D.  Incorrect. An element of Code section 6323(j) that is most compelling toward the taxpayer is not 
that there is an installment agreement in place. One of the grounds for withdrawal is that the tax-
payer has an approved installment agreement. 

 
3. A. Incorrect. Form 14134 is not used to initiate withdrawal of a lien. An application for withdrawal 

of a federal tax lien is filed on Form 12277. 
 B. Correct. Form 14134 is filed to apply for subordination of a federal tax lien. 
 C. Incorrect. Form 14134 is not used in preparation of a bond. There is no current form available for 

bond preparation. 
 D. Incorrect. Direct Debit is not the subject of Form 14134. IRS administrative procedures provide 

for the withdrawal of a lien when a Direct Debit Installment Agreement (DDIA) is in effect. 
 
4. A. Incorrect. A bond is not a lien release option involving a federal court action. If the IRS accepts 

the offer of a bond, it can lead to the release of a lien. 
 B. Incorrect. Subordination of a lien is not a release option that involves a federal court action. The 

purpose of a subordination procedure is to facilitate tax collection. 
 C. Incorrect. Value double the liability is not a lien release option involving a federal court action. 

Under Code section 6325(b)(1), the IRS may discharge a portion of property from a lien when the 
fair market value of the property remaining subject to the lien is at least double the sum of the 
amount of the unsatisfied liability secured by the lien plus the amount of other liens upon the 
property. 

 D. Correct. A quiet title action is a suit in federal district court that seeks to settle the question of 
property ownership, and a quiet title action can sometimes clear a lien. 

 
5. A. Incorrect. After becoming aware of an erroneously filed lien, a taxpayer does not have only thirty 

days to file an appeal. However, a CDP lien appeal must be filed within thirty days of receiving 
Letter 3172. 

 B. Incorrect. After becoming aware of an erroneously filed lien, a taxpayer does not have ten years 
to file an appeal. As a general rule, the IRS has just ten years from the date a tax is assessed in 
which to collect it. 

 C. Incorrect. After becoming aware of an erroneously filed lien, a taxpayer does not have three years 
to file an appeal. Generally, the IRS has just three years from the date a tax return is filed in 
which to audit and assess a tax. 

 D. Correct. An appeal under Code section 6326 can be filed within one year after the taxpayer be-
comes aware of an erroneously filed lien. 
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6. A. Correct. Although an installment agreement is in effect, the IRS may levy a federal tax refund 
without notice. 

 B. Incorrect. The IRS cannot levy bank accounts if an installment agreement is in effect. An ap-
proved installment agreement prohibits any levy on a bank account. 

 C. Incorrect. Although an installment agreement is in effect, automobiles may not be levied without 
notice. An approved installment agreement prohibits any levy of property. 

 D. Incorrect. When an installment agreement is in effect, the IRS will not levy state tax refunds 
without notice. However, the IRS can issue a notice that it intends to levy a state refund, and with 
such notice it can do so. 

 
7. A. Incorrect. If you have $500 in your bank account the day a levy is issued, and an additional $300 

is deposited the next day, the amount subject to the levy is not $0. Levies on bank accounts are 
effective and some amount is subject to the levy. 

 B. Correct. If you have $500 in your bank account the day a levy is issued, and an additional $300 
is deposited the next day, the amount subject to the levy is $500, the amount in the account on the 
day the levy was issued. 

 C. Incorrect. If you have $500 in your bank account the day a levy is issued, and an additional $300 
is deposited the next day, the amount subject to the levy is not $800. The entire balance is not 
subject to levy. 

 D. Incorrect. If you have $500 in your bank account the day a levy is issued, and an additional $300 
is deposited the next day, the amount subject to the levy is not $300. The amount subject to levy 
is greater than $300. 

 
8. A. Incorrect. Code section 6331(f) is not the Code section that controls the release of liens. Section 

6331(f) prohibits the levy of any asset that has no equity. 
 B. Correct. Code section 6343 controls the release of levies. 
 C. Incorrect. Code section 6159 does not control the release of levies. Code section 6159 makes it 

clear that one must be current with return filing and estimated payments before the IRS will es-
tablish an installment agreement. 

 D. Incorrect. Code section 6326 does not control the release of levies. Code section 6326 authorizes 
an administrative appeal of the imposition of a lien. 

 
9. A. Incorrect. An individual that requires reasonable time to sell an asset or secure a loan is not de-

scribed in IRM part 5 as one that won’t pay the tax. Such a taxpayer needs more time or may not 
pay in full. 

 B. Incorrect. A citizen that does not agree with the assessment and is working with the IRS to adjust 
the account is not described in IRM part 5 as one that won’t pay the tax; instead, such a person 
needs more time or may not pay in full. 

 C. Correct. A citizen that is a wage earner that has not paid the tax, and will not adjust his or her 
withholdings, is described in IRM part 5 as one that won’t pay the tax. 

 D. Incorrect. A person that has no ability to make payments and has no equity in assets is not de-
scribed in IRM part 5 as one that won’t pay the tax. Such person either needs more time or will 
just not pay the amount due in full.  

 
10. A. Incorrect. Basing a levy on an SFR is not the single largest and most dangerous misunderstanding 

about the IRS’s levy power. When a citizen fails to file a tax return, the IRS routinely files for 
that person, using an SFR (substitute for return). 

 B. Incorrect. The ability to seize a person’s home is not the single largest and most dangerous mis-
understanding about the IRS’s levy power. Revenue officers sometimes threaten taxpayers with 
the seizure of their home, although a home is generally exempt from administrative seizure. 
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 C. Incorrect. The use of the minimum bid worksheet is not the single largest and most dangerous 
misunderstanding about the IRS’s levy power. The IRS communicates to a taxpayer the figures 
used to calculate the minimum amount the IRS will accept when selling seized property. 

 D. Correct. Perhaps the single largest and most dangerous misunderstanding about the IRS’s levy 
power is the question of whether it can reach an IRA or 401(k). 

 
11. A. Incorrect. Wisconsin is a community property state but does not generally allow complete offset 

for the separate debts of one spouse. State law provides that community property is not subject to 
the separate debts of either spouse. 

 B. Incorrect. Arizona is a community property state but does not generally allow complete offset for 
the separate debts of one spouse. State law provides that community property is not subject to the 
separate debts of either spouse. 

 C. Correct. Texas is a community property state and it generally allows community property to be 
offset for the separate debts of one spouse. 

 D. Incorrect. Washington is a community property state but does not generally allow complete offset 
for the separate debts of one spouse. State law provides that community property is not subject to 
the separate debts of either spouse. 

 
12. A. Correct. Code section 6015(f) provides potential “catch all” equitable relief for an innocent 

spouse. 
 B. Incorrect. Code section 6015(c) does not provide “catch all” equitable relief for an innocent 

spouse. Section 6015(c) provides a remedy for spouses who become divorced or separated after 
filing a joint return. 

 C. Incorrect. Code section 6015(b) does not provide potential “catch all” equitable relief for an inno-
cent spouse. Section 6015(b) provides traditional innocent spouse relief. 

 D. Incorrect. Code section 6015(e) does not provide potential “catch all” equitable relief for an inno-
cent spouse. Section 6015(e) provides that in the event of an adverse determination of a claim, a 
Tax Court petition for review of the decision may be available. 
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Chapter 7 

Dial 911 – Emergency Measures to Stop Collection 
 
Learning Objectives 

 Pinpoint the concern IRS employees had over section 1203 of the IRS Restructuring and Reform 
Act of 1998 

 Recognize the specific type of case in which a Taxpayer Assistance Order is appropriate 
 Identify the chief way to bring a case to the attention of the Taxpayer Advocate Service 

 
Introduction 
The events of September 1997 remain etched clearly in my mind, even after nearly two decades. That is 
when the Senate Finance Committee held explosive televised hearings on allegations of IRS abuse. The 
hearings came on the heels of the report of the National Commission on Restructuring the Internal Reve-
nue Service, to which I was a consultant and provided detailed recommendations on changing the Internal 
Revenue Code to better protect taxpayers. The Commission’s report documented specific instances of IRS 
abuse of taxpayers and the disregard of federal law in collecting taxes.  

The nation was riveted to the television as nearly a dozen citizens told heart-wrenching stories of how 
the IRS ran them over in the collection process. IRS officials tried to spin the stories as mere “isolated 
occurrences,” while arguing that most people had favorable experiences with the agency, but even IRS 
employees testified about the culture of abuse that permeated the agency. The employees testified while 
hidden behind screens with their voices electronically altered so as not to disclose their identity. It seemed 
more like a Mafia trial than a Senate hearing.  

In my own testimony, I documented thirteen specific ways the IRS abuses citizens. I pointed out that 
revenue officers use tactics of bluff and intimidation, misinformation and disinformation, and in many 
cases they outright lie to people concerning taxpayers’ rights and the agency’s limitations. I proved that 
IRS abuse of citizens was a regular practice.  

As a result of the report of the National Commission on Restructuring the IRS and the Senate hear-
ings into IRS abuse, Congress passed the Internal Revenue Service Restructuring and Reform Act of 
1998. Among the substantial changes to the tax code made by the Restructuring Act, Congress adopted 
the Collection Due Process Appeal rights (Chapters 4 and 5), broader and more comprehensive innocent 
spouse rules (Chapter 6) and made the Office of the Taxpayer Advocate (discussed below) more inde-
pendent. 

In the two years immediately following the adoption of the Restructuring Act, the enforcement ac-
tions of the IRS nearly disappeared. For the first time in the modern history of the agency, the IRS exe-
cuted virtually no enforcement actions—the incidents of liens, levies and seizures dropped by more than 
95 percent across the board. People believed that the Restructuring Act was a wooden stake driven into 
the heart of the blood-sucking beast known as the IRS. People believed that the agency was—if not 
dead—defanged by the Restructuring Act and would never pose a threat to Americans again.  

As it turned out, that was too much to ask.  
The chief reason collection actions ground to a halt was that the IRS spent tens of thousands of man 

hours retraining employees to deal with the new rules and procedures created by the Restructuring Act. 
Another key factor in chilling collection was a provision of the act that came to be known colloquially as 
the “10 Deadly Sins.” I refer to section 1203 of the Act, which contains a provision stating that an IRS 
employee “must be terminated” for violating any one of the ten proscriptions set forth in that section 
while in the act of carrying out his duties. Among the actions on the list that could lead to mandatory ter-
mination are a violation of any constitutional right of a taxpayer, and a violation of the tax code, regula-
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tions or IRS policies “for the purposes of retaliating against or harassing a taxpayer or other employee of 
the IRS.”  

Apparently, this provision intimidated IRS employees to the point where they were afraid to carry out 
their duties for fear of getting fired. Why would IRS employees fear getting fired for merely carrying out 
collection actions? Evidently, the idea of taxpayer abuse was so far ingrained in the consciousness of IRS 
employees that they simply could not imagine how one could carry out collection functions without vio-
lating the law or the constitutional rights of taxpayers.  

In any event, section 1203(c) contains an “escape clause” for the IRS. That section provides that, 
while section 1203(a) says a violation must lead to termination, the IRS Commissioner may take action 
against an employee “other than termination.” Hence, the very broad latitude afforded the commissioner 
in section 1203(c) vitiates the threat of termination contained in section 1203(a).  

By 2001, then-IRS Commissioner Charles Rossotti assured IRS employees that in fact they would not 
be subject to termination under section 1203 of the Restructuring Act. And indeed, since that time, just 
about the only reason any IRS employees have been fired from the agency is because of their own failures 
to file tax returns or pay taxes. I cannot think of any IRS person fired for violating the constitutional 
rights of a taxpayer or for violating the tax code or regulations while in the act of collecting taxes.  

With the threat of termination well quashed, and with the IRS workforce educated on the nuances of 
the Restructuring Act, the IRS’s Collection function was resurrected. Collection actions began again in 
earnest in the early 2000s. In fact, when Mark Everson assumed command of the agency in 2003, he an-
nounced that the IRS was “back in the collection business.” And indeed, back it is. Since that time, the 
collection actions of liens, levies and seizures have been restored to at least historical levels, and in the 
case of third-party levies, have surpassed pre-Restructuring Act levels.  

And through it all, taxpayers are no more familiar with their rights today than they were in the after-
math of the Restructuring Act, when the issue was featured on the evening news. And now that we are 
nearly two decades removed from the fireworks of the Senate hearings, the IRS goes about the business of 
squeezing people to within an inch of their financial lives as though the Restructuring Act never passed. 
That is why you must know how to seek quick and effective help to stop the enforcement steamroller if 
the situation gets out of control. I address those measures in this chapter. 

 
The Equivalent Hearing 
The Collection Due Process appeal for liens and levies is by far the most important and effective rights 
you have for protection against potentially abusive collection enforcement. However, to enjoy those 
rights, you must file the CDP appeal within thirty days of the Final Notice of Intent to Levy (Letter 1058 
or LT11) or Notice of Filing Federal Tax Lien (Letter 3172).  

If you fail to file your appeal within that time you lose the CDP appeal right, but you may be entitled 
to an Equivalent Hearing (EH). You have one year from the date the IRS issues the Final Notice, Notice 
of Intent to Levy or Notice of Filing Federal Tax Lien in which to file a request for an EH, assuming you 
missed your CDP filing deadline.  

An EH is a hearing that is “equivalent to” a Collection Due Process hearing in form and structure. 
That is, you have the opportunity to present collection alternatives and to challenge the underlying tax 
assessment in appropriate cases. Furthermore, the IRS must verify that the assessment is valid and that all 
required administrative steps were followed in obtaining the assessment.  

There are several important differences between a CDP hearing and the EH. I discuss them here.  
 No guarantee of a collection freeze. When a timely CDP appeal is filed, you are guaranteed that the 
IRS cannot pursue collection while the appeal is pending. There is no such guarantee with an EH appeal. 
However, as a general rule, the IRS stops collection while your EH is pending unless it believes you filed 
a frivolous appeal solely to hinder collection. The fact that the IRS generally does stop collection is what 
makes this appeal very useful and effective as an emergency measure. Moreover, just as in the case of a 
CDP appeal, your EH is handled by the IRS’s Appeals Office. As discussed, Appeals personnel are more 
prone to be reasonable in resolving collection cases.  
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There is no right to a Tax Court appeal. The IRS’s CDP determination is appealable to the Tax 
Court. There is no such right for an EH. Thus, the IRS’s determination is final. However, nothing stops 
you from going back to the IRS with subsequent EH requests (provided they are timely) if your circum-
stances change. For example, say the Appeals Office determines that you can pay X dollars through an 
installment agreement but you subsequently suffer a pay cut. In that case, you can ask the Appeals Office 
to reevaluate your ability to pay given your new income.  
 
How to Carry out an Equivalent Hearing Appeal 
Request an Equivalent Hearing by using IRS Form 12153, Request for Collection Due Process or Equiva-
lent Hearing. See Exhibit 4-6. Check the box on line 7 (page two) of the form. This tells the IRS that you 
want an EH.  

An EH is conducted identically to a CDP hearing. As such, you must think like a prosecutor because 
you have the burden of proof. You must organize your facts, documents and arguments and present them 
just as you would in a CDP appeal. Review the discussion of the CDP appeal in Chapter 5.  

 
The CAP Appeal  
Yet another helpful administrative collection appeal process is the Collection Appeal Program (CAP). It 
is particularly useful in emergency situations, as I explain below. It is available as an option even if you 
cannot use either the CDP or EH appeal due to the passage of time. A CAP appeal can be executed at any 
time in the collection process. You can use the CAP appeal to challenge a tax lien filing, a wage or bank 
levy, property seizure (auto, boat, etc.), and the rejection or termination of an installment agreement.  

The primary differences between the CAP appeal and other appeal programs are discussed here.  
1. The CAP appeal generally addresses just one element of the case. In a CDP or EH appeal, you 

can raise “any appropriate defense” to the collection action, including the propriety of the under-
lying assessment. Say, for example, the IRS levies your paycheck, taking more money than the 
law allows. A CAP appeal could be used to challenge that single action. The CAP appeal cannot 
be used to challenge the propriety of the tax assessment. You must offer a solution or alternative 
to the issue at hand. As always, the burden of proof is on you.  

2.  As in the case of the EH appeal, there is no guarantee of a collection freeze while the CAP appeal 
is pending. It is likely, however, that the IRS will withhold collection while the CAP appeal is 
pending.  

3.  Unlike CDP and EH appeals, a CAP is treated much more expeditiously. It is likely you will get 
your CAP appeal hearing in weeks (sometimes even days), rather than months. This is very im-
portant if the IRS is pushing a wage levy that is causing financial hardship.  

4.  The CAP appeal is not subject to Tax Court review.  
5.  The timing of the CAP appeal is much different than that of a CDP or EH. The timing differences 

are profound enough that I address that issue separately, next.  
 
How to Carry out a CAP Appeal 
The CAP appeal is all about timing. Once you reach an impasse with the IRS on a collection issue, you 
must act quickly or you lose your CAP appeal rights. There are two common circumstances in which you 
might employ the CAP appeal (assuming your CDP and EH rights are no longer available). The first is 
when the IRS takes action through a computer notice, such as an ACS levy. The second is after you had 
personal contact with a revenue officer who proposes specific collection action, such as the seizure of 
property. Let us address each situation.   

1.  ACS collection action. As quickly as possible after getting the notice, try to make contact with 
ACS by telephone as I explain in Chapter 5. Explain the problems caused (or that will be caused) 
by enforcement and propose a specific alternative, including asking for the release of the levy (or 
lien). If you cannot come to terms with the ACS employee, ask to speak to a manager. However, 
as explained in Chapter 5, this is a call-back situation. Therefore, provide your phone number and 
have your material available in anticipation of the call.   



Chapter 7 – Dial 911 – Emergency Measures to Stop Collection 

136 

  In your conference with the manager, repeat your concerns about the levy. Explain specifical-
ly how the action is causing, or will cause, hardship and ask for specific relief. Again, you must 
propose an alternative that addresses your obligations. Keep in mind that uncollectible status is a 
viable alternative when your income and expenses are such that you cannot make a monthly 
payment. Provide whatever information the manager asks for.  

  If you cannot come to terms with the manager, get the manager’s mailing address. Also be 
sure to get the manager’s name and IRS employee ID number. Within two days of your phone 
conversation, you must mail a written request for CAP appeal. Use IRS Form 9423, Collection 
Appeal Request, for this purpose. See Exhibit 7-1. Be sure to mail it using certified mail with re-
turn receipt requested. Keep a copy of what you mail. You are also permitted to fax the form to 
the manager, so ask for a fax number as well.  

  In the form, argue the facts of your case as you presented them. Add whatever additional in-
formation you believe will help. Attach copies of documentation to support your claim whenever 
possible. Keep in mind that you cannot over-prove your case. Upon receipt of the CAP appeal re-
quest, your case will be forwarded to the Office of Appeals for consideration.  

 

2.  Personal contact with a revenue officer. If your contact with the IRS is personal through an RO, 
the above procedures change only slightly. Instead of calling ACS, get your RO on the phone. 
Explain your situation, present your facts and arguments and make your case. The burden of 
proof is on you so present everything you can.  

  If you cannot come to terms, ask for the manager. Have the same discussion with the manag-
er as outlined above. If that is unfruitful, submit your CAP appeal request directly to the manager. 
This can be done using certified mail or the form can be faxed, as explained above. You have two 
days from the date of your meeting with the manager in which to submit the request.  

  In some cases, an RO might take action without talking with you. In that case, request a con-
ference with the manager within ten business days of the date the Notice of Lien, Levy or Seizure 
is given to you. Make your argument to the manager as discussed above. If you cannot come to 
terms, you have two days from the date of that conference to submit the CAP appeal request. Fol-
low the above steps in submitting Form 9423 to the manager. 

 
The CAP Appeal Hearing 
Once the Appeals Office has your case, you will be contacted by an SO as to the hearing date. Treat the 
CAP appeal hearing just as you would a CDP hearing. As such, you must think like a prosecutor because 
you have the burden of proof. You must organize your facts, documents and arguments and present them 
to the SO just as you would in a CDP case. Review the discussion of the CDP appeal in Chapter 5.  

The collection appeal process is described in some detail in IRS Publication 1660, Collection Appeal 
Rights.  
 
The Office of Taxpayer Advocate Service 
The Taxpayer Advocate Service (TAS) is intended to function as a liaison between the IRS’s enforcement 
functions, such as Collection, and the citizen. Originally created as part of the 1988 Taxpayers’ Bill of 
Rights Act, it has undergone several changes over the years. Most notably, the Restructuring Act created 
the National Taxpayer Advocate (NTA). The NTA is now solely responsible for training and overseeing 
all local TAs in the country.  

And unlike earlier incarnations of the Taxpayer Advocate Service, the current Office of the Taxpayer 
Advocate is completely independent of any IRS enforcement arm. This independence helps create a more 
citizen-friendly environment within TAS offices. Your local TAS office is very easy to contact. The 
IRS’s website contains a comprehensive link. The following web address gets you access to the local 
offices, including phone and fax numbers: http://www.irs.gov/advocate/content/0,,id=150972,00.html  

TAS is responsible for handling cases when normal channels fail. The purpose is to ensure that you 
have a place to turn when the system fails. In such cases, TAS can, for example, help hasten the IRS’s 
acceptance of an installment agreement, win the release of levies, and otherwise assist in resolving gen-
eral collection disputes. TAS can also help break loose frozen refunds, and clear up identity theft issues. 
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Exhibit 7-1 – IRS Form F9423, Collection Appeal Request 

 
 

TAS has the power to issue what is called a Taxpayer Assistance Order (TAO). The TAO is designed 
to prevent or correct IRS actions—or lack of actions—which are causing a “significant hardship” to a 
taxpayer. As used in connection with TAS, the phrase “significant hardship” is defined differently than 
the “hardship” concept we discussed in Chapters 5 and 6.  

Code section 7811(a)(2) and Treasury Regulation section 301.7811-1(a)(4) define a “significant hard-
ship” for purposes of the Taxpayer Advocate as a “serious privation caused or about to be caused to the 
taxpayer as a result of the manner in which the tax laws are being administered by the IRS.” Mere person-
al or economic inconvenience does not rise to the level of “significant hardship.” See Treas. Reg. 
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§301.7811-1(a)(4)(ii). However, financial hardship created by wage or bank levies does constitute “sig-
nificant hardship.”  

Moreover, “significant hardship” is not limited to financial problems. A “significant hardship” is 
deemed to exist if one or more of these factors are present: 

1.  There is an immediate threat of adverse action (such as a levy or seizure),  
2.  There has been delay of more than thirty days in resolving your account problems (this could in-

clude a delayed refund), 
3.  You face incurring significant costs, “including fees for professional representation,” if relief is 

not granted,  
4.  You are or will suffer irreparable injury, or a long-term adverse impact, if relief is not granted, 

such as damage to your credit score or loss of property, or 
5.  You are suffering or will suffer a “serious privation” as a result of the IRS’s actions, including, of 

course, economic loss (but not “economic or personal inconvenience”). See IRM part 
13.1.18.7(3).  

 
Please note that the concept of “significant hardship” is highly subjective, and what is considered 

hardship by one person may not be hardship to another. Therefore, the determination must be made on a 
case-by-case basis after careful consideration of the facts. TAS must consider the impact that the IRS’s 
actions will have on you, and not how somebody else might fare under identical circumstances. There-
fore, you must be very specific in your presentation about the effect the IRS’s actions will have on you in 
one or more of the five areas identified above. TAS must make the “significant hardship” determination 
in every case. See IRM part 13.1.18.7.  

The IRM provides the following examples of situations that involve significant hardship: 
 Lack of funds due to a levy, or a refund not received, and thus you cannot pay for housing and 

utilities, food, transportation to and from work, or medical treatment, 
 You may become unemployed or lose an income source as a result of the IRS’s action, 
 You will lose the opportunity to acquire real property, 
 Your taxpayer’s rights have been abridged, 
 The IRS handled your case differently than others in similar situations, and the impact will cause 

serious damage to your ability to earn future income, 
 The IRS did not respond in a timely manner, 
 Your payment was not applied in the correct manner or to the correct account, and 
 You did not receive a statutory Final Notice before enforcement action was taken. See IRM part 

13.1.18.7(4). 
 
Here are some important questions to consider in your efforts to prove “significant hardship” in your 

case:  
1. Will you be able to retain your housing, and pay for utilities and buy food?  
2. Will you be able to remain employed, and retain or obtain transportation to and from work?  
3.  Will you be able to pay for essential medical insurance, treatments or medication?  
4.  Will you be able to buy reasonable clothing for yourself and your family?  
5.  Will you be able to pay for your education?  
6.  Will you suffer irreparable damage to your credit rating?  
7.  Will your business be unable to meet payroll, and pay essential suppliers and creditors, or will it 

be pushed into bankruptcy?  
8.  Is the hardship imminent?  
 
Answer these questions by providing detailed, specific information and documentation to the extent 

possible.  
The chief way to bring your case to the attention of the TAS is through the use of Form 911, Applica-

tion for Taxpayer Assistance Order. See Exhibit 7-2. As I note in Chapter 10, however, filing a Form 911 



Chapter 7 – Dial 911 – Emergency Measures to Stop Collection 

139 

is a tolling event that stops the collection statute. Therefore, you must be careful about using Form 911. In 
many cases, I invoke the assistance of TAS by writing a simple letter asking for their help, and making 
my case. This avoids the tolling issue unless TAS specifically issues a Taxpayer Assistance Order.  
 

Exhibit 7-2 – IRS Form 911, Application for Taxpayer Assistance Order 

 
 

Releasing Wage Levies 
If you hit a wall in your efforts to obtain a release of levy, immediately contact your local TAS office. 
Use the Internet link above to find the address and phone number. Send a certified letter or a fax explain-
ing that you are under a wage levy and cannot pay your monthly living expenses. Explain that you cannot 
pay the tax in full and need an installment agreement or uncollectible status. Your letter should include 
financial information as explained in Chapter 5.  
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State clearly that starting or continuing a levy will cause significant hardship by making it impossible 
to pay monthly living expenses. By showing your monthly expenses and how much you have left after the 
levy, TAS can easily see that you are facing a financial crisis. Argue from the list of elements set forth 
above that the collection action is causing significant hardship. Negotiate for an installment agreement or 
uncollectible status as explained in Chapter 5.  

Under no circumstance should you permit a wage levy to continue without following these steps. If 
you do, the levy continues until all the tax, interest and penalties are paid in full. You are likely to be fi-
nancially destroyed before that occurs. You can use these same procedures to challenge any improper 
collection action. 
 
Property Exempt from Levy 
In Chapter 4, I list the various types and values of property exempt from levy. Perhaps the most important 
of these are the wage levy exemptions. The law exempts a minimum amount of wages from any levy. 
Unfortunately, it is common for revenue officers and ACS to ignore these exemptions. The result is that 
often, nearly 100 percent of a person’s wages are clipped, in violation of the law. See Code §6334(d). 

The wage levy exemption is based upon the standard deduction applicable to your filing status, and 
the number of dependent exemptions you are entitled to claim on Form 1040. The value of those amounts 
is added and that total is divided by the number of weeks in the year if you are paid weekly. If you are 
paid monthly, the total is divided by the number of months in the year. The resulting number is the 
amount of your exempt wages.  

For example, suppose you are married and have four children. Based upon 2015 tax tables, the mar-
ried filing jointly standard deduction is $12,600. The value of one dependent exemption is $4,000. You 
are entitled to claim six dependent exemptions, one for yourself, one for your spouse, and one for each of 
the four children. The combined value of the exemptions is $24,000 (4,000 x 6). After adding the standard 
deduction, your exempt wages are $36,900 (12,600 plus 24,000). When you divide $36,900 by 52, the 
number of weeks in a year, you arrive at $710. If you are paid weekly, that is the amount you are entitled 
to earn, free of levy. If paid monthly, divide the exempt amount by 12 instead of 52. Under our example, 
that entitles you to earn $3,075 per month free of levy. 

To claim the wage levy exemptions, carefully complete the exemption statement found in Part 3 of 
Form 668-W, Notice of Levy on Wages. Using certified mail, send the form to the RO or ACS office that 
issued the levy, as well as to your employer. Be sure to maintain a copy for your files. For help in com-
pleting this, see IRS Publication 1494, Table for Figuring Amount Exempt From Levy on Wages.  

If an RO, ACS, or your employer refuses to honor the exemptions, contact the TAS immediately. 
Send a letter as outlined above with a copy of your exemption statement. Explain that you are being de-
nied your right to exempt property and ask the TAS to step in immediately and correct the injustice. At 
the same time, seek an installment agreement or uncollectible status. If you proceed as illustrated, expect 
to win a reduction, if not an outright release of the levy, and to establish either a reasonable installment 
agreement or uncollectible status. 
 
Conclusion 
If an RO threatens any unlawful action at any point in the collection process (such as a threat to seize your 
home, for example), do not be afraid to go over his head. Many people believe that by doing this, you just 
make him mad, and now you are really in for it! But if a revenue officer is already unreasonable and act-
ing illegally, you cannot make matters worse by involving the one office that can stop him. Remember 
what happened in Deb’s case when we went over the RO’s head. The result was that Deb no longer had to 
contend with the irrational threats of a person with no interest in seeing that justice was done.  

When you are in trouble, dial 911. When dealing with the IRS, this means getting through to the Tax-
payer Advocate Service, which can help solve your problem. The Taxpayer Advocate is your voice in the 
IRS and I have used that office with great success by following the points outlined above. Do not be 
afraid to use it when the circumstances dictate.  
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Review Questions 
1. Which 1998 event caused significant changes in the IRS’s collection efforts? 

 A. Mark Everson assumed command of the IRS 
 B. The Senate Finance Committee held public hearings on IRS abuse 
 C. The Restructuring and Reform Act was passed 
 D. The Equivalent Hearing was established 

 
2. Which is a collection appeal option that is the most expeditious? 

 A. EH 
 B. CAP 
 C. ACS 
 D. CDP 

 
3. Who can issue a Taxpayer Assistance Order to prevent or correct IRS actions that are causing signifi-

cant hardship? 
 A. National Taxpayer Advocate 
 B. Taxpayer 
 C. IRS 
 D. Taxpayer Advocate Service 

 
4. What is considered a “significant hardship” under IRM part 13? 

 A. A payment was not applied in the correct manner 
 B. Mere personal or economic inconvenience 
 C. Issues limited solely to financial problems 
 D. Loss of the opportunity to acquire personal property 

 
5. How is the wage levy exemption determined? 

 A. No wage levy exemption is allowed 
 B. Specified percentage of wages 
 C. Standard deduction amount only 
 D. Standard deduction plus exemption amounts 
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Review Answers 
1. A. Incorrect. The 1998 event that caused significant changes in the IRS’s collection efforts was not 

the assumption of control of the agency by Mark Everson. Mr. Everson became Commissioner in 
2003 and announced renewed focus on collection efforts. 

 B. Incorrect. The 1998 event that caused significant changes in the IRS’s collection efforts was not 
the Senate Finance Committee hearings on IRS abuse. These hearings were held in 1997 during 
which citizens gave detailed accounts of how they had been abused in the collection process. 

 C. Correct. The 1998 event that caused significant changes in the IRS’s collection efforts was the 
passage of the IRS Restructuring and Reform Act. 

 D. Incorrect. The initiation of the Equivalent Hearing was not the 1998 event that caused significant 
changes in the IRS’s collection efforts. If a taxpayer misses the deadline to file a CDP appeal, he 
or she may be entitled to an Equivalent Hearing. 

 
2. A. Incorrect. EH (Equivalent Hearing) is not a collection appeal option that is the most expeditious. 

As a general rule, the IRS stops collection while an EH is pending. 
 B. Correct. The CAP (Collection Appeal Program) is a helpful administrative collection appeal 

process that is treated more expeditiously than other appeals. 
 C. Incorrect. The ACS (Automated Collection Service) is an automated collection function designed 

to collect unpaid assessments as quick as possible. 
 D. Incorrect. The CDP (Collection Due Process) appeal allows administrative appeals of IRS collec-

tive actions. 
 
3. A. Incorrect. The National Taxpayer Advocate (NTA) does not issue Taxpayer Assistance Orders to 

prevent or correct IRS actions that are causing significant hardship. NTA is solely responsible for 
training and overseeing all local Taxpayer Advocates. 

 B. Incorrect. The taxpayer does not issue a Taxpayer Assistance Order. Taxpayers that experience 
significant hardship due to IRS collection efforts can benefit from a Taxpayer Assistance Order. 

 C. Incorrect. The IRS does not issue Taxpayer Assistance Orders. The Taxpayer Advocate Service 
works with the IRS enforcement functions and their relationships with taxpayers. 

 D. Correct. The Taxpayer Advocate Service has the power to issue Taxpayer Assistance Orders that 
are designed to prevent or correct IRS actions that cause significant taxpayer hardship. 

 
4. A. Correct. Under IRM part 13, a situation that involves a significant hardship is that a taxpayer’s 

payment was not applied in the correct manner or to the right account. 
 B. Incorrect. Mere personal or economic inconvenience is not a significant hardship situation under 

IRM part 13. Mere personal or economic hardship dos not rise to the level of significant hardship. 
 C. Incorrect. Issues limited solely to financial problems are not situations involving significant hard-

ship under IRM part 13. Financial hardship is not limited to financial problems. 
 D. Incorrect. Loss of the opportunity to acquire personal property is not a situation involving signifi-

cant hardship under IRM part 13; however, significant hardship does include the loss of an oppor-
tunity to acquire real property. 

 
5. A. Incorrect. It is not accurate to say that no wage levy exemption exists. The law exempts a mini-

mum amount of wages from any levy. 
 B. Incorrect. The wage levy exemption is not determined by a specified percentage of wages. How-

ever, revenue officers mistakenly levy nearly 100% of a person’s wages, in violation of the law. 
 C. Incorrect. The wage levy exemption is not solely based on the taxpayer’s standard deduction 

amount. The standard deduction is part of the wage levy exemption formula. 
 D. Correct. The wage levy exemption is based upon the standard deduction applicable to the tax-

payer’s filing status, and the number of dependent exemptions the taxpayer is entitled to claim on 
Form 1040. 



 

 

 
Chapter 8 

How to Step Forward: The Non-Filer Program 
 
Learning Objectives 

 Choose the minimum amount of income that a married couple with no children must earn before 
they are required to file a joint return 

 Select the percentage of a taxpayer’s prior year’s tax liability that must be paid in order to avoid 
both a tax delinquency and the penalty for underpayment of estimated taxes 

 Determine the maximum payment amount a tax debtor should never exceed when under an in-
stallment plan 

 
Introduction 
If you are ever to experience the relief of tax amnesty, accept the fact that the pattern of non-filing—the 
running and hiding—must end. Up to this point, you were probably concerned that if you did step forward 
to cure your non-filing, the IRS would sooner make a statistic out of you as assist in solving the problem. 
There was a time when you were probably right. However, with the adoption of the Non-Filer Program, 
that is no longer the case. 

The Non-Filer Program is intended to offer non-filers an opportunity to get back into the system 
without being crushed. The fact is that most non-filers stopped filing due to traumatic situations that arose 
in their lives, not because they are tax cheats. Maybe they had a serious medical problem or accident, a 
failed business or marriage, financial problems due to economic conditions, suffered disruption due to a 
natural disaster, or have some other good faith reason why they became delinquent. Once they failed to 
file the first return, a pattern began and many ended up mired in inaction. 

The Non-Filer Program is essentially a carrot and a stick. The carrot is, “You file the returns and we 
will accept them without nit-picking and without the threat of a criminal prosecution.” However, the stick 
is, if you do not file them, the IRS will use, as stated by former IRS Commissioner Shirley Peterson, “A 
more direct approach.” By that, she meant that repeated, aggravated non-filers will be targeted for poten-
tial criminal prosecution. See Chapter 3. This continues to be the attitude of the IRS toward non-filers. As 
the IRS works to increase its capacity to gather third-party information through a mountain of data-
reporting requirements, the IRS uses that information to actively track down non-filers. See IRS Publica-
tion 3744, Strategic Plan, 2014-2017, June 2014. 

Non-filers are often mired in inaction for two reasons. First, they do not have the money to pay the 
tax and that is how their problem started in the first place. The vast majority of non-filers are not crimi-
nals. They are broke. Secondly, they know that the failure to file creates a second problem, which is the 
failure itself—a problem they believe can land them in jail. And as long as the IRS fails to take enforce-
ment action (as it often does for extended periods of time), one’s fear and uncertainty leads him to contin-
ue to do nothing.  

Unfortunately for non-filers, the reality is you cannot take comfort in the agency’s lack of action. The 
reason is that when a return is not filed, under the assessment statute of limitations, there is no time re-
striction on the IRS’s ability to assess a tax. See IRC §6501(c)(3). Do not confuse this with the clear 
criminal statute of limitations discussed in Chapter 3. Though the IRS’s ability to prosecute is limited, its 
capacity to assess taxes is not.  

Nor should this be confused with the collection statute of limitations, which I discuss in Chapter 10. 
As I stated repeatedly to this point, once a tax is assessed, the IRS has just ten years to collect it. That 
period can be extended through any of several tolling events, which I discuss in detail in Chapter 10.  

Once a return is filed, the IRS normally has just three years from that date to make an assessment. In 
some cases, the three-year rule is extended to six years. However, if no return is filed, there is no limita-
tion on the assessment period. Therefore, as many as twenty years may pass from the return’s due date 
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and the IRS is nevertheless able to assess a tax for that year. IRC §6501(c)(3). For details on the assess-
ment statute of limitations, see Chapter 8 of How to Win Your Tax Audit.   

For this reason, the IRS cannot be expected to remain quiet forever. That is why I recommend filing 
past due returns.  

Another important consideration is that as a general rule, the tax amnesty relief I discuss in this book 
is not available if you do not file delinquent returns (with certain exceptions that I discuss later in this 
chapter). As a result, this chapter explores how to file delinquent returns when the IRS is not pressing for 
them. 

 
Filing Delinquent Tax Returns—A Caveat 
I must begin this discussion with an important caveat. If you intend to pursue bankruptcy as a potential 
means of obtaining tax amnesty, do not read this analysis in a vacuum. Read it in conjunction with the 
discussion in Chapters 13 and 14. Furthermore, do not act on these suggestions without consulting coun-
sel experienced in handling tax bankruptcies. 

Nobody wants to kick a sleeping lion. Thus, if the IRS is not pursuing you for back tax returns, it 
seems self-destructive to beckon its attention. That is especially true in light of all you learned thus far. 
Still, to fully dispose of your problem, that is exactly what must happen.  
 
Who is Required to File 
I have talked with hundreds of non-filers over the years. Nearly without exception, each labors under the 
delusion that all persons are required to file, without exception. That is not true. The obligation to file 
attaches to the receipt of gross income. The duty to file exists only if you received gross income in excess 
of the statutory filing requirement for the year in question. 

Accordingly, the first step to curing a non-filing situation is to determine whether you are required to 
file the return in the first place. I once worked with a man panicked by a pattern of non-filing stretching 
over a period of five years. After talking with him, I found that for three of those five years, he was un-
employed. He lived with his brother and existed off the charity of his family. Because he earned no in-
come during that three-year period, he had no legal obligation to file.  

Each year, the so-called threshold filing requirements change. These requirements refer to the mini-
mum amount of gross income one must earn before being required to file. To figure the filing requirement 
threshold, add the value of your dependent exemptions (yourself, wife and children) to the amount of the 
standard deduction for the year in question. That sum constitutes the filing threshold. If you earn less than 
that, you are not required to file for that year.  

Let us look at tax year 2015 as an example. For a single person, the standard deduction is $6,300. The 
dependent exemption is $4,000. Thus, a single person is not required to file unless he earns $10,300. If 
you are entitled to file a joint tax return with your spouse, the filing obligation does not attach until joint 
income reaches $18,300. This is because the standard deduction for married filing jointly taxpayers is 
$10,330 and you are entitled to at least two dependent exemptions of $4,000 each. If you have dependent 
children, you add the dependent exemption value for each of your children.  

You must use the filing status that is applicable to your circumstances. For example, if you are over 
age 65, the standard deduction increases. The best advice is to consult IRS Publication 17, Your Federal 
Income Tax, for the year in question. That document contains a detailed chart illustrating the filing re-
quirements. Also, the instructions for Form 1040 explain the exemption amounts and standard deductions 
applicable to the year at issue. This material is available on the IRS’s website.  

If you learn that you are not required to file a return, God bless you! Your problem is solved! Howev-
er, be prepared to prove it if the IRS asks questions. My books The IRS Problem Solver and How to Win 
Your Tax Audit offer guidance for doing that. 

  
How to File Delinquent Returns 
If you find that a return is required, the next step is to prepare it, but not yet file it. If you must file past 
due returns for several years, prepare all the returns first, before filing any of them. You may wish to use 
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a professional return preparer to help with this project. Before embarking, carefully read Chapter 6 of 
How to Win Your Tax Audit. It illustrates exactly what records you need to accurately report your income 
and deductions. It also illustrates how to reconstruct lost records if necessary. You should also consider 
audit-proofing your tax returns at the time of filing. This reduces the possibility of the IRS flagging the 
tardy returns for audit. See How to Win Your Tax Audit. 

After preparing the returns, sort them into two groups; those which show no tax owed (or a refund) 
and those which show tax owed. The returns showing no tax due, or a refund, should be filed first. Be-
cause they do not show any tax due, filing these returns creates no collection problem.  

Please note that if the return is more than three years late, you lost your right to any refund or credit. 
That is to say, not only will you not get any money back, the IRS will not apply any overpayment to other 
years. Therefore, if you believe the IRS owes you a refund on a tardy return, prepare and file that return 
before any of the others and if possible, before the three-year period expires. To illustrate how to compute 
the three-year period, suppose your 2010 return was due no later than April 15, 2011. If that return is filed 
after April 15, 2014, you lose your right to a refund or a credit. 

After filing all returns showing no tax liability, address those that do. If you can pay the tax owed in a 
reasonable period of time through an installment agreement, you can send Form 9465, Installment 
Agreement Request, directly with your returns. Review Chapter 5. If not, file the returns anyway, and be 
prepared to deal with the collection process as I discuss in Chapters 4, 5, and 6. It is important that you 
not lose sight of the fact that before levy or seizure action can be taken, the IRS must mail a Final Notice 
of Intent to Levy and you have Collection Due Process appeal rights in connection with that letter. That 
means as long as you pay attention to your mail and respond properly, you will not be exposed to en-
forcement action that cannot be controlled. At the very least, you will pay the taxes on your terms, not 
theirs.  

Also keep in mind that you should never send more than one tax return in a given package. The IRS is 
notorious for failing to process anything beyond the first return when a group is submitted simultaneous-
ly. The preferred method is to file them in separate envelopes at intervals of two or three days. Send each 
return via certified mail with return receipt requested. Keep signed copies of all returns for your records. 
And, be sure to keep your postal receipts and proof of delivery for each return, and attach the mailing 
documents to your file copy of the return. You must be able to match these up later if your filing is chal-
lenged for some reason. 
 
How Far Back Should I go to Cure Delinquent Filings? 
This question arises for those with filing delinquencies of more than just a few years. I often run across 
people who have not filed for eight years, ten years, and even longer. The task of preparing a single tax 
return is daunting enough. But the idea of preparing ten or more can be overwhelming. Consider Deb’s 
situation. She was pushed to prepare and file returns for eight years, and was given precious little time to 
do it. 

When a revenue officer is in your face demanding returns, it is quite easy to answer the question, 
“How far back do I go?” The RO answers the question for you, as in Deb’s case, by telling you which 
returns to file. However, when the IRS is not in your face, the question can be difficult to answer, espe-
cially if your omissions extend beyond six years. Here are some guidelines to help answer the question. 
They are derived from my experience and from the law and regulations.  

The first guideline is Pilla’s Rule of Loose Ends. I do not like loose ends. The whole idea of the am-
nesty programs is to tie up loose ends and solve problems—to put the delinquencies behind you, to let the 
dead bury the dead, and to get on with your life. By not filing all delinquent returns, you leave loose ends, 
chiefly because there is no statute of limitations on assessment if you do not file a return for a particular 
year. As such, the possibility exists—however remote it may be—that at some point, the IRS may come 
back and rub your nose in the fact that you did not file a given return.  

Moreover, generally speaking, all returns should be filed to take full advantage of the relief offered 
through the various amnesty options. Why, for example, would you attempt to resolve taxes for six un-
filed years only to leave the seventh year off the table? The addition of the seventh year, by itself, does 
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nothing to jeopardize the success of your efforts. On the other hand, if, after making a deal, the IRS turns 
up the unfiled return, it could kill the deal later. Therefore, all things being equal, I would file all delin-
quent returns whenever that is practical and possible.  

The second guideline addresses filing delinquencies of fewer than six years. In this case, file all re-
turns, regardless of what the IRS demands. The key reason is that the criminal statute of limitations runs 
for six years from the due date of the return. See Chapter 3. Furthermore, the IRS’s guidelines, which we 
examine more closely below, indicate plainly that non-filers are expected to cure all delinquencies of at 
least six years or less. 

The key manual part I speak of is IRS Policy Statement P-5-133, found at IRM part 1.2.14.1.18. It 
provides guidance on just how far back to go when the delinquencies stretch more than six years. The IRS 
says that normally, non-filers are not required to file more than six years’ worth of delinquent returns 
“without prior managerial approval.” IRM part 1.2.14.1.18(5). This rule prevails unless the facts and cir-
cumstances warrant a different conclusion.  

According to the IRS, the factors to be considered in deciding whether to go beyond six years in-
clude:  

 
“prior history of noncompliance, existence of income from illegal sources, effect upon 
voluntary compliance, anticipated revenue, and collectibility, in relation to the time and 
effort required to determine tax due. Consideration will also be given any special circum-
stances existing in the case of a particular taxpayer, class of taxpayer, or industry, or 
which may be peculiar to the class of tax involved.” IRM part 1.2.14.1.18(4). 

 
Based on this, we may conclude that if you were self-employed during the delinquency period and 

earned substantial income, and accumulated substantial assets, the IRS may require returns for all periods 
even if they go beyond six years. Likewise, if there is evidence of your involvement in illegal activities, 
or you were engaged in high profile tax protester activity, the agency may likely require the filing of all 
missing returns.  

Conversely, a wage-earner who underwent some wage withholding would likely not be required to 
file more than six delinquent returns. In addition, a self-employed person with little income during the 
delinquency period and little or no assets would likewise probably not have to file more than the most 
recent six missing returns.  

 
Dealing with IRS-Filed Returns 
A common problem faced by non-filers is the IRS’s so-called Substitute for Return (SFR). We learned 
from Deb’s experience that ROs often threaten to just “file the returns for you” if you fail to “cooperate.” 
To do this properly, the IRS must make a determination of the tax liability, which it does based upon 
“available” information. That may be information you provide, or it may be W-2 and 1099 information 
already in the agency’s possession. Just as likely, an SFR is based upon a revenue officer gazing up at the 
stars and scratching his chin to divine that you must have earned “six hundred thousand dollars” during 
the delinquency years and are entitled to “no deductions.”  

Once the agency determines your income, it must mail a Notice of Deficiency. The NOD explains 
how the IRS arrived at its figures and offers the opportunity to file a Petition with the Tax Court to con-
test the proposed assessment before it becomes final. In the Tax Court process, you have the right to pre-
sent documentation to show your correct income and deductions.  

Too often, however, the IRS overlooks the pesky part about the deficiency procedures. Instead, it just 
assesses the tax based on an SFR. An SFR is made under the authority of code section 6020(b). It allows 
the IRS to assess a tax where no return is filed based upon “available information.” That return is consid-
ered correct for all legal purposes and the citizen has the burden to prove it is wrong. 

Once an SFR is processed, collection begins with notices from ACS. This is often the first word a 
non-filer hears from the IRS. He is also flabbergasted at the amount of tax the IRS claims is owed during 
a year he could not possibly have owed that much. In fact, he may even have been owed a refund if he 
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had claimed all his deductions, etc. Sadly, however, the RO does not care because “the tax is assessed” 
and it is now in collection. 

However, IRS procedures require the RO to care. First, if you are the victim of an SFR assessment, 
you are entitled to an “audit reconsideration.” The audit reconsideration is the process by which the IRS 
opens closed audit cases. While you may never have appeared for an audit, the SFR is essentially the 
result of an audit. You have the right to re-open an SFR assessment when you can prove that the tax as-
sessment is incorrect.  

When collecting a tax based upon an SFR assessment that a citizen disputes, the taxpayer is entitled 
to an abatement of the excess liability. See IRC §6404(a); IRM part 5.1.15.1.1(2), Tax Abatements. But it 
falls to you to push the issue. The details of this procedure are spelled out in Chapter 13 of How to Win 
Your Tax Audit. We have been very successful using this process to correct inaccurate SFR assessments.  

Second, when collecting a tax assessed via SFR, the RO must, upon contact with the taxpayer, ex-
plain how the tax was computed and explain that the taxpayer has the opportunity to file a correct return 
showing all deductions and other information to support a decrease in the assessment. The taxpayer must 
be given reasonable time to provide this information before collection actions begin. See IRS Fact Sheet, 
FS-97-27, December, 1997; and IRM part 5.1.15.3.2 (8-11-2015), Criteria for Reconsideration Request. 
See also Publication 3598, What You Should Know About the Audit Reconsideration Process.  

And finally, under IRS Policy Statement P-16, the IRS is required to withhold collection “whenever a 
taxpayer raises a question or presents information creating reasonable doubt as to the correctness or valid-
ity of an assessment.” IRM part 1.2.14.1.4(2). Such doubt exists when there is an SFR assessment that is 
not correct because it did take into consideration your proper income, deductions, exemptions and credits.   

Contrast these procedures and guidelines with the statements and demands Deb faced. As you can 
see, it is a new world but it remains your obligation to understand your rights, or you face the real possi-
bility that you will lose them. The book How to Win Your Tax Audit provides the details for correcting 
SFRs. 

 
Get Off the Tax Debt Treadmill 
Perhaps the greatest source of frustration for delinquent citizens is that once behind the eight ball, they 
rarely seem to be able to get off the treadmill. The scenario goes something like this: April 15 arrives, and 
with it the horror of knowing that you cannot pay your taxes. In the best case, you file a return without the 
money and await the inevitable onslaught. In the worst case, you file no return—hoping against hope that 
the money materializes somehow.  

The common belief is you will be able to pay the tax out of current income. Though your earnings 
rarely change, you make every effort to commit all available funds to the task. However, penalties and 
interest accumulate at staggering rates. Considering the fact that many Americans live paycheck to 
paycheck, interest and penalties pose a substantial hardship, making it impossible to pay delinquent taxes, 
necessary living expenses and the current taxes. 

Over time, the IRS applies partial payments to the back taxes. At the same time, current tax revenue is 
often diverted to pay living expenses. This creates a second problem. Not only does a liability exist for the 
first year, but now you are slowly cultivating a liability for the second year of the scenario. 

By the time you file the return for the second year, you face two delinquent debts. This pattern gener-
ally continues for several years. At some point, you may eventually pay off the first year’s debt, but only 
after substantial penalty and interest assessments. As the pattern continues, tax liabilities multiply at the 
rate of one or two new years for each old year that is paid off (if any are paid off at all). In other words, 
for every step forward, you take two steps back. This is one reason so many people just stop filing alto-
gether and go underground. 

Given this demoralizing process, I have developed a very effective plan for bringing an end to the 
madness. I call it getting off the tax debt treadmill. This is the process of “getting current” with the IRS. 
As a critical element of stepping forward, it is mandatory to get current to have any hope of solving your 
problem. In fact, if you do not get current, there is no hope of being successful with the amnesty pro-
grams.  
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This is what you must do to terminate your trip through the tax collection Twilight Zone. 
1.  Whatever you do, you must pay current taxes. These are the taxes owed on income earned dur-

ing the present year. Do not allow yourself to utilize current tax revenue either to pay back taxes 
or to pay living expenses. Always remember Pilla’s First Rule of Tax Debt Management: If you 
have money to pay the back taxes, or money to pay the current taxes, but not both, NEVER PAY 
THE BACK TAXES! The back tax debt can always be managed through one or more of the tech-
niques discussed in this book. However—and note this carefully—NONE of these techniques 
work if you are not current with your tax payments and filing obligations.  

  An essential element of working out your tax debt is to very carefully establish a monthly 
budget and stick to it. The budget must consider tax payments for federal and state income and 
Social Security taxes. What you are left with is, of course, net income or take-home pay. Base 
your personal expenditures on that amount alone. If you are a wage earner, resist the temptation 
to adjust your withholding allowances to increase your take home pay. That does not solve the 
back tax problem but rather, creates a current tax problem.  

  If you are self-employed, you must use more caution and restraint with your budget because 
you do not enjoy the “benefit” of wage withholding. You are paid in full by customers or clients, 
and you bear the burden solely of paying your own taxes. You must make quarterly estimated 
payments of your current taxes. Make the payments on IRS Form 1040 ES, Estimated Tax, a sim-
ple payment coupon. 

  To avoid both another tax delinquency and the penalty for underpayment of estimated taxes, 
generally you must pay either 100 percent of your prior year’s tax liability (the year preceding the 
current year), or 90 percent of the current liability, whichever is less. The best way to do this is to 
ascertain your “effective tax rate” and make estimated payments based on that. The effective tax 
rate is the percentage of your income you pay in total tax measured against your gross income, 
before any deductions. This is how to compute your effective rate:  

  Start by determining your total federal tax for the preceding year, say 2014. Your total 2014 
federal tax liability includes Social Security taxes and is the tax liability before applying payment 
credits. Suppose that number is $13,000 for purposes of illustration. Divide that number into your 
gross income for 2014, before considering any deductions or expenses whatsoever. Suppose your 
gross income was $60,000. By dividing $13,000 into 60,000, you arrive at a fraction, which is 
.216. Thus, 21.6 percent is your effective federal tax rate. It means that 21.6 percent of every dol-
lar you touch goes to federal taxes. 

  After finding your effective federal tax rate, do the same for state income taxes. Suppose your 
state effective tax rate is 7 percent. You must now set aside a total of 28.6 percent (21.6 federal 
plus 7 percent state) of every dollar you touch to cover your total income tax burden. If you earn 
$60,000 gross, your monthly income is about $5,000. At 28.6 percent, you must set aside $1,430 
($5,000 x .286) to cover your current federal and state income, and Social Security tax debt. On a 
quarterly basis, send a payment to the IRS equal to three monthly estimates using Form 1040 ES, 
the payment coupon. Make a similar payment to the state using its coupon.  

  I recommend that self-employed persons set up a separate bank account to handle the esti-
mated taxes. That way, the money is not co-mingled with business operating funds or personal 
funds, and you are less likely to spend it. In addition, you get into the habit of writing a check 
each month for taxes. That way, they become a real part of your budget. 

  If you are a wage earner, check your wage withholding using the same procedure to ensure 
that enough is taken out to cover current taxes. However, do not over-withhold. That just gives 
the IRS another asset to take from you when you file your return. For more detailed guidance on 
this process, see Chapters 2 and 3 of my book, How to Double Your Tax Refund. 

2.  Using the techniques and strategies discussed in Chapter 5, negotiate a reasonable installment 
plan that takes into consideration necessary living expenses and current taxes. Making pay-
ments to the IRS beyond your means only translates to financial problems elsewhere, usually with 
current taxes. Remember Pilla’s First Rule of Tax Debt Management. Do not propose a payment, 
and do not allow yourself to be forced into a payment, in excess of your “disposable income” as 
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defined and explained in Chapter 5. Such an arrangement cannot help you or the IRS, and usually 
leads only to further delinquencies.  

  If you have no disposable income, either because you are unemployed or under-employed, 
push hard for uncollectible status. See Chapter 11. When classified as uncollectible, the IRS hits 
the hold button on the collection machine, giving you an opportunity to either get back on your 
feet or otherwise use one of the amnesty programs to handle the debt.  

3.  Request abatement of all penalties. Many tax delinquencies can be solved through the cancella-
tion of penalties. When the IRS cancels penalties, it also cancels the interest on penalties (but not 
interest on the tax). This often has the effect of cutting the debt by half and sometimes more, de-
pending upon its age. In any event, canceling penalties makes the debt more manageable. See 
Chapter 9 for more on penalty cancellation. 

4.  Consider a loan to pay the tax. It is much cheaper to borrow money from a bank or third party 
than it is to borrow from the IRS. There are several reasons for this.  

  a.  Interest paid to the IRS is considered personal interest and is not tax deductible. Howev-
er, interest on a home equity loan or refinance is likely deductible. Handle tax liens stand-
ing in the way of a refinance as outlined in Chapter 6. 

  b.  Loans from a bank or third party carry a fixed interest rate and no penalties. The IRS 
charges penalties and interest until the tax is paid in full. Furthermore, the interest rate is 
subject to change twice per year based on prevailing market rates. And as if that is not 
enough, the IRS compounds interest on the entire unpaid balance on a daily basis, mean-
ing that over time, you pay interest on taxes, interest on penalties and interest on interest. 

  c.  Loans from banks and third parties can be amortized over longer periods. This can reduce 
the monthly installment payment compared to what the IRS might expect. 

  d.  Short of getting forgiveness of the debt, paying the tax you owe in full is the only sure 
way to avoid enforced collection action. 

5.  Use the tax amnesty programs if necessary. If you are unable to secure funds from an outside 
source, or you are otherwise unable to liquidate the debt, you must turn to one of the amnesty 
programs discussed in this book. Do not be concerned that your bill may be escalating while you 
make small installment payments or are deemed uncollectible. The IRS cannot chase you forever 
and cannot get from you what you do not have. Eventually, you will be in a position to eliminate 
the debt somehow, if through no other way than with the expiration of the collection statute of 
limitations. See Chapter 10. And all the while the debt sits with little or no collection results, you 
heighten the IRS’s willingness to negotiate.  

 
As long as you get and remain current with your income return filing and payment obligations, it is 

unlikely you will force the IRS into irrational collection action before your case is ripe for settlement 
through one of the amnesty programs. 

 
Conclusion 
The best time to step forward is when you are not under fire. That way, you enjoy the luxury of handling 
the problem on your own terms and within your own timetable. This is particularly true if you are able to 
secure the money to pay the tax over a fairly short period of time.  

By filing past due returns as shown here, you very possibly may lick your tax delinquency problem 
before it becomes a threatening monster. You would be surprised to learn how many citizens are in a self-
imposed tax debt prison. In most cases, the citizen himself holds the key to the jail cell door. All he needs 
is simple instructions on how to work the lock.  
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Review Questions 
1. Which of the following has an unlimited statute of limitations? 

 A. Assessments on non-filers 
 B. Collections 
 C. Criminal actions 
 D. Assessments on filers 

 
2. If a taxpayer is filing several delinquent returns more than three years late, and some reflect no tax 

liability and others show taxes due, what is the suggested filing strategy? 
 A. File all returns together in a single package 
 B. File returns showing no tax due first 
 C. File each return separately as soon as it is prepared 
 D. Do not file any returns more than three years late since the statute has run 

 
3. If current year and prior year taxes are owed, but both cannot be paid, what should be paid? 

 A. Current year and prior years on a pro-rata basis 
 B. Back taxes first 
 C. Current taxes first 
 D. Only current taxes 
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Review Answers 
1. A. Correct. If no return is filed, there is no limitation on the assessment period. 
 B. Incorrect. Collections are subject to a statute of limitations. Once a tax is assessed, the IRS has 

ten years to collect it. 
 C. Incorrect. Criminal actions are subject to a statute of limitations, depending on the offense. A 

general three-year period of limitation exists for prosecuting a criminal offense, but there are 
eight circumstances, such as fraud, in which a citizen may be charged with a crime within six 
years after the commission of the offense. 

 D. Incorrect. The assessment on filers has a statute of limitations. Once a return is filed, the IRS 
normally has three years from that date to make an assessment. 

 
2. A. Incorrect. If a taxpayer is filing several delinquent returns more than three years late, and some 

reflect no tax liability and others show taxes due, all returns should not be filed together in a sin-
gle package.  A taxpayer should never send more than one tax return in a given package since the 
IRS may process only the first return in the package. 

 B. Correct. If a taxpayer is filing several delinquent returns more than three years late, and some 
reflect no tax liability and others show taxes due, the returns showing no tax liability should be 
filed first since they will not create any collection problems. 

 C. Incorrect. If a taxpayer is filing several delinquent returns more than three years late, and some 
reflect no tax liability and others show taxes due, each return should not be filed as soon as it is 
prepared. The taxpayer should prepare all of the returns first, before filing any of them. 

 D. Incorrect. If a taxpayer is filing several delinquent returns more than three years late, and some 
reflect no tax liability and others show taxes due, it is not a good strategy to not file the returns 
that are more than three years late. If not filed, there is no time restriction on the IRS’s ability to 
assess a tax. 

 
3. A. Incorrect. If current year and prior year taxes are owed, but both cannot be paid, current year and 

prior year taxes should not be paid on a pro-rata basis. There is a preference as to which taxes 
should be paid, and it is not on a pro-rata basis. 

 B. Incorrect. If current year and prior year taxes are owed, but both cannot be paid, the back taxes 
should not be paid first. There is a preference as to which taxes should be paid, and it is not to pay 
back taxes first, since these can be managed through various amnesty techniques. 

 C. Correct. If current year and prior year taxes are owed, but both cannot be paid, it is important to 
pay the current taxes first.  

 D. Incorrect. If current year and prior year taxes are owed, but both cannot be paid, current taxes 
should be paid and back taxes should then be paid, if there is any left over after payment of cur-
rent taxes. If not paid, back taxes can be managed through various amnesty techniques. 
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Chapter 9 

Forgiveness of Penalties 
 
Learning Objectives 

 Identify the most common error made by people when making penalty cancellation requests 
 Pinpoint the key problem with the with the frivolous submission penalty 
 Ascertain what the IRS must prove if a frivolous submission is omitted from the IRS list of posi-

tions it deems frivolous 
 
Introduction 
Rare is the tax bill that does not include one or more of the nearly 140 or so penalty provisions of the 
code. Both civil and criminal penalties exist for not filing timely, underpaying taxes, overstating deduc-
tions, and so on. The most common are civil penalties for negligence and delinquency that manifest in the 
form of ad valorem penalties. An ad valorem penalty is one based upon a percentage of the tax.  

Penalties are insidious because they often increase the assessment well beyond what can be paid. Af-
ter adding interest, the bill doubles, triples, or even worse. This strips even the most desirous citizen of 
not only the capacity to pay, but the will to pay. I have been told a thousand times, “I can pay my taxes. 
It’s the penalties and interest that are killing me. And with the bill constantly going up, there’s no point in 
even trying. I’ll never pay it off.”  

If one could simply eliminate penalties, he might be a long way toward home on his journey to finan-
cial freedom. My guess is that a good number of those in trouble with the IRS could put the matter behind 
them once and for all if they could only be rid of the penalties. Not only can this be done, but the proce-
dure is not nearly as complicated as you might think. 

The problem, however, is that the IRS regularly lies to the public concerning the ability to cancel 
penalties. While a guest on a radio show, I once spoke with a listener who received a notice demanding 
about $1,000 in penalties. He explained that he called the IRS and asked whether the penalty could be 
canceled. He told the IRS that he did not believe the penalty was proper and he would like to seek its 
reversal. He was told there was nothing he could do about it. He was told the penalties were “automatic.” 
If it was included in the bill, he would just have to pay it. 

Later, after hearing me explain the right to cancel penalties, the man wrote a letter to the IRS in the 
fashion I suggested. He gleefully reported that with his simple letter, he was successful in canceling near-
ly $1,000 in penalties. If he was thrilled to win a $1,000 penalty cancellation, how much more so are 
those who owe $10,000, or even $50,000, in penalties?  

No matter what the amount, the procedures are the same and the chances of winning are substantial. 
Through the procedures I developed over the years, I have seen consistent success with the cancellation of 
penalties. And when the IRS cancels penalties, it cancels interest on the penalties as well (though interest 
on the tax remains). That can lead to profound relief.  
 
The IRS’s Penalty Policy 
A key problem with penalty assessments is that they are often arbitrary and issued without regard to the 
facts of the case. In tax law generally, the purpose of penalties is to punish wrongdoers, those who have 
no regard for the law or who deliberately turn their backs on the requirements of the law. Penalties are 
intended as a deterrent for those who otherwise would disregard their legal obligations. Penalties are not 
and never were intended to apply to the ignorant, misled, confused, or to one who, in good faith, misun-
derstands the law. Yet the IRS bashes those very people with tax penalties to the tune of billions of dol-
lars every year.  
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In May 1992, as part of the “amnesty” attitude that was ushered in by former Commissioner Shirley 
Peterson, the agency issued a Policy Statement on penalty assessment and abatement procedures. In addi-
tion, the IRS trashed its penalty procedures handbook and re-wrote it entirely. The Policy Statement spe-
cifically held that the IRS was not to use penalties for the “raising of revenue,” or imposing “punishment” 
on a taxpayer, or even to secure “reimbursement of the costs of enforcement.” Under the guidelines 
adopted at that time, penalties were to be applied “solely on the basis of whether they do the best possible 
job of encouraging compliant conduct.” IRS Policy Statement P-1-18, May 19, 1992.  

This was an incredible admission. All along, I had claimed that the IRS misused penalties to accom-
plish nothing more than the raising of revenue, with little regard for creating deterrence to non-
compliance. Finally, the IRS admitted that while such a practice occurred in the past, it must end. This 
policy remains in effect today. IRS Policy Statement 20-1 (June 29, 2004) is a re-statement of the 1992 
declaration. See IRM part 1.2.20.1.1.  

The current Policy Statement makes it perfectly clear that penalties are not to be imposed “automati-
cally.” They are not to be arbitrary, but rather they are to be based on the specific facts and circumstances 
of an individual’s case. IRM part 1.2.20.1.1(4) reads as follows: 

 
“In order to effectively use penalties to encourage compliant conduct, examiners and 
their managers must consider the applicability of penalties in each case, and fully devel-
op the penalty issue when the initial consideration indicates that penalties should apply. 
That is, examiners and their managers must consider the elements of each potentially ap-
plicable penalty and then fully develop the facts to support the application of the penalty, 
or to establish that the penalty does not apply, when the initial consideration indicates 
that penalties should apply.” 

 
The IRM clearly provides that current penalty policy is intended to “ensure consistency.” That is, 

similarly situated taxpayers are to be treated the same under the law. Under the prior program, the IRS 
cared little whether its assessments were consistent from one case to another, or from one region of the 
country to another.  

The IRS’s detailed penalty policy, found in IRM, part 20, is known as the Penalty Handbook. The 
Penalty Handbook is intended to provide guidance to IRS personnel in addressing penalty issues so that 
penalty administration is both fair and impartial. In fact, the IRM lists four key principles that are to guide 
the agency’s employees in administrating penalties. They are:  

1. Consistency: The IRS should apply penalties equally in similar situations. Taxpayers base their 
perceptions about the fairness of the system on their own experience and the information they re-
ceive from the media and others. If the IRS does not administer penalties uniformly, overall con-
fidence in the tax system is jeopardized.  

2. Accuracy: The IRS must arrive at the correct penalty decision. Accuracy is essential. Erroneous 
penalty assessments and incorrect calculations confuse taxpayers and misrepresent the overall 
competency of the IRS.  

3. Impartiality: IRS employees are responsible for administering the penalty statutes and regulations 
in an even-handed manner that is fair and impartial to both the Government and the taxpayer. 

4. Representation: Taxpayers must be given the opportunity to have their interests heard and con-
sidered. Employees need to take an active and objective role in case resolution so that all factors 
are considered. (IRM part 20.1.1.2.2) 
 

Imagine a system with no concern for consistency, the accuracy of results, or the impartiality of the 
process, and you realize the nature of the system we were forced to live with for decades. The IRM is 
clear that the current penalty system is intended to provide citizens “with a reasonable opportunity to 
provide evidence that the penalty should not apply.” IRM part 1.2.20.1.1(9). This means you have the 
right to present facts and arguments to support your position, not simply be told that “penalties are auto-
matic,” and you therefore must pay them. The system is designed to allow for the reversal of initial penal-
ty assessments when you provide sufficient information to show that the penalty is improper.  
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Lastly, the system is designed to ensure that penalties are used only for their proper purpose to en-
courage voluntary compliance, and not as “bargaining points” in resolving or developing other aspects of 
the case. One of my hottest criticisms of tax auditors is that they regularly threaten penalty assessments 
against those who do not accept audit decisions. This is true regardless of whether the audit determination 
is, in fact, correct. As we have just learned, such a practice is improper.  

 
How to Cancel Penalties   
Every penalty provision that a typical taxpayer might face contains a “good faith” or “reasonable cause” 
provision. That means simply that a penalty does not apply when the citizen acted in good faith and based 
on a reasonable cause for his actions. The purpose of this language is to ensure that penalties are applied 
only against a deliberately negligent citizen, or one who takes affirmative steps to improperly avoid pay-
ing the correct tax.  

You must prove that the penalty does not apply. To meet that burden, you must provide a detailed 
statement to establish all the facts of the case. Offer sufficient detail to support the contention that you 
acted in good faith, and based upon a reasonable cause for your actions, and not out of a deliberate at-
tempt to cheat, deceive or mislead the IRS. The facts should contradict the IRS’s presumption that the 
penalty applies. Failure to provide detail is the most common error people make when making penalty 
cancellation requests.  

Examples of good faith and reasonable cause can include, but are not limited to:   
1. Adverse financial conditions brought on by circumstances beyond your control, such as a failed 

business or profound personal problems,  
2. Medical factors leading to an inability to meet your tax obligations,  
3. Lost or destroyed records through no fault of your own,  
4. A natural disaster, such as fire, flood, hurricane, etc,  
5. Reliance upon the advice of qualified counsel, or on the IRS, which turned out to be wrong,  
6. Reliance on IRS statements or publications that turned out to be wrong, or  
7. Simple ignorance of the law or requirements in a particular area, where you can demonstrate you 

made at least minimal efforts to ascertain your responsibilities.  
 
These ideas of reasonable cause are not intended to be exhaustive. The concept of reasonable cause is 

subjective and turns on the facts of a given situation. What may seem reasonable to one person may not 
seem so to another. Therefore, present your reasonable cause argument based upon what you knew or 
believed, not what somebody else knew or believed. Provide documentation to the extent possible to sup-
port your reasonable cause argument. For example, if you claim that medical problems were the cause of 
your failure to file, provide sufficient documents to prove the malady.  

The letter seeking abatement must be signed under penalty of perjury. That transforms the mere 
statement into sworn testimony. Mail the letter to the Penalty Abatement Coordinator at the service center 
where you file your tax return. If your case is handled by a revenue officer, submit the claim directly to 
the RO. Bear in mind that any initial decision denying the request is not final. Whether issued by the RO 
or some other IRS office, an adverse decision may be appealed to the Appeals Office. There, it receives a 
fresh review by persons generally better trained to consider your facts and apply the law. If you have a 
Collection Due Process appeal pending, submit your abatement request to the settlement officer handing 
your case. An adverse decision from a settlement officer in a CDP case is appealable to the Tax Court, as 
explained in chapters 4 and 5. 

Chapter 4 of my book The IRS Problem Solver is the most thorough, definitive discussion ever writ-
ten to the public on techniques for winning abatement of penalties. Because of that exhaustive analysis, I 
elect to be brief here. Anyone setting out to challenge tax penalties does himself a disservice if he does 
not read that discussion. I give numerous examples and ideas on effective arguments. 

 
The “First-Time” Failure 
Since 2001, the IRS has had an administrative waiver policy in effect that most people simply do not 
know about. The policy provides that a person with a clear compliance history is entitled to an abatement 
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of any delinquency penalty in connection with a “first-time” failure to file or failure to pay. The policy is 
expressed in IRM part 20.1.1.3.6.1(1). It states that the IRS’s abatement process provides: 
 

“…an option for penalty relief for the [failure to file], [failure to pay], and/or [failure to 
deposit] penalties if the taxpayer has not previously been required to file a return or if no 
prior penalties (except the Estimated Tax Penalty, TC 17X) have been assessed on the 
same [taxpayer] … in the prior 3 years.” 

 
This waiver is referred to as the “First-Time Abate” (FTA) policy. It is the IRS’s answer to a “mulli-

gan.” Under this policy, you get a “do-over” if you messed up for the first time. I actually had a settle-
ment officer use this very phrase with me in a discussion I had with him about penalty abatement in a 
client’s case. I argued that since it was the client’s first failure to file, he was entitled to abatement regard-
less of what the IRS thought about the reasonable cause argument we presented. He agreed with me, say-
ing that the IRS “will give just about anybody a do-over if it’s their first failure.”  

 
How the FTA Waiver Works 
While this is referred to as the “first-time” waiver, the policy does not require that you have “never” had 
any problem with failure to file or failure to pay in the past. The two critical factors are either: 1) you 
were not previously required to file a return, or 2) delinquency penalties were not assessed against you “in 
the prior 3 years.” IRM part 20.1.1.3.6.1(1) and (5)(A).  

Let us discuss the “not required to file” element. Suppose you just started a business in 2011. Prior to 
that, you were a W-2 wage earner with no business background or experience. As part of your new busi-
ness, you take on an employee and are required to engage in wage withholding on behalf of that employ-
ee. You perform the required wage withholding but do not file the Form 941, Employment Tax Return, on 
time. The IRS assesses the penalty for failure to file. Because you were never required to file a Form 941 
in the past, you can get relief under the FTA policy.  

Now let us look at the “prior three years” element. The phrase “prior three years” betrays the fact that 
you can actually get this relief once every three years, not just once in a lifetime, as the policy title sug-
gests. This is supported by the language of the IRM sections cited above. So long as you have not been hit 
with delinquencies within any of the prior three years, you qualify for the FTA policy. Moreover, if you 
had a penalty abated for reasonable cause within the past three years that is treated as if the penalty was 
never assessed. IRM part 20.1.1.3.6.1(2). 

The FTA waiver can only apply to a single tax period for a given taxpayer. IRM part 20.1.1.3.6.1(3). 
For example, suppose you are hit with the failure to file penalty for three consecutive years. In that case, 
the FTA waiver only applies to the earliest tax period, not all three of them. However, after applying the 
FTA waiver to the first period, the IRS will consider abatement for the subsequent years based on reason-
able cause grounds. Thus, if you can establish reasonable cause for not filing in the subsequent years, you 
will get the penalties canceled for all three years.  

Even if the FTA policy does not apply at all, you are nevertheless entitled to argue for abatement 
based on reasonable cause grounds. IRM part 20.1.1.3.6.1(4). To illustrate, look back at the above exam-
ple of the new business owner who did not file his Form 941 on time. He obtained an FTA waiver be-
cause he was never required to file that form in the past. However, suppose that one year later, he is late 
with filing another Form 941. He is not entitled to an FTA waiver because he had one within the prior 
three years. However, he is entitled to present reasonable cause arguments to get the penalty canceled. If 
he can show that he acted in good faith and the failure to file was due to reasonable cause and not willful 
neglect, he can still get the penalty canceled.  

The failure to deposit penalty for businesses is not subject to the FTA waiver if the penalty is assessed 
due to the business’s failure to use the IRS’s electronic payments system (EFTPS) to make the required 
deposits. IRM part 20.1.1.3.6.1(5)(D). 

In the case of a business seeking an FTA waiver, all compliance history in the past three years is re-
viewed. Let us again refer to our Form 941 example. Suppose the business was operating for several years 
before filing its first late filed Form 941. In reviewing the business’s compliance history, the IRS finds 



Chapter 9 – Forgiveness of Penalties 

157 

that, two years ago, the business filed its income tax return late. In that case, even though it is the busi-
ness’s first late-filed Form 941, the late-filed income tax return within the past three years precludes relief 
under the FTA policy. IRM part 20.1.1.3.6.1(5)(F). However, as already stated, the fact that the business 
cannot get an FTA waiver does not mean it cannot get relief using a reasonable cause argument.  

For two reasons, it is important to pursue a reasonable cause abatement even if you do qualify for an 
FTA waiver. First, as stated, the IRS must consider your reasonable cause argument in any event. Second-
ly, if you are successful in obtaining a reasonable cause abatement and the penalty is canceled, that is 
considered compliance for purposes of a future FTA waiver. That is to say, for purposes of the FTA 
waiver, a delinquency penalty that is waived is considered to have never been assessed.  

 
Reasonable Cause or FTA Waiver? 
The fact that reasonable cause will be considered even if an FTA waiver does not apply begs the question 
why not just seek a reasonable cause abatement in the first place? The answer depends upon the facts and 
circumstances of your case. In evaluating which argument to make (FTA or reasonable cause), you must 
honestly evaluate the chances of prevailing on the merits of a reasonable cause argument. Understand that 
the IRS does not automatically accept every reasonable cause argument presented. While a great number 
of factors might establish reasonable cause, the fact is that reasonable cause is a harder nut to crack than 
an FTA waiver. For the details on reasonable cause and how to make such an argument, see my book, The 
IRS Problem Solver, chapters 4 and 8.  

For example, let us again look back at our business owner who failed to file his Form 941. Instead of 
it being the first 941 he was ever required to file, suppose he has a long history of full compliance with his 
941 obligations. His failure to file that one form was due to a fire in the office that destroyed some of his 
documents, making it impossible to file the 941 on time. After reconstructing the lost records, he filed the 
missing form and has been in full compliance ever since.  

In this case, you have a clear choice to argue for either a reasonable cause abatement (fire prevented 
compliance) or the FTA waiver due to his compliance history. Under these facts, I would make the rea-
sonable cause argument since the facts so strongly support abatement due to the fire. If you can prove the 
fact of the fire (say through photos, insurance claims, affidavits, etc.), you are sure to prevail on the rea-
sonable cause argument. That leaves a potential FTA abatement available to you for later use if that ever 
becomes necessary. In other words, why use the “silver bullet” if you do not have to?  

On the other hand, the FTA waiver might be more beneficial than a reasonable cause waiver. Sup-
pose, for example, you are charged with the failure to pay penalty, which is assessed on a monthly basis 
for every part of a month that the tax is late. You experienced medical problems that prevented paying the 
tax on time. The medical issues continued for two months, at which time they cleared up. However, the 
tax was not paid until eighteen months later. A reasonable cause argument might win abatement of two 
months (or more) worth of penalties but maybe not the entire penalty (barring other factors). However, 
the FTA waiver will eliminate the entire failure to pay penalty.  

In considering whether to push for an FTA or reasonable cause waiver, you must also consider the 
time and energy it will take to make a reasonable cause argument. In order to establish reasonable cause, 
you must show the facts and circumstances that stood in the way of compliance (medical issues, death in 
the family, natural disaster, etc.), and present supporting documents to the fullest extent possible. In some 
cases, this can be a substantial burden, and in other cases, supporting documents simply may not be avail-
able. In those cases, you should consider the FTA waiver rather than reasonable cause. 

 
The “Frivolous Submission” Penalty 
In chapter 2, under the heading, Tax Protesters, I talk about the so-called “frivolous submission” penalty 
under code section 6702. I explain the circumstances under which the IRS may assess the penalty, and the 
fact that the IRS is very aggressive about assessing it. Because of the special problems associated with 
this penalty, I address it in more detail here.  

The key problem is that this penalty is not subject to the deficiency procedures that normally apply 
when the IRS asserts a debt. IRC §6703(b). That is, if the IRS wishes to assess this penalty, it need not 
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issue a Notice of Deficiency. This means that the penalty is subject only to an assessment notice. You 
have no opportunity to appeal the assessment to the Tax Court prior to the assessment. For more on the 
deficiency procedures, see my book, Taxpayers’ Defense Manual.  

Even worse, the code provides for no specific appeal procedure as to the penalty. However, section 
6702(d) states:  

 
“The Secretary may reduce the amount of any penalty imposed under this section if the 
Secretary determines that such reduction would promote compliance with and admin-
istration of the Federal tax laws.” 

 
In this sense, the penalty is like any other penalty, such as the failure to file and failure to pay penal-

ties. That is to say, the IRS has the discretion to reduce the penalty based upon the facts and circumstanc-
es of a given case. Your good faith and reasonable cause in filing the submission go to the question of 
canceling the penalty.  
 
Appealing a Frivolous Submissions Penalty 
Because the frivolous submission penalty is not subject to the deficiency procedures, the most effective 
way to challenge it is through the Collection Due Process appeal procedures. When the IRS issues its 
Final Notice of Intent to Levy (Letter 1058 or LT11), you have thirty days to file a request for a Collection 
Due Process hearing. This triggers your right to a CDP hearing before a settlement officer. The SO must 
consider a number of factors at the hearing, not the least of which is the propriety of the underlying tax 
assessment. See chapter 5.  

The United States Tax Court has interpreted the phrase “underlying tax liability” to include “any 
amount” you owe that is the subject of collection. See Katz v. Commissioner, 115 T.C. 329, 338-339 
(2000); Van Es v. Commissioner, 115 T.C. 324 (2000); Callahan v. Commissioner, 120 T.C. No. 3 
(2008). Specifically in Callahan, the Tax Court expressly stated that the “underlying tax liability” was the 
frivolous return penalty. The cases of Wagenknecht v. United States, 509 F.3d 729 (6th Cir. 2007) and 
Yuen v. United States, 290 F. Supp. 2d 1220 (D. Nev. 2003) also specifically hold that the “underlying tax 
liability” includes the frivolous return penalty. Therefore, you may challenge the existence or the amount 
of the frivolous return penalty at a CDP hearing because you did not receive a statutory notice of defi-
ciency or otherwise have an opportunity to dispute the liability. Lewis v. Commissioner, 128 T.C. 48 
(2007).  

When the question of the underlying tax liability is not at issue, the Tax Court reviews the IRS’s CDP 
determination for “abuse of discretion.” That means that the court does not judge the ultimate correctness 
of the determination. Rather, it reviews only the process by which the SO arrived at the determination. 
Since the IRS has discretion in granting relief under the CDP procedures, the Tax Court will not generally 
substitute its discretion for that of the IRS’s. However, when the IRS fails to follow the law or proce-
dures, disregards its regulations or IRM provisions, or fails to consider your specific facts and circum-
stances in arriving at its determination, an abuse of discretion occurs. In that case, the Tax Court remands 
the case to the Appeals Office for a full and proper hearing.  

On the other hand, when the underlying tax liability is properly before the Tax Court, as in the case of 
an assessment of the frivolous submission penalty, then the Court reviews the IRS determination de novo. 
That means the review process starts from scratch and the Court exercises its own judgment in deciding 
the issue. This is very important because it is much easier to prevail in a case where the review process is 
de novo versus one based upon abuse of discretion.  

A de novo review of this penalty is very important because the frivolous submission penalty is one of 
the rare cases where the IRS has the burden of proof. Code section 6703(a) states:  

 

“In any proceeding involving the issue of whether or not any person is liable for a penal-
ty under section 6700, 6701, or 6702, the burden of proof with respect to such issue shall 
be on the Secretary.” 
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The IRS must prove that your submission constitutes a “frivolous submission” as defined in section 
6702(a). A submission is frivolous if (in the case of a tax return) the document: a) “does not contain in-
formation on which the substantial correctness of the self-assessment may be judged,” or b) “contains 
information that on its face indicates that the self-assessment is substantially incorrect.” IRC §6702(a).  

As to either situation, one of two further elements applies. They are either that the act of filing the 
document is: a) based on a position “which the Secretary has identified as frivolous,” or b) “reflects a 
desire to delay or impede the administration of federal tax laws.” IRC §6702(a)(2)(A) and (B).  

The IRS publishes a list of positions it deems to be frivolous. This list is required by code section 
6702(c). The list was first published in Notice 2007-30, and is updated annually. It is available on the 
IRS’s web site here: http://www.irs.gov/pub/irs-drop/n-07-30.pdf 

Some of the key claims that will lead to a penalty under section 6702 are:  
1. There is no law making a person liable to pay income tax. Yuen v. United States, supra at 122;  
2. Wages are not income, or the filed tax return provides inaccurate or no financial information, 

Tornichio v. United States, 263 F. Supp. 2d 1090 (N.D. Ohio 2002);  
3. General constitutional objections, or a refusal to pay taxes on general constitutional grounds; Mil-

ler v. United States, 868 F.2d 236 (7th Cir. 1989); Leogrande v. United States, 811 F.2d 147 (2nd 
Cir. 1987);  

4. The tax return or tax laws violate the Fifth Amendment right against self-incrimination, Kloes v. 
United States, 578 F. Supp. 270 (W.D. Wis. 1984); and 

5. General moral or religious objections to paying taxes that go toward military spending; McKee v. 
United States, 781 F.2d 1043 (4th Cir. 1986); Franklet v. United States, 578 F. Supp. 1552 (N.D. 
Cal. 1984), affd., 761 F.2d 529 (9th Cir. 1985). 

 
A submission that presents any of the arguments identified by the IRS in its published statement of 

frivolous positions is deemed frivolous as a matter of law. See Callahan v. Commissioner, supra. In that 
case, the Tax Court will sustain the penalty.  

However, when the submission does not express an argument that is on the “frivolous” list, then be-
fore the Court can sustain a penalty, it must find that the position constituted a “desire to delay or impede 
the administration of federal tax laws.” And because the IRS has the burden of proof, it must offer evi-
dence to establish your state of mind at the time of making the submission. Obviously, this is not easy to 
do. But if there is a pattern of tax protestor or “tax defier” activity in your history, expect the IRS to pre-
sent such evidence to support the penalty. This could include prior tax returns stating such a position, 
letters to the IRS, or positions posited in prior court cases.  

The question of your “desire to delay” goes squarely to the question of intent. In this regard, you must 
establish affirmatively that your purpose was not to “delay or impede the administration of the tax code.” 
Even if your position is “confusing or unorthodox,” as was the case with the refund claim filed in the 
Callahan case, the Court cannot make a finding that the frivolous penalty applies as a matter of law. The 
record must be fully developed with evidence to show your intent in filing the submission. If the IRS 
cannot carry its burden of proof, the Court will not sustain the penalty. 

  
CDP Request Itself Subject to the Frivolous Penalty 
It is important to note that a CDP request itself is subject to the frivolous penalty. See chapter 2, under the 
heading, Tax Protesters, for a list of submissions that might be considered “frivolous” for purposes of the 
penalty. Therefore, I strongly recommend that you not use the CDP process to assert the merits of any 
position published in the IRS’s frivolous list.  

 
Strategies to Eliminate a Frivolous Submission Penalty 
There are two strategies you can use to eliminate or minimize a frivolous penalty. The first flows from 
code section 6702(b)(3). That section provides: 
 

“If the Secretary provides a person with notice that a submission is a specified frivolous 
submission and such person withdraws such submission within 30 days after such notice, 
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the penalty imposed under paragraph (1) shall not apply with respect to such submis-
sion.” 

 
When the submission is withdrawn within the specified time, the IRS cannot assess the frivolous pen-

alty. This is not discretionary. But if the IRS fails to abate the penalty despite your withdrawal of the 
submission, now you can prosecute a CDP appeal on the question of your withdrawal, rather than on the 
merits of the frivolous position. This gets you a hearing and a potential Tax Court appeal on the penalty 
without the risk of incurring further frivolous penalties. 

The second strategy grows from code section 6702(d). As stated above, that section provides discre-
tionary authority for the IRS to reduce or eliminate the penalty. In connection with this authority, the IRS 
adopted a “one-time” reduction policy that allows the agency to “reduce all section 6702 penalties as-
sessed against that person to $500.” Revenue Procedure 2012-43, 2012-49, I.R.B. 643 (November 5, 
2012), §5.  

This Revenue Procedure applies to all frivolous submission penalties assessed against an individual 
that have not been paid. To qualify for the one-time reduction you must comply with all of the require-
ments listed below: 

1. Submit the request for reduction on Form 14402, IRC 6702(d) Frivolous Tax Submissions Penal-
ty Reduction, which must be signed under penalty of perjury. See Exhibit 9-1. 

 2. The $500 reduced penalty must be paid by submitting at least $250 with Form 14402, and either: 
a) paying the balance upon abatement, or b) paying the balance in connection with an installment 
agreement (already in effect) covering the income tax assessments. If the installment agreement 
covers the frivolous penalty assessment, and you have already paid more than $500 toward the 
penalty, you do not have to pay anything additional to qualify for the reduction.  

3. You must be in full compliance with all tax return filing requirements.  
4. You must have fully paid all income taxes (but not the frivolous filing penalty), or have made ar-

rangements to pay in full through an installment agreement. You must be current with all obliga-
tions under the installment agreement.  

5. If you are an employer, all employment tax deposits must be current for at least the past two quar-
ters. Rev. Proc. 2012-43, §4.01-4.04. 

 
When all of the above requirements are met, the IRS will reduce the total of all $5,000 frivolous sub-

mission penalty assessments to just one $500 penalty. This can provide remarkable relief because in many 
cases, multiple penalties are assessed against a given individual. 

 
Conclusion 
Forgiveness of penalties constitutes amnesty in the truest sense of the word. This is because in many cas-
es, the absence of penalties opens the door to a final resolution of an otherwise uncontrollable tax prob-
lem. Just do not look for the IRS to mail any notice suggesting that you seek abatement of penalties as a 
means of solving your tax delinquency. You must take the initiative.  
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Exhibit 9-1 – IRS Form 14402, IRC 6702(d) Frivolous Tax Submissions Penalty Reduction 

 
 



Chapter 9 – Forgiveness of Penalties 

162 
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Review Questions 
1. What is the key problem with penalty assessments? 

 A. Penalties are automatic 
 B. Penalties are arbitrary 
 C. Chances of winning cancellation are small 
 D. The most common penalties are criminal 

 
2. Which of the following is a key principle of the IRS’s penalty policy? 

 A. Reasonable 
 B. Proper 
 C. Factual 
 D. Impartiality 

 
3. What is the benefit of the FTA waiver? 

 A. Allows waiver of penalties for multiple tax periods within a three-year period 
 B. Penalties for failure to utilize EFTPS may be waived 
 C. The waiver only applies to citizens that have never filed a return 
 D. Allows abatement of penalties for a first-time failure to file 

 
4. What motive must be proven by the IRS to be a frivolous return submission? 

 A. General constitutional objections 
 B. Tax laws violate the Fifth Amendment 
 C. Desire to delay administration of the tax laws 
 D. Moral or religious objections regarding military spending 
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Review Answers 
1. A. Incorrect. The key problem with penalty assessments is not that they are automatic. A current IRS 

Policy Statement makes it perfectly clear that penalties are not to be imposed “automatically.” 
 B. Correct. A key problem with penalty assessments is that they are often arbitrary and without 

regard to the facts of the case. 
 C. Incorrect. The key problem with penalty assessments is not that the chances of winning cancella-

tion are small. The chances of winning cancellation of penalties are substantial. 
 D. Incorrect. It is not a key problem with penalty assessments that the most common penalties are 

criminal; instead, the most common are civil penalties for negligence and delinquency. 
 
2. A. Incorrect. Being reasonable is not one of the key principles of the IRS’s penalty policy. The cur-

rent penalty system is intended to provide citizens with a reasonable opportunity to provide evi-
dence that a penalty should not apply. 

 B. Incorrect. To be proper is not one of the key principles of the IRS’s penalty policy. The penalty 
system is designed to ensure that penalties are used only for their proper purpose. 

 C. Incorrect. The key principles of the IRS’s penalty policy do not include being factual. Penalties 
should be based on the specific facts and circumstances of an individual’s case. 

 D. Correct. One of the four key principles that are to guide the IRS’s penalty policy is impartiality. 
 
3. A. Incorrect. Allowing waiver of penalties for multiple tax periods within a three-year period is not 

the benefit of the FTA waiver. The FTA waiver can only apply to a single tax period for a given 
taxpayer. 

 B. Incorrect. Waiver of penalties for failure to utilize EFTPS is not the benefit of the FTA waiver. 
The failure for deposit penalty for businesses is not subject to the FTA waiver if the penalty is as-
sessed due the business’s failure to use the IRS’s electronic payments system (EFTPS) to make 
the required deposits. 

 C. Incorrect. Application of the waiver only to citizens that have never filed a return is not the bene-
fit of the FTA waiver. The policy does not require that a citizen has never had any problem with 
failure to file or pay in the past. 

 D. Correct. The benefit of the FTA waiver is that it allows abatement of penalties for a first-time 
failure to file. 

 
4. A. Incorrect. A refusal to pay taxes on general constitutional grounds is not a position that must be 

proven by the IRS to be frivolous. A claim based on constitutional objections will be automatical-
ly deemed to be frivolous. 

 B. Incorrect. The argument that tax laws violate the Fifth Amendment is not a position that must be 
proven by the IRS to be frivolous. The argument that the tax return or tax laws violate the Fifth 
Amendment right against self-incrimination will be automatically deemed to be frivolous. 

 C. Correct. If a position is not on the IRS’s list of frivolous acts, the IRS must find that the position 
constitutes a desire to delay administration of the tax laws in order to impose a frivolous submis-
sion penalty.  

 D. Incorrect. If an individual has moral or religious objections to file because taxes go toward mili-
tary spending, the IRS does not have to prove that a frivolous position is being taken. General 
moral or religious objections due to military spending are automatically treated as frivolous. 

 
 
 
 
 
 
 



 

 

 
Chapter 10 

The Collection Statute of Limitations  
 
Learning Objectives 

 Recognize the IMF transaction code that reflects the assessment date based on a return filed by the 
taxpayer 

 Determine the effect a levy has on the Collection Statute Expiration Date (CSED) 
 Select an action that tolls the collection statute 

 
Introduction 
The law that caps the amount of time the IRS has to collect a tax once it is assessed is known as the col-
lection statute of limitations. When the statute of limitations expires, the IRS’s right to collect dies with it. 
This alone can end the misery of dealing with the IRS.  

Knowing your collection statute expiration date (CSED) can save untold levels of hassle and hard-
ship. That is why you must calculate the CSED in your case as to each tax year for which you owe.  

  
How the Collection Statute of Limitations Operates 
The general rule establishing the collection limitation period is set forth in code section 6502(a)(1). Under 
that provision, the IRS has ten years in which to collect the tax after making an assessment. The manner 
of achieving an assessment is described in Chapter 4, under the heading, What to Expect from Enforced 
Tax Collection.  

Once the period of limitations has expired, the IRS can no longer collect that particular assessment. 
Each individual tax year is assessed separately. Therefore, each tax year has its own specific CSED.  

  
How to Compute the Collection Statute Expiration Date 
The first step in determining the CSED is to ascertain the date of the assessment. This is not the return 
filing date, nor is it the date the IRS mails any given collection notice, nor is it the date the IRS files a tax 
lien. The assessment occurs when an assessment officer signs the proper assessment certificate. See IRC 
§6203. This is an administrative process that occurs entirely behind the scenes. The specific date of this 
event is then recorded in your Individual Master File (IMF) account transcript for the tax year in question.  

Obtain an IMF by making a written request to the service center where you file your tax returns. Ask 
for the IMF for the year in question. Chapter 3 of Taxpayers’ Defense Manual provides more details on 
making this request. 

The IMF contains a transaction code (TC) showing the date of the assessment. An assessment made 
per a return that you filed (the so-called “self-assessment”) is shown with a TC 150. In the case of non-
filers, if the assessment was made through a substitute for return (SFR), the IMF notes this fact and then 
references the assessment date with a separate transaction code. Taxes assessed pursuant to an SFR or due 
to an audit of your return are shown with a TC 290 or 300. Miscellaneous assessments, such as for a Trust 
Fund Recovery Penalty or frivolous submission penalty, are shown with a TC 240. The eight-digit num-
ber adjacent to the TC is the actual assessment date. The ten-year clock starts ticking the next day. 

The IRS’s Notice of Filing Federal Tax Lien states an assessment date on its face. See Exhibit 4-1 for 
an example. I like to cross-check this with master file data to ensure I have the correct assessment date.  

The next step is to count forward ten years, beginning with the day after the assessment date. That 
will be the earliest date that the IRS’s right to collect expires. 

Certain IMF transcripts show the CSED in encrypted fashion. Transcripts known as “specific” Master 
File transcripts contain this information. In such transcripts, look for the letters “CSED,” followed by an 
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eight-digit number. This is a reference to the CSED as the IRS shows it. The number is the date on which 
the statute expires. 

 
Extending the Collection Statute 
The CSED can be extended in a number of ways. Actions that extend the statute are known as “tolling 
events.” A tolling event stops the ten-year clock for a certain period of time, thus giving the IRS more 
time to collect. You must know what actions extend the statute and avoid them if possible. If you did take 
some such action, you need to be able to figure the amount of tolling applicable to a given tax year to 
ensure that you know the correct CSED. Here I examine all of the tolling events and how they are calcu-
lated.  
 
The Voluntary Extension 
A common way the collection statute is extended is with a voluntary waiver. Form 900, Tax Collection 
Waiver, is used for this purpose. Form 900 is presented to the citizen when the circumstances make it 
plain that the IRS cannot collect the full amount within the statutory collection period. This was discussed 
at length in chapter 5. An example is where the citizen negotiates a long-term installment agreement un-
der which he makes a small monthly payment. A signed Form 900 can be a prerequisite to such an 
agreement. You have no legal duty to sign such a waiver. 

Because there is no legal duty to sign Form 900, the obvious question is, “Why should I sign it?” The 
short answer is, generally, you should not. However, at times, the RO makes the decision a bit trickier. “If 
you refuse to sign,” he may explain, “the agency has no choice but to carry out enforcement action to 
maximize collection before the statute expires.” In other words, if you do not sign, levies and seizures will 
surely follow in full force. It is the IRS’s version of Vito Corleone, the mafia Don depicted in the 1972 
movie The Godfather, holding a gun to your head and promising that “either your brains or your signature 
will be on the contract.”  

 Still, one should never sign a Form 900 purely on the basis of statements and demands of an RO. 
ROs often state that the form is necessary to “give you more time to pay,” but in fact, it gives the IRS 
more time to collect. So before signing, carefully consider all the facts and circumstances of your case. 
Most importantly, know your CSED.  

If the statute does not expire for several years, signing Form 900 may not hurt you. This is especially 
true if, after stabilizing your collection situation, you move right into using one of the amnesty programs. 
However, if the statute is to expire within a short period of time, it may be financially better to endure 
enforced collection than to extend the CSED for several years. Keep in mind that regardless of how long 
the IRS has to collect, it cannot impose levies or seizures that cause “hardship” as defined in code section 
6343. We discussed this at length in Chapters 5, 6 and 7. 

Keep in mind, however, that the IRS has the right to file a suit in court before the CSED runs in order 
to obtain a judgment, which under federal law, is good for twenty years. If Form 900 is not filed you have 
to consider whether you are at risk for such a suit. I discuss the factors to consider in more detail later in 
this chapter.  

During the Senate Finance Committee hearings into IRS abuse that preceded the 1998 Restructuring 
Act, much discussion was pointed at the abuse that surrounded the IRS’s use of Form 900. As a result of 
the hearings, two important changes were made to the process by which the IRS uses the waiver.  

First, Congress eliminated long-term waivers that stand alone; that is to say, a Form 900 that, by it-
self, gives the IRS the unfettered right to collect. See Restructuring Act §3461(a), amending code 
§6502(a). As such, the IRS has no authority to simply ask you to extend the collection statute unless the 
extension is given in connection with an installment agreement. This gives you the assurance of not hav-
ing to sign a waiver without the accompanying protection of an installment agreement. The Senate Fi-
nance Committee stated clearly that it believes “that the IRS should collect all taxes within ten years, and 
that such statute of limitations should not be extended.” Senate Committee Report S. Rep. 105-174, Act 
§3461. 
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Secondly, Congress put a statutory cap on long-term waivers that were already in place. Section 
3461(c)(2) of the Restructuring Act provides that in the case of any voluntary waiver signed before De-
cember 31, 1999, which extended the collection statute beyond the normal ten-year period, that extension 
automatically expires on the later of the following dates: 1) the normal ten-year period, or 2) December 
31, 2002.  

Let me illustrate this. Suppose your tax was assessed on January 1, 1995. The normal ten-year collec-
tion period expires January 1, 2005. But on January 1, 1999, you signed a Form 900 that extended the 
statute another five years. In that case, your collection statute would still automatically expire on January 
1, 2005, which is the normal ten-year collection period, since that date is later than December 31, 2002. 
The waiver providing the IRS an additional five years to collect is considered void and does not extend 
the statute beyond the normal ten-year period.  

As another example, suppose your tax was assessed on January 1, 1990. In that case, the normal ten-
year collection period expires January 1, 2000. But on January 1, 1999, you signed a waiver that extended 
the statute for another five years. In that case, the collection statute would automatically expire on De-
cember 31, 2002, since that date is later than the normal ten-year collection statute, which was January 1, 
2000. However, any right to collect created by the waiver beyond December 31, 2002, automatically dies.  

The second change relates to Forms 900 signed in connection with an installment agreement. The 
statute provides an exception to the general rule of the automatic expiration of certain waivers as I just 
explained. This exception applies only in cases when the waiver was (or is) signed in connection with an 
installment agreement. That is, if you signed Form 433-D, Installment Agreement, and the waiver was 
signed to facilitate that agreement, then the waiver is valid for the duration of the installment agreement, 
plus ninety days. See IRC §6502(a)(2)(A); and Treas. Reg. §301.6502-1(b). 

Let me illustrate this. Suppose your tax was assessed on January 1, 2002. The normal ten-year collec-
tion period expires January 1, 2012. On January 1, 2010, you enter into an installment agreement to pay 
$300 per month for five years, or until January 1, 2015. You sign Form 900 in connection with the in-
stallment agreement. In that case, the collection statute expires on April 2, 2015, which is ninety days 
after the installment agreement expires. See Treas. Reg. §301.6502-1(b)(1).  

Given this backdrop, the only way the IRS can obtain a valid wavier of the collection statute is for 
you sign the waiver in connection with an installment agreement, Form 433-D.  

 
Levies Extending Beyond the CSED 
In chapter 4, I discussed the difference between a “one-time” levy and a “continuing” levy. The distinc-
tion is important, not only for the reasons expressed in chapter 4, but because of an obscure rule that al-
lows certain levies to continue beyond the CSED. Before getting into that rule, let me be perfectly clear 
on this point: a levy—regardless of its nature—does not extend, toll or suspend the CSED. Rather, certain 
levies survive the CSED, but only as to the specific income stream levied. 

Now let me get specific. The general provision for levies is found in code section 6331. Section 
6331(b) provides that a levy attaches “only to property possessed and obligations existing at the time 
thereof.” In the case of a bank account, for example, the “property possessed” is the money in the account 
“existing at the time” of the levy. Money deposited to the account—even as soon as one day later—is not 
property that was possessed at the time of the levy. The IRS must issue a new levy to reach each subse-
quent deposit, which it can certainly do per section 6331(c).  

Regarding your paycheck, there is an important statutory difference. Code section 6331(e) provides 
that a levy on salary or wages “shall be continuous from the date such levy is first made until such levy is 
released under section 6343.” This is known as a “continuing levy.” Future wages paid by the particular 
employer upon whom the levy was served are subject to seizure effective from the day the IRS issues the 
levy, until it is released. Thus, a wage levy survives from pay period to pay period, regardless of the time 
lapse between payments, without the need of the IRS to issue new levies prior to each pay period.  

Section 6331(e) refers to section 6343 in connection with a release of the levy. You will recall from 
our discussions in Chapters 5 and 6 that this section requires the release of a levy in certain situations, 
chiefly when the levy causes hardship. See IRC §6343(a)(1)(D). But to the question of wage levies and 
the CSED, number one on the list of reasons a levy must be released is when “the liability for which such 
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levy was made is satisfied or becomes unenforceable by reason of lapse of time.” See IRC 
§6343(a)(1)(A). (Emphasis added by author.) 

That is to say, when the CSED expires, a wage levy dies right along with it. Treasury Regulation sec-
tion 301.6343-1(b)(1)(B)(ii) declares that a continuing levy on salary or wages “must be released at the 
end of the period of limitations.” But here is the rub. That same Treasury Regulation goes on to state that 
if the levy is against a “fixed and determinable” right to payment, the levy survives the CSED as to only 
that specific income stream.  

So the question is what is a “fixed and determinable” source of income? According to United States v. 
Morey, 821 F. Supp. 1438 (W.D. Okla. 1993), “one must be able to fix and determine the value of the 
taxpayer’s property interest on the date of the levy.” See also, United States v. Murray, 640 F. Supp. 89 
(E.D. Tenn. 1986) and In Re Hawn, 149 B.R. 450 (Bankr. S.D. Tex. 1993). That is to say, the right to 
receive the payment must be firmly established. The amount owed must be clear and specific. Payment of 
the claim to the taxpayer cannot be subject to the performance by the taxpayer of any future services. 
And, no further action can be required by the payor to establish his liability to pay the claim.  

For example, Social Security benefit payments are “fixed and determinable,” in that once your claim 
is approved, the monthly payments continue with no further action required on your part. Other examples 
include any “unqualified fixed right to periodic payments or distributions of property,” such as payments 
under a pension or annuity, or any similar payment that continues in the future under the terms of a con-
tract or agreement. See Revenue Ruling 55-210, 1955-1 C.B. 544. This is unlike wage income, where you 
must work through the next pay period in order to be entitled to receive another paycheck.  

If the IRS levies against such a “fixed and determinable” income stream, say your Social Security 
payments, prior to the CSED expiring, the levy survives the CSED. The levy then continues until the tax 
is paid, or the levy is released for some other reason (for example, hardship). If the levy is released, the 
IRS may not then re-issue a new levy after the CSED has passed.  
 
The Installment Agreement 
In Chapter 5, I identified the four circumstances under code section 6331(k)(2) in which the IRS is not 
allowed to take any collection action. To review, they are:  

1.  When a request for installment agreement (IA) is pending. That is, you have sought an IA but the 
IRS has neither specifically approved nor rejected your application. An application for an IA is 
generally (but not exclusively) made on Form 9465, Installment Agreement Request.  

2.  If your application for IA is rejected, during the thirty-day period following the rejection. If you 
appeal the rejection within that thirty-day period, the IRS cannot levy while your appeal is pend-
ing.  

3.  During the period the IA is in effect once approved. If you make all the payments and perform as 
required under the IA, the IRS cannot levy. The IRS must specifically revoke or terminate the 
agreement in writing before it can levy.  

4.  If your IA is revoked or terminated for any reason, during the thirty-day period following the rev-
ocation or termination. As in point 2 above, you have the right to appeal that action. You must 
file your appeal within the thirty-day period. If you appeal, the IRS cannot levy while your appeal 
is pending.  

 
Code section 6331 provides for tolling of the collection statute during three of the four above circum-

stances. Under section 6331(k)(3), the collection statute is tolled for any period the IRS is prevented from 
collecting taxes under section 6331(k)(2). The only exception to this tolling is when the IA has been ap-
proved and is in effect (number 3 above). See IRC §6331(k)(3)(B).  

Thus, when you file an application for an installment agreement, or appeal the rejection of an applica-
tion, or appeal the revocation or termination of an installment agreement, the collection statute is tolled as 
follows:  

1. While the application for an IA is pending, until approved,  
2. If the application is rejected, during the thirty-day period following the rejection, and if an appeal 

is taken, while the appeal is pending, and  
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3.  If an IA is revoked or terminated, during the thirty-day period following the rejection, and if an 
appeal is taken, while the appeal is pending.  

 
It is important to again point out that while the IA is in effect, there is no tolling of the collection stat-

ute. If you make payments for, say, four years, all that time the collection statute runs. The longer you 
stay on an IA, the closer you get to the expiration of the collection statute. However, the IRS knows this 
too. That is one key reason they review IAs from time to time to determine whether it is in the agency’s 
best interest to keep them in effect.  

And it is a key reason that I generally believe installment agreements, standing alone, are rarely the 
solution to a substantial tax debt. While it is true that you get closer to the CSED, an installment agree-
ment is never permanent, and with the continued accruals of penalties and interest, the debt usually just 
keeps growing. Moreover, as discussed above, the IRS may insist that you sign Form 900 before accept-
ing your IA. If so, you lose the benefits of a ticking clock. An exception to this can be a Partial Pay In-
stallment Agreement, which I discussed in Chapter 11.  

Because tolling applies when there is a pending “application” for an installment agreement, you must 
understand what constitutes an “application.” Treasury Regulation section 301.6331-4(a)(2) provides that 
a “proposed installment agreement becomes pending when it is accepted for processing.” That is, when 
the IRS receives your request for an installment agreement and inputs it into the system, tolling begins at 
that point. It continues until:  

1.  The IRS accepts your proposal,  
2.  The IRS specifically notifies you in writing that your proposal is rejected, or  
3.  You withdraw the proposal. See also: Treas. Reg. §301.6159-1(g). 
  
You might think of an “application” as being limited to a written request for an installment agreement 

on Form 9465. However, the IRS takes a much broader view of the matter. The Internal Revenue Manual 
(IRM) provides that such an application—and hence tolling under the statute—can result from letters, 
phone conversations, voice mails, even emails (though it is hard to understand how that might happen 
since the IRS does not utilize emails in its interactions with citizens). Indeed, the IRM is broadly written 
to encompass essentially any “communications between taxpayers and Service personnel” regarding a 
request for, or discussion of, installment agreements. See IRM part 5.14.1.3(1); and Eichler v. Commis-
sioner, 143 T.C. No. 2 (2014). 

All that is necessary to trigger the tolling under section 6331(k)(3) is that the communication (wheth-
er verbal or written) constitute a complete installment agreement “request.” In that regard, the request 
must—at a minimum—include the following:  

1.  Sufficient information to identify you, which includes your name and Social Security number. If 
you provide your name but no SSN, and your identity can otherwise be determined, then the IA 
will be considered “pending;”  

2.  The tax liability to be covered by the agreement; 
3.  A proposed monthly or other periodic payment of a specific amount; and 
4.  You must be in compliance with all filing requirements. See IRM part 5.14.1.4; and King v. 

Commissioner, T.C. Memo. 2015-36 (2015). 
  
The only way to know for sure the date on which the IRS accepts an IA request for processing is to 

consult your IMF transcripts for the years in question. The IMFs show the date on which the processing 
begins. From there, it is simply a matter of reviewing IRS correspondence to determine the date of rejec-
tion or revocation (dates also shown in the IMFs). You must also factor into this the thirty-day appeal 
period, and any time that your case was on appeal. These dates give you accurate data for determining the 
effect of any installment agreement tolling on your collection statute. 

Based on the broad definition of a “request” for installment agreement, you must be careful if you 
wish to avoid tolling, but at the same time seek to stabilize collection and remove existing wage or bank 
levies. A request for uncollectible status (which does not propose a specific installment payment amount), 
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should not rise to the level of a tolling event given the language of IRM part 5.14.1.4 and King v. Com-
missioner, supra. 
 
The Offer in Compromise 
The Offer in Compromise (OIC) is the means by which you offer the IRS a lesser amount than is due in 
satisfaction of an outstanding liability. The OIC is the heart of the tax amnesty program and is discussed 
at great length in chapter 12. By submitting Form 656, Offer in Compromise, you toll the CSED.  

Under code section 6331(k)(1), the tolling occurs as follows:  
1. During the period the OIC is pending. The OIC is pending beginning the day the IRS accepts it 

for processing. The agency usually sends a letter confirming that your OIC was accepted for pro-
cessing as of a given date, and the date is also shown in the IMF. Tolling continues from that date 
until the OIC is either accepted, withdrawn, or rejected, plus thirty days. 

2. If the OIC is rejected, tolling continues during the thirty-day period following the rejection. If you 
file an appeal within thirty days of the date of the rejection letter, tolling remains effective while 
the appeal is pending. Tolling continues until the Appeals Office either accepts or rejects your 
OIC, plus thirty days. 

3. Of course, if the OIC is accepted at any point in the process, tolling becomes a moot point, since 
the IRS has agreed to compromise the liability for a lesser amount than what is assessed (assum-
ing you pay the compromised amount in full).  

 
The above rules apply to any OIC filed after March 9, 2002.  
However, if you filed an OIC prior to March 9, 2002, the rules were different, and in calculating your 

CSED, you must consider all OICs you have filed. Indeed, because of a series of administrative moves by 
the IRS, and several changes to code section 6331(k) (added by the Restructuring Act), we have a kind of 
tolling “no man’s land” that existed between July 22, 1998 (the date the Restructuring Act went into ef-
fect) and March 9, 2002 (when the tolling provisions of section 6331(k) were enacted in their current 
form, as set forth above). 

To sort this out, let me address OICs filed both before and after March 9, 2002.  
1. OIC filed prior to July 22, 1998. July 22, 1998 is the date the Restructuring Act went into effect. 

If you filed an OIC prior to that date, the collection statute was tolled for the time the OIC was 
pending (NOT including appeals), plus one year.  

2. OIC filed on or after July 22, 1998, but before December 21, 2000. An OIC filed within this 
timeframe is subject to both the CSED waiver provisions written directly into Form 656, Offer in 
Compromise, and the statutory tolling provision of section 6331(k)(3) as then written. Under 
these provisions, the collection statute was tolled for the time the OIC was pending, including ap-
peals, plus thirty days.  

3. OIC filed on or after December 21, 2000, but before May 1, 2001. Statutory tolling was repealed 
effective December 21, 2000. However, the CSED waiver language was still in Form 656 and op-
erated as a voluntary waiver. This was true until the form was revised effective May 2001. Since 
the waiver is a voluntary act that you perform when you sign the OIC, that waiver must be given 
effect, regardless of the statutory language. See Strange v. United States, 282 U.S. 270 (1931); 
Florsheim Bros. v. United States, 280 U.S. 452 (1930). Thus, the filing of an OIC after December 
21, 2000 but prior to May 2001 tolled the collection statute for the period the OIC was pending, 
including appeals, plus thirty days. 

4. OIC filed on or after May 1, 2001, but before March 9, 2002. An OIC filed on Form 656, revised 
May 2001, did not contain any waiver language. Moreover, there was no tolling language in the 
statute at this time. Therefore, an OIC filed during this period has no effect whatsoever on the 
collection statute of limitations. In any event, review the language of the Form 656 that you filed. 
If the form contains no collection statute waiver language, you did not toll the collection statute 
by filing that form during the period stated in this paragraph.  

5. OIC filed on or after March 9, 2002. Congress restored the tolling provisions of code section 
6331(k)(3) as set forth in the first part of this discussion, effective on that date. If you filed an 
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OIC on or after March 9, 2002, whether or not the Form 656 contained any tolling language, the 
collection statute was tolled for the period the offer was pending, including appeals, plus thirty 
days.  

 
Filing Multiple OICs 
It is not unusual for a person to file multiple OICs. If you filed more than one OIC, you must give effect 
to the tolling of each OIC under the tolling rules applicable at the time you filed it. See Klingshirn v. 
United States, 147 F.3d 526 (6th Cir. 1998). Figure the tolling period based upon the timing of your OICs 
as outlined above. Let me illustrate how you do this.  

Suppose your tax was assessed on January 1, 1995. The normal ten-year period to collect would ex-
pire on January 1, 2005. Suppose further that you filed two OICs. The first was filed on January 1, 1998. 
An OIC filed at that time tolled the collection statute for the period the offer was pending, plus one year. 
Say the offer was pending from January 1 to June 30, 1998. In that case, you would add eighteen months 
to the collection statute. That would push the expiration date to July 1, 2006.  

Suppose you filed the second OIC on June 1, 2002. An OIC filed at that time tolled the statute for the 
period the OIC was pending, including appeals, plus thirty days. Suppose that OIC, including an appeal, 
was pending six months. In that case, you would add another six months plus thirty days to the previously 
extended date of July 1, 2006. This places the new expiration date at January 31, 2007.  

If you are not sure of the filing and disposition dates of any prior OIC, you must consult your IMF. 
That will show the dates of filing and rejection of a past OIC.  

 
Citizen Outside the United States 
When a citizen is outside the United States for a continuous period of at least six months, the collection 
statute is tolled during his absence. IRC §6503(c). By merely setting foot back in the United States within 
any six-month period, say to have lunch at an airport, you keep the statute from being tolled under this 
rule.  
 
Judicial Actions 

Under some circumstances, judicial actions commenced by a citizen or the government can toll the 
collection statute of limitations. Three situations come to mind. 

1.  Bankruptcy. Code section 6503(b) specifically states that when the assets of the citizen are in the 
custody of or under the control of a court, such as occurs when one files bankruptcy, the statute is 
tolled during such period, and for six months thereafter. 

  If you file a bankruptcy at any time during the collection process, the CSED is tolled for the 
period of time your case is pending in bankruptcy, plus six months after the case is closed. A 
bankruptcy case is pending from the day the bankruptcy petition is filed until the day the debtor 
receives a discharge or the day the bankruptcy case is dismissed. Naturally, the taxes that are dis-
charged by the bankruptcy are no longer subject to collection regardless of the statute of limita-
tions. That is another of the amnesty programs we address in Chapters 13 and 14. 

 

2.  Civil actions by the United States. Code section 6502 expressly provides that the normal ten-year 
period of limitation is extended if, prior to that time, the government commences a suit in court 
for collection of the tax. Such a suit is contemplated under code section 7403. That section per-
mits the government to sue the citizen to reduce its tax lien to a judgment. It also permits the IRS 
to seek judicial approval to execute that judgment against any property you own. Once a judg-
ment is in place, federal civil law provides that the judgment is good for twenty years from the 
date the judgment is entered, regardless of the CSED under the tax law. 

  If you are on the threshold of the statute expiring and the IRS asks for a signed Form 900, 
you must consider the chances of its filing a suit in court if you refuse to sign the form. Three 
considerations are critical. First, as I explained earlier in this chapter, the IRS cannot solicit a 
Form 900 standing alone. No waiver is permitted unless it is signed in connection with an in-
stallment agreement.  
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  Second, do you have equity in assets the IRS could reach if it obtains a judgment? The IRS 
rarely files a section 7403 suit merely to keep the statute alive. It wants something tangible to 
grab through collection. For example, if you own a home with equity or have a substantial retire-
ment fund, chances are greater that the IRS may file the suit. Given that the IRS cannot seize your 
home through the administrative process, it must file suit to reach the equity. In that case, you 
may be better off signing Form 900 or otherwise attempting settlement under one of the amnesty 
programs in order to avoid a twenty-year judgment. If you have no assets, it is unlikely the IRS 
will pursue court action.  

  The third consideration is the amount of time left before the statute in fact expires. If there is 
a good deal of time left on the CSED, the agency may have time to consider its options and paste 
together a court action. Conversely, if the statute is just a few months or even weeks away from 
expiring, it is unlikely the agency can move before its expiration. 

  Also take into consideration the cost of your actions. By that I mean you should balance the 
cost of signing the form, measured in terms of the monthly payment the IRS might receive be-
yond the normal expiration period, against what the IRS might get if it files suit. The bottom line 
helps make the decision on what to do. 

3.  Suit for refund of trust fund taxes. After the IRS assesses the Trust Fund Recovery Penalty 
(TFRP) against any person for failure to pay employment taxes, that person may challenge the as-
sessment through the judicial process. This is done by: a) first paying a “divisible portion” of the 
tax, which is the tax on one employee for one quarter, then b) filing an administrative claim for 
refund. If the IRS denies the claim for refund, you have the right to file a suit for refund in the 
United States District Court. My book, Taxpayers’ Defense Manual provides all the details on 
this entire process.  

  If you file such a lawsuit, code section 6331(i) prevents the IRS from collecting the balance 
of any taxes owed if they are directly related to those challenged in the refund suit. Code section 
6331(i)(5) tolls the collection statute related to the balance of those taxes for the period your re-
fund lawsuit is pending. 

 
A Wrongful Levy 
A wrongful levy exists when the IRS seizes the property of one citizen in an effort to satisfy the tax liabil-
ity of another citizen. We have all heard of cases where the IRS seizes Junior’s bank account because 
Daddy owes taxes. This gives rise to a typical wrongful levy case.   

Code section 6503(f) provides that the collection statute is tolled for the period of time beginning 
when the IRS receives the wrongfully levied property (including money) until the agency either returns 
the property, or the citizen obtains a judgment against the IRS under code section 7426, the wrongful levy 
statute. However, this extension applies only to the portion of the assessment equal to the money or value 
of property returned by the IRS.  

 
Application for Taxpayer Assistance Order 
Submitting a Form 911 to the Office of the Taxpayer Advocate (TA) suspends the collection statute per 
code section 7811(d). The suspension is effective beginning with the date you submit Form 911, and con-
tinues to the date of the decision disposing of the application. It does not matter whether the Taxpayer 
Assistance Order is granted. Also, the TA may specify additional time in which the statute is tolled. That 
is why, in chapter 7, I recommend sending a letter to the TA seeking help, rather than submitting Form 
911. In addition to a letter sometimes being faster, it does not toll the statute.  
 
The Collection Due Process Appeal 
An appeal under code section 6320 (relating to the filing of a federal tax lien) or section 6330 (relating to 
a Notice of Intent to Levy) tolls the collection statute. Code section 6330(e)(1) states that the collection 
statute is tolled for the period the request for hearing is pending, including any judicial appeal, plus ninety 
days. Tolling begins with the filing of the Request for Collection Due Process Hearing, Form 12153. See 
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chapters 4 and 5. Please note that neither an Equivalent Hearing nor an appeal regarding a disqualified 
employment tax levy tolls the statute. Likewise, neither a CAP appeal nor lien appeal as discussed in 
chapter 6 does not toll the statute.  
 
A Request for Innocent Spouse Relief 
Code section 6015(e)(2) provides that upon filing a request for spousal relief under section 6015 (as ex-
plained in Chapter 6), the IRS is precluded from collecting while that request is pending. Consequently, 
the collection statute is tolled during the period the IRS is prohibited from collecting. Tolling applies for 
the period the request is pending, plus sixty days. If a petition is filed with the United States Tax Court to 
review the IRS’s determination, the statute remains tolled until the Tax Court case becomes final.  

  
Canceling Expired Assessments 
If you believe the collection statute has expired, send a certified letter to the IRS’s Centralized Lien Unit 
in Cincinnati. Ask for an abatement of the tax and release of the liens. The letter should follow the outline 
of IRS Publication 783, How to Apply for Certificate of Discharge of Federal Tax Lien. See Chapter 6. 
The specific address is available in the instructions to that form.  

In your letter, point out that the collection statute has expired. Provide whatever proof you have, in-
cluding lien documents and IMF printouts. Demand that IRS abate the outstanding tax liability. If any 
liens are in effect, they must be released once the tax is abated. See Chapter 6 for details on removing 
liens. 

  
Conclusion 
You should never pay a dime to the IRS unless you are certain the statute of limitations has not expired. 
My experience proves time and again that the IRS lies or deliberately misleads citizens concerning this 
right. But when you can prove the statute has expired, or can hold on until it does, you are free, free, free 
of the IRS’s claim. What is that, if not amnesty?  
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Review Questions 
1. What is the date of assessment for purposes of determining the collection statute expiration date? 

 A. Date on which the assessment certificate is signed 
 B. Return filing date 
 C. Tax lien filing date 
 D. Date of mailing of the collection notice 

 
2. In which situation is Form 900 commonly used? 

 A. Installment application 
 B. Taxpayer Assistance Order 
 C. Voluntary waiver 
 D. Offer in Compromise 

 
3. During which installment agreement (IA) period is the collection statute tolled? 

 A. During the sixty-day period following an IA’s application rejection 
 B. During the forty-five day period following an IA’s termination 
 C. When the IA has been approved and is in effect 
 D. When the request for an IA is pending 

 
4. Which of the following is the heart of the amnesty program? 

 A. Offer in Compromise 
 B. Collection Due Process appeal 
 C. Taxpayer Assistance Order 
 D. Expired assessment cancellation 
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Review Answers 
1. A. Correct. The collection assessment occurs when an assessment officer signs the proper assess-

ment certificate. 
 B. Incorrect. The date of assessment for purposes of determining the collection statute expiration 

date is not the return filing date. The return filing date generally determines the statutory period 
for examination of the return. 

 C. Incorrect. The date of assessment for purposes of determining the collection statute expiration 
date is not the tax lien filing date. The tax lien provides the IRS with a security interest in and to 
real and personal property. 

 D. Incorrect. The date of mailing of the collection notice is not the date of assessment. The collection 
process usually begins with Notice CP14 stating that a balance is due and requests immediate 
payment. 

 
2. A. Incorrect. Form 900 is not commonly used to file an application for an installment agreement. An 

application for an installment agreement is generally made on Form 9465 (although a From 900 
could be used to facilitate an installment agreement). 

 B. Incorrect. Form 900 is not commonly used to file a Taxpayer Assistance Order. Form 911 is used 
to apply for a Taxpayer Assistance Order, although sometimes a letter may be more proper than 
submitting Form 911. 

 C. Correct. A common way the collection statute is extended is with a voluntary waiver, and Form 
900 is used for this purpose. 

 D. Incorrect. An Offer in Compromise is not filed using Form 900. An Offer in Compromise is sub-
mitted using Form 656. 

 
3. A. Incorrect. The IRS is not allowed to take collective action during the thirty-day period following 

the rejection of an IA application, but this is not applicable for sixty days. During the extra thirty-
day period, the collection statute is not tolled. 

 B. Incorrect. During the thirty-day period following an IA’s termination, the IRS cannot take any 
collection action; however, this is not applicable for forty-five days. The collection statute is not 
tolled during the extra fifteen-day period. 

 C. Incorrect. When the IA has been approved and in is in effect, the IRS is not allowed to take any 
collective action. During this period, the collection statute is not tolled. 

 D. Correct. During the period the IA application is pending, the IRS cannot take collection action 
since the statute is tolled.  

 
4. A. Correct. The Offer in Compromise (OIC) is the heart of the tax amnesty program. 
 B. Incorrect. The Collection Due Process (CDP) appeal is not the heart of the tax amnesty program. 

The CDP appeal may be taken of any collective action, including liens, levies, and seizures. 
 C. Incorrect. The Taxpayer Assistance Order (TAO) is not the heart of the tax amnesty program. The 

Taxpayer Advocate can issue a TAO requiring the IRS to cease actions against citizens under cer-
tain circumstances. 

 D. Incorrect. Expired assessment cancellations are not the heart of the tax amnesty program. If the 
collection statute has expired, the taxpayer should ask for abatement of the tax and release of any 
liens. 
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Chapter 11 

Tax Amnesty Programs Number 1 and 2: The “Life Jackets” 
 
Learning Objectives 

 Spot the first step toward achieving uncollectible status 
 Choose a viable alternative for collection if the citizen can only pay a small portion of the tax lia-

bility 
 Identify what, by its definition, should be excluded from negotiations when negotiating for a 

PPIA 
 
Introduction 
Beginning with this chapter, and drawing upon the delinquency profiles painted in Chapter 2, I preface 
the discussion of each Tax Amnesty Program with a statement of whom that program will most likely 
benefit. As you read Chapter 2, you no doubt identified with one or more categories of delinquent citi-
zens. Now, expect to learn how your particular problem can be treated very specifically to tax amnesty. 

We start with the life jackets. The purpose of a life jacket is to prevent disaster. It is certainly not the 
greatest thrill in the world to float freely in the deep blue sea but at least with a life jacket, you can hang 
on until help arrives. In the context of the IRS, our life jackets are known as “uncollectible status” and the 
Partial Pay Installment Agreement. 
 
Program No. 1: Uncollectible Status – Who Can Benefit? 
The chief beneficiaries of this program are anyone with so little disposable income that any payment 
whatsoever is impossible. This person is usually temporarily unemployed or under-employed. His per-
sonal living expenses meet or exceed his income. A gainfully employed person can also benefit from 
uncollectible status if his fixed monthly expenses for items necessary to earn income, and for items neces-
sary to provide for the health and welfare of himself and family (including current federal, state and So-
cial Security taxes), consume all or nearly all his income. 

At one of the many seminars I conducted for the public, I addressed a man who announced that he 
owed the IRS $20,000. He explained that he had no assets and was out of work. He wanted to know how 
he could solve his “tax problem.” I replied to the man by saying, “You don’t have a $20,000 tax problem 
unless you have $20,000.” 

In other words, unless you have something the IRS can take, you have no problem. In fact, I ex-
plained to the man, “This is a good news/bad news situation. The bad news is you’re broke. The good 
news is you’re broke!”  

While this may seem humorous, it is nevertheless quite true. First of all, I already proved in Chapter 3 
that you are not going to jail just because you owe the IRS money you cannot pay. Given that this man 
had nothing the IRS could get, the agency was really powerless to do much of anything.  

You are likely recoiling from this statement. Pointing to the agency’s awesome enforcement power, 
you may suggest that while you do not have savings piled up, the IRS certainly has ready access to your 
paycheck or checking account, however modest they may be. However, as I expounded in great detail in 
Chapters 5 and 6, the IRS does not have the legal authority to enforce collection in situations where such 
action will cause hardship to a citizen by making it impossible to pay necessary living expenses. This is 
not just magnanimous IRS policy; it is the law. The plain fact is that you are entitled to enjoy “uncollecti-
ble status” under the circumstances discussed below.  
 
How to Achieve Uncollectible Status 
To best illustrate this program, I point to Steve’s case. Steve made payments to the IRS of about $560 per 
month for some time. He could not afford the payments, but he made them anyway because he was told 
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by an RO that “he must.” In the meantime, Steve fell behind on other living expenses. His rent was late, 
all recreational activity was practically eliminated, and he was living off credit cards. 

Finally, Steve stopped paying the IRS. Within just a short period, the IRS threatened enforcement ac-
tion. That is when Steve phoned me. He lamented that he simply could not continue paying. His monthly 
income and personal living expenses were such that there just was no money available to meet his IRS 
obligation. 

I explained to Steve that the first move was to prepare and submit Form 433-A, as explained in Chap-
ter 5. Steve provided information and documentation on current monthly income and monthly living ex-
penses. As you will recall from Chapter 5, the difference between the two figures is referred to as “dis-
posable income.” That is “at least” the amount the IRS expects as a monthly installment payment.  

In Steve’s case, there was no difference between monthly income and living expenses. In fact, he was 
in the negative when the proper current taxes were figured in. We presented Steve’s financial statement to 
the IRS along with documents to verify all expenses. They included bank statements, proof of monthly 
income, canceled checks, invoices, etc. We argued that he was uncollectible, and as such, his case should 
be closed as “currently not collectible.” 

After carefully reviewing the financial statement and the supporting documents, the RO agreed to 
classify Steve as “uncollectible.” Under that classification, Steve is required to make no monthly payment 
at all. At the same time, there exists no further risk of a levy as long as “uncollectible status” remains in 
effect.  

This same procedure can be done with ACS over the phone, as explained in Chapter 5. Also, if you 
filed a timely Request for Collection Due Process Hearing (Form 12153), you can argue for uncollectible 
status as a “collection alternative” in your CDP hearing. You can do the same thing in a CAP appeal as 
discussed in Chapter 6. Be sure to provide all the required financial information to the settlement officer 
before the hearing.  

The key to obtaining uncollectible status is to painstakingly prepare the financial statement. Before 
beginning the process, go through your checkbook and bank records carefully. Record your expenses for 
the last twelve months. This helps you recall all the expenses you face but which do not necessarily recur 
each month. An example is medical insurance. If, for example, you pay $900 in medical insurance quar-
terly, divide $900 by 3 to determine the monthly expense. Make an entry of $300 per month for medical 
insurance on Form 433-A. Repeat this process for each expense that constitutes an allowable expense for 
purposes of determining the installment agreement amount. Review Chapter 5, under the heading, How to 
Establish the Installment Payment Amount.  

Because of the National Standards (NS) and Local Standards (LS) for expenses, the agency routinely 
looks for ways to squeeze extra money into existence when it may seem to a reasonable person that none 
exists. For example, suppose you spend, say $2,500 per month for housing and utilities for your family. 
However, if the local standards for housing and utilities are just $1,850, expect the IRS to insist on cap-
ping you housing expenses at the standard, regardless of your actual expenses. That means, in this exam-
ple, the agency arbitrarily disregards $650 of your monthly expenses. After all, “why do you have to 
make your mortgage payment?” 

Remember to push back hard with the idea that NS and LS expenses are guidelines only. As I explain 
in great detail in Chapter 5, using the law and the Internal Revenue Manual as clear authority, the stand-
ards are to be adjusted based on the circumstances of each individual case. Revenue officers and ACS 
employees do not like to accept this reality, but that is exactly what it is—reality! You must use the legal 
authority I present in Chapter 5 to make the case that NS and LS guidelines are just that. They are not 
Scripture. 

Ask yourself, what are the cogent and compelling reasons why your circumstances take you outside 
the scope of IRS’s standards? State your case clearly and document your claims to the fullest extent pos-
sible. If you argue that a medical condition exists, provide a statement from a physician, hospital, clinic, 
insurance company, pharmacist, etc., to support your claim.  

A major key to establishing uncollectible status is to document all necessary personal living expenses 
and expenses necessary to earn income. As we learned in Chapter 5, expenses necessary to earn income 
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are not subject to the IRS’s arbitrary NS and LS figures. They not only must be allowed, but are some-
what subjective in that different people incur different expenses in the process of earning income.  

Furthermore, what may be considered a reasonable expense in one situation may not be in another. 
For example, a person who rides the bus to work every day faces trouble arguing that his car is necessary 
to earn income. However, a copy machine service rep with the job of driving from office to office servic-
ing and repairing copy machines certainly can argue that his auto is necessary to earn income. As such, it 
is not a personal expense subject to NS and LS limitations.  

Also keep in mind that unreasonable demands for installment payments can be appealed. Depending 
upon the posture of your case, you can use Form 9423, Collection Appeal Request, or if you are in a CDP 
appeal, your case can be appealed to the Tax Court. See Chapters 6 and 7. You also have the other options 
talked about in Chapters 12, 13 and 14. 

When your necessary and allowable living expenses (including current federal, state and Social Secu-
rity taxes), as well as expenses necessary to earn income, meet or even exceed your monthly take-home 
pay, you are considered uncollectible.  

 
Uncollectible Status When You Have Equity in Assets 
In some cases, you may have no disposable income but you do have equity in certain assets. This is de-
termined by your financial statement. In addition, the IRS will check public records to determine whether 
any assets are titled in your name. An example is a senior citizen, living on a fixed pension or Social Se-
curity income, but whose home has equity because of having made payments over many years. In that 
case, the IRS generally asks that the equity be liquidated before granting uncollectible status.  

This demand can be avoided if you show that the liquidation would cause a hardship. In the case of 
the senior citizen with home equity, he may be unable to borrow against the property because his income 
is insufficient to make an increased mortgage payment. It may also be that he cannot sell the home be-
cause the amount left after paying the existing mortgage, with the balance of the proceeds going to the 
IRS, would be insufficient to provide other suitable living arrangements.  

On the other hand, suppose you have a boat or camper that is worth $5,000 and is paid for. Expect the 
IRS to require the asset be sold and the proceeds paid to the IRS before they grant uncollectible status. It 
would be very difficult to prove that hardship would result if you did not have your boat. I discuss this 
further below, under the heading, The Partial Pay Installment Agreement. 
 
Uncollectible Status and Unfiled Returns 
In Chapter 5, I discussed the concept of hardship in the context of a release of levy. I explained that the 
legal requirement to release a levy that is causing economic hardship has nothing to do with whether or 
not a taxpayer has unfiled tax returns. The case of Vinatiari v. Commissioner, which I cite in Chapter 5, 
makes it clear that code section 6343 does not condition the release of a levy upon a taxpayer’s filing of 
any missing tax returns.  

This means that the IRS does indeed have the authority to grant uncollectible status even if you are 
delinquent in the filing of one or more tax returns. In fact, IRM part 5.16.1.2.8(12), which addresses the 
closing of cases as uncollectible, contains this “caution”: 

If a hardship determination is verified, a levy cannot be issued or left in place to persuade a taxpayer 
to file. Note: Accounts may be reported CNC [currently not collectible] hardship if a CIS [collection in-
formation statement, Form 433-A] can be verified, even if there are unfiled returns. 

The key is to prove that you have no disposable income, and therefore, levy action will cause hard-
ship. This will lead to the case being closed as uncollectible. Take careful note, however, that just because 
a case can be closed as uncollectible even if you have unfiled tax returns, it does not mean you will quali-
fy for relief under any of the other settlement programs. For example, the IRS will not even entertain an 
Offer in Compromise (Chapter 12) if you have unfiled returns for at least any of the most recent six years. 
Therefore, you must get your delinquent returns filed if you are to reach a full and final resolution of your 
case.  
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Living with Uncollectible Status 
Once you are classified as uncollectible, the IRS reviews your case periodically to determine whether to 
alter your status. This happens in two ways. The first is on a calendar basis. The IRS reviews the matter 
every twelve or twenty-four months. It requests an updated 433-A, and again undertakes the process of 
determining an installment payment amount. If your circumstances have not substantially changed, uncol-
lectible status remains in effect. If there were changes, an installment agreement may be set based on 
current conditions.  

The second method is based upon your current income tax return. The IRS reviews your most recent-
ly filed tax return to ascertain the level of income reported. When income exceeds a certain predetermined 
level, a review takes place. The income level at which the review occurs is determined when your case is 
initially closed as uncollectible. If, for example, you earn $36,000 per year but cannot afford a payment, 
the RO may decide to call for a review as soon as your income reaches $38,000.  

You can also expect the IRS to file a tax lien if one has not yet been filed and you owe more than 
$10,000. See IRM part 5.16.1.2(3). However, anytime the IRS files a lien, it is subject to appeal under the 
Collection Due Process appeal procedures and lien appeal procedures. See Chapters 4, 5 and 6.  

Uncollectible status is the truest form of a life jacket. It places you into a position where you can at 
least survive. If your financial picture does not improve, there is no reason the uncollectible status must 
change. Bear in mind that the statute of limitations on collection eventually expires. If your circumstances 
never improve, the statute could expire without the IRS collecting. This is why you must be careful if 
asked to sign Form 900, since it extends the CSED (Chapter 10). 

  
Program No. 2 – The Partial Pay Installment Agreement  
What happens if you are able to make a small payment to the IRS but not nearly enough to pay the tax in 
full? In that case, you do not qualify for uncollectible status, since you can make a payment. But suppose 
you owe $50,000 and can only pay, say $50 a month. That payment is such that you have no hope of pay-
ing off the liability. In that case, the midway point between an installment agreement that would fully pay 
the tax, and uncollectible status in which no payment is made, is a procedure known as the Partial Pay 
Installment Agreement. This can prove very beneficial, as outlined here.  

A Partial Pay Installment Agreement (PPIA) is an agreement that pays a fixed payment, say $200 per 
month, regardless of the debt owed, for the time left on the collection statute. For example, suppose you 
owe $50,000 in total taxes and the IRS has just forty months remaining on the collection statute. In that 
case, a PPIA might be fixed at $200 per month for forty months. At the forty-month mark, the IRS agrees 
to allow the collection statute to expire. Once that happens, the remaining balance of the liability is con-
sidered legally uncollectible and is abated.  

The PPIA was created in 2004 when the American Jobs Creation Act amended code section 6159 to 
provide this authority. Prior to that, section 6159 dictated that the IRS could enter into an installment 
agreement in certain cases if the agreement would “facilitate full collection of the liability.” Well, obvi-
ously in our example, a $200 per month agreement cannot possibly “facilitate full collection” of a 
$50,000 debt in forty months. Therefore, prior to the amendment, the IRS routinely rejected such pro-
posals. The amendment gives the IRS the authority to accept installment agreements if the agreement 
“will facilitate full or partial collection” of the tax. See IRC §6159(a), as amended; emphasis added.  

 
When Will a PPIA be Considered?  
The Internal Revenue Manual discusses two broad scenarios in which a PPIA will be considered. See 
IRM part 5.14.2.1.2. I explain them here. 
 
No Assets or No Equity in Assets 
The primary situation in which a PPIA may be granted is if you either have no assets at all or no equity in 
assets. Likewise, if you already liquidated whatever assets you had in order to make partial tax payments, 
the IRS will consider a PPIA. In cases where there are no assets or no equity in assets, an installment 
agreement is the only hope of getting anything from you. And when the CSED is such that the amount of 
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the agreement cannot pay the tax, the PPIA becomes a viable collection alternative. This is especially true 
if, in addition to having no assets, you are able to discharge your debt in bankruptcy. In that case, the IRS 
has a strong motivation to allow a PPIA since if the agency does not it runs the risk of getting nothing in 
bankruptcy. See Chapters 13 and 14 for more on bankruptcy.  
 
Some Equity in Assets 
Even in cases where you have some equity in assets, the IRS may grant a PPIA if the asset cannot be sold 
or if you cannot borrow against it. There could be a number of reasons for this. Let us address some ex-
amples.  

 The asset has minimal equity or the equity is insufficient to allow a creditor to lend money. You 
may have a house worth $150,000 with a current mortgage of $120,000. With a soft real estate 
market and lending practices what they are, banks are not likely to lend any more than a total of 
80 percent of the property’s value. In this example, 80 percent of the value is already tied up with 
the first mortgage. Thus, you cannot borrow more money. Moreover, seizure of the property 
would not produce any proceeds to apply to the debt.   

 You cannot reach the equity due to how the property is titled. Say the property is held by both 
you and your spouse as joint tenants but only you owe the tax. If your spouse refuses to go along 
with refinancing, no loan is possible. If the IRS cannot collect sufficient proceeds from a sale of 
the property (in which they would have to compensate your spouse) the PPIA may be the only 
answer.  

 The asset has value on paper but you cannot sell it due to either market or property conditions. I 
had a client with three commercial lots on the “wrong side of town” in Dayton, Ohio. The area 
was very depressed and nothing was moving. There was a building on one of the lots, but it was 
uninhabitable due to deterioration and building code violations. While the lots were paid for, they 
could not be sold given market conditions, and the cost of removing the building was more than 
the property was worth.  

 The asset is necessary to generate income for the PPIA and the government will receive more 
from the income generated by the asset than from its sale. This is almost universally true with 
small businesses. The assets they hold, while they may be fully paid for, generate the business in-
come needed to operate and pay bills, including the IRS. If the IRS were to seize the assets, the 
company is out of business and the installment agreement goes down the tubes with it.  

 Borrowing against or selling property would create an economic hardship as defined in Treasury 
Regulation section 301.6343-1. That section defines “hardship” as a situation where you cannot 
meet “reasonable basic living expenses.” See Chapters 5 and 6. If you cannot make the payment 
required on the borrowed money because of current income limitations, this could constitute a 
hardship. At the same time, seizure of the property would create a hardship because you cannot 
afford adequate replacement housing given your income and expenses.  

 You simply do not qualify for a loan because of your income and expense situation. 
 

The Decision to Grant a PPIA 
A PPIA may be granted when the IRS determines that enforcement action is not warranted under the cir-
cumstances. You must prove that levy action will cause hardship and that the PPIA is the only reasonable 
resolution. If you have no equity in assets and agree to make payments equal to your maximum ability to 
pay over the remaining life of the collection statute, the PPIA may be granted. Likewise, if you have equi-
ty in assets but one or more of the hardship scenarios discussed above is present, the PPIA may be grant-
ed. 

The IRS expects you to make a good faith effort to liquidate all equity and pay as much as possible 
before approving either a PPIA or uncollectible status. If you have equity in assets, you must prove that 
one of the circumstances discussed above (or even something that I did not mention) nevertheless war-
rants a PPIA or uncollectible status. The IRS expects you to apply normal business standards when seek-
ing a loan. That means providing correct and complete financial information to facilitate getting the loan. 
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The IRS also expects to see copies of all documents used in the loan application process. This is to ensure 
that you did not somehow sabotage the financing process.  

If you fail to make a good faith attempt to use equity in assets, or if you are not willing to make 
monthly payments consistent with your ability to pay, the IRS considers that you “won’t pay.” See Chap-
ter 6. In that case, the revenue officer may recommend enforcement action and a PPIA will not be grant-
ed.  

To determine ability to pay, the IRS uses its usual financial evaluation procedures, including impos-
ing its National and Local Standards for living expenses. Only necessary living expenses as defined in the 
IRM are allowable in PPIA negotiations. See my discussion of the standards in Chapter 5. 

The PPIA negotiation is handled either by a revenue officer, ACS or an appeals officer in much the 
same way that we have discussed already. Moreover, IRS personnel will use the agency’s Offer in Com-
promise asset investigation guidelines as well. I address these in Chapter 12. Expect the IRS to do a very 
thorough examination of your assets and equity. The agency demands bank records, vehicle and property 
titles, and debt information, and the agency addresses personal property ownership, such as boats or RVs.  

To win the PPIA, you must agree to monthly payments to the fullest extent of your ability to pay for 
the remaining duration of the collection statute. The IRS will also file tax liens for the full liability if they 
are not already filed.  

 
Beware of a Waiver Request 
As explained earlier, the IRS often seeks a Form 900, Tax Collection Waiver, during installment agree-
ment negotiations. In fact, this is often the first demand that revenue officers make when the IRS is faced 
with the expiration of the collection statute and your limited ability to pay. If you are negotiating for a 
PPIA, by its very definition there should be no collection statute waiver as part of the package. A PPIA 
means that the collection statute is allowed to expire without an extension. See IRM part 5.14.2.1.3(2) and 
(3).  

In some cases, however, the IRS may seek a waiver in an attempt to reach a specific asset before the 
statute expires. For example, suppose you have a pension that you can reach in two years but it is still not 
enough to fully pay the tax. Suppose the collection statute expires in one year. The IRS may agree to a 
PPIA if you agree to extend the statute for one year to allow the IRS to reach the pension. Thereafter, the 
collection statute is allowed to expire. In the meantime, you make a monthly payment as required under 
the PPIA.  

Negotiations that involve a waiver of the collection statute must be approached very carefully. The 
impact of signing such a waiver is profound and should never be done on the spot, and never without 
careful evaluation. You should always consult experienced counsel before signing a Tax Collection Waiv-
er.  

 
The Two-year Review Process 
PPIAs that run longer than two years are reviewed at the two-year mark. If there is no significant change 
to your financial status, the payment amount already determined continues until the statute expires (as-
suming it does so within the next two years). If your financial status has improved, the IRS has the au-
thority under code section 6159 to terminate the PPIA and negotiate a new agreement. At that point, the 
IRS might also seek a Tax Collection Waiver. See IRM part 5.14.2.1.3(1). 

As I mentioned in Chapter 10, there is no such thing as an open-ended or protracted collection statute 
waiver. Under code section 6502, the length of the waiver cannot exceed five years, and to be valid, the 
waiver must be signed in connection with an installment agreement. Under no circumstances should you 
agree to a waiver that gives the IRS more time than is necessary to make payments that satisfy the debt.  

In the final analysis, the PPIA is a good news-bad news scenario. The good news is that you get a 
payment plan that takes you to the expiration of the collection statute, at which time the tax assessment 
evaporates and the agreement terminates. The bad news is that the plan is not carved in stone. It is re-
viewed and potentially revised as your circumstances change. Still, it can be an effective way to solve 
your tax debt if you have little or no equity in assets, and little ability to make a monthly payment, and 
those factors are not likely to change anytime soon. It is also a way to deal with taxes which the IRS will 
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not compromise (see Chapter 12) for whatever reason, or that are not dischargeable in bankruptcy (see 
Chapters 13 and 14). 

  
Conclusion  
Uncollectible status and a PPIA can keep you afloat until help arrives. In fact, if you can wait out the 
collection statute of limitations, these programs can lift you out of the sea of financial disaster altogether. 
By winning uncollectible status or a PPIA, you take much of the risk out of dealing with the IRS. This is 
important because so often, simple fear keeps people from acting.  
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Review Questions 
1. What is the minimum amount the IRS can require from a monthly installment payment? 

 A. Income less NS and LS expenses 
 B. Disposable income 
 C. Monthly income 
 D. Income less expenses, not including taxes 

 
2. Which of the following is the primary situation in which a PPIA may be granted? 

 A. Taxpayer has an installment agreement in place 
 B. Taxpayer either has no assets or no equity in assets 
 C. Taxpayer has some equity in assets 
 D. Taxpayer does not qualify for a loan 

 
3. When may a statute waiver make sense in connection with a PPIA? 

 A. To allow the IRS to review the taxpayer’s financial status every two years 
 B. A waiver is never required in connection with a PPIA 
 C. To enable the IRS to reach an asset not available until a future date 
 D. To carve the PPIA in stone 
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Review Answers 
1. A. Incorrect. The minimum amount that the IRS can require from an installment payment is not in-

come less NS and LS expenses. NS (National Standards) and LS (Local Standards) costs are 
guidelines and may understate a taxpayer’s actual expenses. 

 B. Correct. A citizen’s disposable income is “at least” the amount the IRS expects as a monthly 
installment payment. 

 C. Incorrect. Monthly income is not the minimum amount the IRS can require as an installment 
payment. The citizen’s monthly income should be reduced by his or her monthly expenses to de-
termine what can be paid. 

 D. Incorrect. Income less expenses, not including taxes, is not the minimum amount that the IRS can 
expect from an installment payment. Proper current taxes should be included in the expense cate-
gory. 

 
2. A. Incorrect. Having an installment agreement in place is not the primary situation in which a PPIA 

may be granted. If the IRS and taxpayer already have an installment agreement in place, there is 
no need for a PPIA. 

 B. Correct. A citizen that has no assets or any equity in assets is the primary situation in which a 
PPIA (Partial Payment Installment Agreement) may be granted. 

 C. Incorrect. If a taxpayer has some equity in assets, that is not the best scenario for granting a PPIA. 
However, even in cases where there is some equity in assets, the IRS may grant a PPIA if the as-
set cannot be sold or borrowed against. 

 D. Incorrect. The primary situation in which a PPIA may be granted is not when a taxpayer does not 
qualify for a loan. However, the IRS may still grant a PPIA in situations where the citizen simply 
does not qualify for a loan because of his or her income and expense situation. 

 
3. A. Incorrect. A statute waiver in connection with a PPIA would not make sense to allow the IRS to 

review the taxpayer’s financial status every two years. A PPIA that runs longer than two years is 
reviewed at the two-year mark, and this includes a review for changes in the taxpayer’s financial 
status. 

 B. Incorrect. It is not accurate to say that a statute waiver in connection with a PPIA is never re-
quired. The IRS may seek a waiver although, by PPIA definition, there should be no collection 
statute waiver as part of the PPIA package. 

 C. Correct. A statute waiver in connection with a PPIA makes sense if the IRS seeks to reach an 
asset that is not available before the statute expires. 

 D. Incorrect. A statute waiver does not make sense in connection with a PPIA in order to carve the 
PPIA in stone. The PPIA is not carved in stone and is subject to IRS review and revision as the 
taxpayer’s circumstances change. 
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Chapter 12 

Tax Amnesty Program Number 3:  
The Offer in Compromise – “Cents on the Dollar” 

 
Learning Objectives 

 Recognize the current stated IRS business practice when faced with collection issues 
 Select the compromise reached under an OIC based on doubt as to collectability 
 Determine the maximum payment period of an OIC cash offer based on the “future income asset” 
 Pinpoint a benefit to the government of a Future Income Collateral Agreement 

 
Introduction 
Does the IRS ever agree to accept less than full payment of an outstanding debt? The answer might sur-
prise you. Not only is the answer “yes,” but the IRS has a very carefully defined set of rules and proce-
dures for doing just that. I have used these procedures for decades to help countless people resolve tax 
debts that might never have been settled otherwise. 

The procedure is known as the Offer in Compromise (OIC). Early in this book, I quoted a statement 
from former IRS Commissioner Shirley Peterson in which she remarked, “You can’t get blood out of a 
turnip, and if we’re dealing with turnips, then we’re better off cutting our losses and moving on.” This 
statement was directed squarely at the IRS’s Offer in Compromise policy. That “new attitude” was at 
least partially forced upon the agency by citizens utilizing their rights in far greater numbers than ever 
before. In short, the IRS had no choice but to accept reality due to the various factors discussed in Chapter 
1, especially The Education Factor.  

In Chapter 1, I discussed the memorandum issued to Collection personnel that led the way to the for-
mal OIC Policy Statement. Released in February 1992, the statement knocked my socks off. In it, the IRS 
made the following observation:  

The ultimate goal [of the OIC] is a compromise which is in the best interest of both the taxpayer and 
the Service. Acceptance of an adequate offer will also result in creating, for the taxpayer, an expectation 
of a fresh start toward compliance with all future filing and payment requirements. IRS Policy Statement 
P-5-100 (1992); emphasis added. 

This continues to this day to be the stated and published policy of the IRS regarding OICs. See IRM 
part 1.2.14.1.17; and IRM part 5.8.1.1.3. 

In the past, the IRS expressed little concern for the “interest of the taxpayer,” and neither did it care 
whether the citizen could ever look forward to a “fresh start.” Instead, its sole concern was whether it 
could achieve “maximum collection with the least possible loss or cost to the government.” Revenue of-
ficers were told plainly, “Get all you can get.” Not much of a compromising attitude, to be sure. By con-
trast, when faced with a debt that cannot be collected in full, or for which there is a legitimate dispute as 
to what is owed, the IRS currently acknowledges that, “it is an accepted business practice to resolve these 
issues through negotiation and compromise.” See IRM part 5.8.1.1(1).  

Furthermore, I was particularly intrigued by the IRS’s use of the phrase “fresh start” when I first read 
it. It flew off the page at me because the entire premise of our bankruptcy laws is to provide a “fresh start” 
for those subsumed by debt. The fresh start theory has fueled bankruptcy law and policy for well over one 
hundred years. See Chapters 13 and 14. 

What we see here is the manifestation of the fruit of my labor since 1988 in the area of taxes and 
bankruptcy. For example, in my book, How Anyone Can Negotiate with the IRS and Win! (1988), I ex-
posed to the public two very important facts: first, that the IRS had an OIC policy allowing taxpayers to 
negotiate settlements; and second, that federal income taxes were dischargeable in bankruptcy—thus giv-
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ing a taxpayer strong leverage to negotiate reasonable settlements the IRS might otherwise not wish to 
consider.  

Between 1988 and 1992, when the first edition of Tax Amnesty was released, millions of dollars in 
federal income taxes, interest and penalties were discharged in bankruptcy. There is no way to know how 
many lawyers and accountants were educated by How Anyone Can Negotiate, and what that education led 
to in terms of canceling tax debt. I do know that tens of thousands of tax pros read that book over the 
years.  

I also know that the book had a profound impact on how the IRS handles delinquent tax cases. Based 
on the IRS’s 1992 OIC policy statement and other pronouncements we examine later, I know the impact 
extended to the highest levels of the IRS. Millions of citizens resorted to bankruptcy to discharge their tax 
debts, a right the IRS lied about for over twenty-two years. As a result, the agency was forced to rewrite 
its OIC policy in an effort to prevent the wholesale discharge in bankruptcy of delinquent taxes. I discuss 
this in detail in Chapter 13. 

 
Who Can Benefit from an Offer in Compromise? 
Code section 7122 gives the IRS the discretionary authority to “compromise” or reduce any tax liability. 
An OIC can be considered on any of four grounds. They are:  

1.  Where there is doubt as to one’s actual “liability” for the tax assessed,  
2.  Where there is doubt as to the IRS’s ability to “collect” the full amount of the tax assessed,   
3.  When full payment will cause a hardship, or where there are sufficient public policy or equity 

considerations that persuade the IRS to accept less than full payment of the tax. This third ele-
ment is the so-called Effective Tax Administration OIC. See Treas. Reg. §301.7122-1(b)(3). It 
grows from the IRS Restructuring Act, in which Congress instructed the IRS to expand its OIC 
regulations to allow the agency to consider “additional factors” in determining whether to com-
promise a given debt. Congress instructed the IRS to take into account factors such as: a) the 
overall fairness (equity) of the situation, b) the economic hardship to a citizen that would result if 
the tax were paid in full, and c) public policy considerations. And finally,  

4.  Where there are “special circumstances” that justify accepting an offer based on doubt as to col-
lectability for less than the IRS would otherwise require.  

 
An OIC based upon doubt as to liability can help any person who:   
 Accepted an audit determination he knows to be incorrect but never appealed the decision, 
 Was unable to file a Tax Court petition within the ninety-day grace period, thereby preventing ju-

dicial determination of his tax liability, or 
 Failed to file tax returns, but against whom the IRS determined a tax liability without considering 

his proper deductions, allowances, credits, etc. (i.e., the SFR).  
 
An OIC based upon doubt as to collectability is by far the most common variety of OIC. It can help 

any person whose assessed tax exceeds his capacity to pay, considering equity in assets and ability to 
make payments over the remaining time left on the collection statute of limitations.  

An OIC based upon Effective Tax Administration applies only if there are no other grounds for com-
promise. That is to say, an ETA offer applies only when you, 1) legally owe the tax in the amount as-
sessed, and 2) can pay the tax in full within the collection statute of limitations. See IRM part 5.8.11.1(2). 
But if full payment would cause hardship, or would create profound unfairness or the perception of un-
fairness in the manner in which the tax laws are enforced, the IRS is authorized to accept less than full 
payment.  

The fourth variety of OIC is actually a subcomponent of an ETA offer. Ordinarily, if you cannot pay 
the tax in full, an ETA offer does not apply. In that case, you must offer the IRS an amount equal to your 
“reasonable collection potential” (RCP), as defined and discussed later. The short answer is that reasona-
ble collection potential is equal to your ability to pay, as determined from your disposable income and 
equity in assets. In some unique circumstances, however, the payment of one’s reasonable collection po-
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tential may still pose a hardship, even though it is less than the tax assessment. In that case, IRM part 
5.8.4.2(3) gives the IRS the authority to accept an OIC for less than one’s RCP in light of those “special 
circumstances.”  

Submit an OIC based upon doubt as to collectability or an ETA offer on IRS Form 656. Submit an 
OIC based upon doubt as to liability on Form 656-L. When the offer is based upon doubt as to liability, 
provide detailed explanations and supporting documents to prove there exists doubt as to whether you 
indeed owe it. When the offer is based upon doubt as to collectability, an ETA offer, or an offer based on 
“special circumstances,” provide a full financial profile. Include a current financial statement (Forms 433-
A, and if necessary, 433-B). As we address each aspect of the offer, I describe in more detail the nature of 
the material needed to support it.  

 
Special Conditions of an Offer in Compromise  
The most important special consideration for an OIC is the fact that filing one tolls the collection statute 
of limitations. The CSED is tolled for the period of time the offer is pending, including appeals, plus thir-
ty days. See IRC §6331(k), and Chapter 10. This is true whether or not the OIC is accepted. For this rea-
son, take care to ascertain the CSED prior to submitting an offer. You must carefully consider whether it 
is wise to submit an offer if the collection statute is about to expire. 

Next, when your offer is accepted, you must file all of your tax returns and pay all of your taxes on 
time for the next five years. If you fail in this charge, your offer is reneged and the tax reinstated.  

Despite these negative aspects, under the right circumstances, an OIC can be the best way to resolve 
your situation.  

 
How to Argue for an Offer in Compromise  
In this section, I address each of the four types of OICs: the offer based upon doubt as to liability, the 
offer based upon doubt as to collectability, the ETA offer, and finally, the “special circumstances” offer.  
 
Doubt as to Liability 
One example of a successful “liability” offer involves Gerry and his wife Judy, a couple who filed a peti-
tion in the U. S. Tax Court. Due to certain procedural failures on their part and because of arguing unten-
able legal positions, they lost their case. Not only did they lose on the merits of the tax issues, thus incur-
ring a sizable tax liability, but the Court also imposed a penalty of $5,000 under code section 6673 for 
maintaining a “frivolous” Tax Court case. (The maximum potential penalty under that section is $25,000.) 
Note this is a different penalty than the so-called “frivolous submissions” penalty under section 6702, 
which I discussed in Chapter 9. 

When the IRS began collection, Gerry and Judy were each presented with separate bills. Each bill 
was $5,000 above the tax determined by the court. The additional $5,000 purported to cover the penalty. 
The RO insisted it was assessed against each person. We objected to the second $5,000 penalty. I main-
tained the Tax Court assessed just one penalty against both persons, not one penalty against each. The RO 
pointed only to the assessment certificate as her proof of the two assessments. We countered that code 
section 6673 permitted just one penalty per court case. Despite my presentation, the RO would not budge. 

To end the standoff, we filed an OIC challenging the validity of the second $5,000 assessment. The 
offer was based upon doubt as to liability. To prove the second assessment was improper, we submitted a 
copy of the Tax Court’s opinion and judgment, as well as a copy of the statute. The language of the opin-
ion and the statute clearly stated that just one $5,000 penalty was to be assessed. As a result of the OIC, 
the IRS abated the second $5,000 penalty. The OIC saved Gerry and Judy not only $5,000, but the addi-
tional interest and penalties. 

Let me give you another example of where an OIC based upon doubt as to liability was effective. 
Darlene was audited for three years in connection with her small business. She was represented by her 
CPA, who also prepared all the returns. He convinced Darlene that he had substantial experience in audits 
and appeals, and could even represent her in the U.S. Tax Court if that became necessary.  
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In response to a request by the tax examiner, Darlene and the CPA provided all records necessary to 
prove that her tax returns were correct. However, the tax examiner simply ignored the information and 
disallowed several key deductions. After the IRS issued its initial examination report, Darlene called the 
CPA and asked him to accompany her to the IRS office to discuss the proposed changes. Incredibly, he 
said that he was “too busy” and could not do so. Darlene then called the examiner’s manager and asked 
for a meeting to discuss the issues. The manager explained that no further meetings were possible because 
the case had already been “sent to the next step.”  

While Darlene did not know what that meant, the CPA assured her that he would file an appeal and 
bring the case to the Tax Court if necessary. Sometime later, Darlene received a Notice of Deficiency. 
She brought it to the CPA right away. Again, he stated that he would file a petition with the Tax Court. 
He asked for certain information, which Darlene promptly provided. After getting him the information, 
she just waited.  

Sometime later, Darlene began receiving collection notices from the IRS. She followed up with the 
CPA and discovered that he never filed a petition with the Tax Court. As it turned out, he was not author-
ized to practice in the Tax Court and thus never had the authority to file a petition on Darlene’s behalf, 
despite his representations to the contrary. Because of his negligent acts and his false statements regarding 
his ability to represent Darlene in Tax Court, she lost the opportunity to challenge the proposed assess-
ment before it became final. 

In the Offer in Compromise process, we submitted the documentation needed to support Darlene’s 
deductions, just as she would have done if the case were submitted to an Appeals Officer. This, of course, 
is the key to success with any such offer. You must prove the existence of bona fide doubt about a ques-
tion of law or fact addressing the merits of the liability. Darlene’s documents did that. When you are able 
to prove the existence of such doubt, the IRS recognizes there is room for mutual concession on the issue.  

In this regard, IRS does not accept vague or undefined claims of error. Expect the agency to presume 
that the assessment is correct. You have the burden to prove otherwise. To increase the degree of doubt, 
present all definitive information available at the time of making the offer. You must document your 
claim, either factually or legally, that the assessed liability is “incorrect.” Provide proof as attachments to 
Form 656-L.  

Please note that such offers are rejected if a court already ruled on the question of the liability. The 
IRS looks at such rulings as “conclusively” determining the issue. Therefore, you must look to other ave-
nues to win relief if, say, the Tax Court already declared you owe the tax.  

Also note that when you challenge an improper assessment because IRS failed to consider all deduc-
tions, allowances, exemptions and credits to which you are entitled, the matter is handled as a routine 
audit. After filing the offer, the matter is handed to the Examination function. A tax examiner is assigned 
to review your documents and determine your correct liability. When the examination is complete, a rec-
ommendation is made regarding the OIC. Therefore, you must have all documents necessary to prove 
your correct tax. These include records pertaining to both your income and deductible expenses. For more 
information on the type of records needed, see Chapter 6, How to Win Your Tax Audit. 
 
Doubt as to Collectability 
The second ground for an OIC is based upon doubt as to the “collectability” of the tax. To win acceptance 
of such an OIC, you must prove—based upon your current financial facts and circumstances—that you 
cannot pay in full. The compromise is the acceptance of the lesser amount, which must be equal to what 
the IRS calls “reasonable collection potential” (RCP).  

RCP is determined by four components of your financial facts and circumstances. See IRM part 
5.8.4.3.1. I address each of them below.  
 
Net Realizable Equity in Assets 
This is the amount of equity you have in assets, after considering mortgages, notes or liens against the 
property that have priority over the IRS’s claim. For example, if you have a home with a current fair mar-
ket value (FMV) of $100,000 and a prior outstanding mortgage balance of $80,000, your equity in the 
asset is no more than $20,000. In fact, however, the IRS uses an 80-percent factor in figuring the value of 
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assets. If the FMV of the home is $100,000, the IRS figures the value at $80,000 for OIC purposes. The 
80-percent value is considered quick sale value (QSV). Thus, in the example above of the house with 
FMV of $100,000, the QSV is $80,000. We said the prior debt is $80,000. Therefore, there is no equity in 
that asset for OIC purposes. I discuss the issue of calculating equity in assets in more detail below.  
 
The Future Income Asset 
This is determined based on your ability to make payments over a fixed period of time. Future income is 
your disposable income (see Chapter 5) multiplied by a number of months depending upon your specific 
OIC. There are two OIC payment options. The most common is a cash offer, which must be paid in full in 
five or fewer monthly payments. In that case, your future income is equal to twelve months of disposable 
income. For example, if your disposable income is $300 per month, your future income is $3,600 (300 x 
12). Assuming no other assets, the OIC of $3,600 would have to be paid within five months. 

The second option is a monthly payment for up to twenty-four months. Under no circumstances will 
OIC payments be stretched out longer than that. In the case of a $300 disposable income, the IRS will 
accept an OIC of $7,200, paid at the rate of $300 per month for twenty-four months. The question is of 
disposable income is determined based upon all the rules we discussed in Chapter 5, and as explained 
further below.  

 
Amounts Collectible from Third Parties 
This issue arises if you transferred assets, such as a home or cash, to third parties, and the IRS believes it 
can pursue those parties under a nominee or transferee theory to recover the asset. In an OIC environ-
ment, however, rather than going through lengthy legal gyrations, the IRS will merely attribute the net 
equity to your RCP in computing the OIC amount through what it calls “dissipation of assets.” I discuss 
this in more detail below.  

 
Assets Available to You but Out of the Government’s Reach 
This might include assets that are held offshore. While the IRS may not be able to seize those assets due 
to limits on its enforcement jurisdiction, it can include their value in RCP for settlement purposes.  

If, through the combination of all four elements set forth above, it is determined that your RCP is suf-
ficient to fully pay the tax within the time remaining on the collection statute, you do not qualify for an 
OIC based upon doubt as to collectability. On the other hand, if your RCP is insufficient to fully pay, you 
do qualify. For the vast majority of citizens, RCP boils down to the factors explained in the first and sec-
ond paragraphs above. I address each of them here in more detail.    

 
Determining Asset Values 
In determining whether an offer “reasonably reflects collection potential,” the starting point is the fair 
market value of your assets. This is not the amount you paid for an asset, nor is it the replacement cost. It 
is the amount a willing buyer would pay a willing seller who is not under duress to sell, based upon the 
asset’s current condition, useful life, desirability, etc. In the case of a car, for example, you would use the 
car’s reasonable resale value based upon its mileage, condition, appearance, optional equipment, etc. Fig-
uring the value of most assets is not an exact science, especially considering real estate in a soft market, 
limited use assets and other factors, such as condition and general marketability.  

Once you know the fair market value, you apply the 80-percent factor to determine quick sale value. 
However, even the 80-percent factor is not carved in stone. Internal Revenue Manual part 5.8.5.4.1(3) 
provides that 80 percent is the rule of thumb, but goes on to state that, “A higher or lower percentage may 
be applied in determining QSV when appropriate, depending on the type of asset and current market con-
ditions.” For example, in Chapter 10, while discussing the Partial Pay Installment Agreement, I men-
tioned my client who owned property on the “wrong side of town” in Dayton. The county assessor valued 
the lots at about $15,000 each. In fact, my client had them for sale for years and they would not sell at any 
price. Indeed, my client had not paid the real estate taxes in years and not even the county wanted to for-
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feit the lots for the tax delinquency. Given that, we were able to show that there was actually no value 
whatsoever to that property.  

The IRS generally does not reject offers solely on the basis of narrow asset evaluations, precisely be-
cause property values (except cash and cash equivalents) are not scientifically exact. Therefore, do not be 
afraid to engage in negotiations as to the net equity in any asset based on the asset’s value. Inflexible 
property valuations are unusual and should not stand in the way of reaching an acceptable offer.  

Let us now examine how the IRS views certain specific assets in OIC negotiations.  
 

Cash 
The IRS values cash at face value for OIC purposes. Thus, cash in a checking or savings account is not 
reduced by QSV factors. However, there are two exclusions that apply to cash. First, the total cash of all 
accounts must be reduced by $1,000. This applies only to “individual” bank accounts, not business ac-
counts. Secondly, even if the account balance is more than $1,000 and there is “reason to believe the 
money will be used to pay for the taxpayer’s monthly allowable living expenses,” it is not to be included 
in RCP. IRM part 5.8.5.7(1), Cash. For example, suppose your checking account balance is $1,600. You 
need $1,000 to pay current living expenses. The account balance is zero for OIC purposes, because the 
first $1,000 is excluded for the living expenses, and the remaining balance of $600 is below the $1,000 
minimum threshold for account balances. Thus, no cash is added to RCP.  
 
Retirement Accounts 
Tax deferred retirement accounts such a 401(k), IRA, and 403(b) are given special consideration due to 
the tax consequences of a withdrawal from such an account. When you take cash from your retirement 
account, you have a current income tax liability for both federal and state taxes based upon the amount of 
the withdrawal. And, if you are under age 59½ at the time of the withdrawal, the early withdrawal penalty 
of 10 percent is added. This means you can lose up to 40 percent of your retirement account to current 
taxes. For this reason, when figuring the value of a retirement account, the IRS must “allow for any penal-
ty for early withdrawal and the expected current year tax consequence.” IRM part 5.8.5.7(5). To accom-
plish this, reduce the value of your retirement account to reflect the current tax hit. This becomes the QSV 
of the account. In most cases, the hit is at least 30 to 40 percent of the face value of the account.  

No value for a retirement account should be added to the extent that you will not realize any net pro-
ceeds from a distribution. My client Larry had a 401(k) with a face value of about $20,000. He had an 
outstanding loan against the account of about $12,000. The available cash in the account was $8,000. If 
he took a distribution of the entire account, the $12,000 loan would have been converted to a taxable dis-
tribution. Thus, Larry would have had to recognize $20,000 of income in the year of the distribution, even 
though he only received the net cash amount of $8,000. And he would have had to use the $8,000 to pay 
the current taxes incurred on the $20,000 of income. For OIC purposes, the value of Larry’s 401(k) was 
$0.   
 
Motor Vehicles 
The value of motor vehicles is figured using FMV and QSV as discussed above. In addition, the first 
$3,450 of the “net equity valuation of vehicles” is excluded from RCP. IRM part 5.8.5.12(3), Motor Vehi-
cles, Airplanes and Boats. This exclusion applies only to automobiles, not recreational vehicles such as 
campers or boats, and it is limited to two vehicles, if you are married. For example, suppose you have a 
vehicle with a FMV of $5,000. The QSV is 80 percent, which is $4,000 (5,000 x .8). After subtracting the 
$3,450 exclusion, the amount added to RCP is just $550 (4,000 QSV – 3,450 exclusion = 550). For the 
exclusion to apply, the vehicles must be “used for work, the production of income, and/or the welfare of 
the family.” IRM part 5.8.5.12 (3).   
 
Income Producing Assets 
A very important exclusion applies to assets of a business necessary to produce income. The IRM pro-
vides that “equity in income producing assets will not be added to the RCP of a viable, ongoing business 
unless it is determined the assets are not critical to business operations.” IRM 5.8.5.15(3), Income Pro-
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ducing Assets. Suppose your business has a machine used to manufacture parts and you cannot operate 
without this machine. Regardless of the equity in the machine, it is excluded from RCP if the income 
produced by the machine is included in your earnings. The equity is not included because the machine is 
needed to produce income, and is essential for the business to operate. IRM part 5.8.5.15(3), Example (1). 
However, if the equipment produces no income, the equity will be added to RCP.  

Note this important admonition in the IRM regarding the IRS’s responsibility to be reasonable when 
it comes to business assets:  
 

Note: It is in the government’s best interest to work with this taxpayer to maintain busi-
ness operations, particularly in a bad economy. IRM 5.8.5.15(3), Example (1); emphasis 
added.  

 
This exclusion applies equally to self-employed persons who use personal assets to produce income. 

Suppose you are a real estate agent. You use your personal vehicle to transport clients throughout the 
area. In that case, you can exclude the entire net equity in your vehicle as an asset necessary to produce 
income.  
 
Dissipated Assets 
One might wonder, if the IRS considers equity in assets such as cash or real estate in the computation of 
RCP, why not just give away the asset prior to filing an OIC? The short answer is fat chance. During the 
offer investigation (discussed in detail later in this chapter), the IRS examines public records to determine 
if assets were recently transferred. They will also review bank statements to see whether cash was spent, 
or, say, a retirement fund was liquidated.  

Suppose you liquidate a $20,000 IRA. The IRS will want an accounting of where the money went. If 
you cannot establish that the money was used in some acceptable way, the IRS will consider the $20,000 
a “dissipated asset.” They will add it to RCP and expect your offer to be based on the value of the asset 
that was dissipated. In the case of transferring, say, a home or car, that might not pose a huge problem 
since presumably, you could recover the asset and liquidate it to fund the OIC. However, if you simply 
spent cash, you create a double problem: not only does the IRS add the cash back to RCP, but you likely 
cannot recover the cash to fund the offer. Therefore, even if the IRS accepts an OIC at the increased 
amount, you will not be able to fund it. For these reasons, you cannot simply dump your assets before 
filing an OIC.  

Let us understand exactly what constitutes dissipating assets. The IRM provides that dissipation oc-
curs if you have: 

 
“sold, transferred, encumbered or otherwise disposed of assets in an attempt to avoid the 
payment of the tax liability or used the assets or proceeds (other than wages, salary, or 
other income) for other than the payment of items necessary for the production of income 
or the health and welfare of the taxpayer or their family…” IRM part 5.8.5.18(1); (em-
phasis added). 

 
Thus, if you simply put your house in your brother-in-law’s name prior to filing an OIC, that will be 

considered a dissipated asset. But take notice of the “other than” language in the IRM. This makes it clear 
that there are perfectly legitimate ways to use cash or assets that do not rise to the level of dissipation. For 
example, if you use an IRA to pay necessary medical expenses (or other necessary living or business ex-
penses), that is not a dissipation. The Tax Court stated in Johnson v. Commissioner, 136 T.C. 475 (2011), 
that dissipation arises when one takes affirmative steps to “reduce his collection potential by wasting the 
assets.” This would include using the money for lavish or extravagant living expenses, gambling junkets, 
exotic vacations, frivolous purchases, transferring assets for less than full value, or making substantial 
cash gifts. 

Dissipated assets may also include making risky, frivolous, careless or speculative business invest-
ments (other than necessary expenses for an operating business). In the case of Tucker v. Commissioner, 



Chapter 12 – Tax Amnesty Program Number 3: The Offer in Compromise – “Cents on the Dollar” 

194 

T. C. Memo. 2011-67 (2011), for example, the taxpayer blew through $22,000 in less than one year by 
“day trading.” He argued that he made the investments to raise money to pay the IRS. Nice try—but the 
IRS did not buy it and neither did the Tax Court. He only owed about $45,000 to begin with. If he paid 
the IRS the cash he had available before “day trading,” his problem would mostly have been solved.  

The IRM provides that if the transfer or liquidation occurred prior to the event that gave rise to the tax 
in the first place, “a taxpayer cannot be said to have dissipated the assets in disregard of the outstanding 
tax liability.” IRM part 5.8.5.18(2) (Example 1). That is to say, you must be aware that you either owe or 
will owe a tax in order for the dissipation concept to apply. What is more, if the transfer occurred more 
than three years before submitting the OIC, the IRM says to generally disregard it. IRM part 5.8.5.18(2). 

However, there is an exception to this rule. If the transfer occurred either within six months prior to or 
after the assessment of the tax, or within six months of the notification that you were being audited, the 
IRS will consider the transfer. IRM part 5.8.5.18(3) & (6). For example, suppose you liquidated an IRA 
more than three years before you filed an OIC. However, the liquidation occurred very shortly after you 
were notified of an audit for the tax years subject to the OIC. In that case, the IRS will consider whether 
the IRA should be included as a dissipated asset. 

In any event, the IRM is crystal clear that any amounts paid for “necessary living expenses…should 
not be included in the RCP calculation.” IRM 5.8.5.18(7)(1). Such expenses include (but are not limited 
to) medical bills, child support or alimony, other court-ordered payments, housing expenses, necessary 
insurance, legal fees (even fees incurred to hire counsel to deal with the IRS), real estate taxes, state in-
come taxes, using IRA proceeds to pay living expenses while unemployed, etc.  

For a payment to be considered a dissipation, it must rise to the level of deliberately “wasting mon-
ey.” And if there is any doubt about the issue, the doubt must be resolved in favor of the taxpayer, not the 
IRS. See Samuel v. Commissioner, T.C. Memo. 2007-312 (2007). The IRM is clear that a decision to 
include a dissipated asset in RCP “must be clearly documented with the basis” for the decision. IRM part 
5.8.5.18(9). In this regard, the IRS cannot make arbitrary or capricious decisions that are not based on a 
solid foundation of law or fact. But you have the burden to prove that an expense in question was appro-
priate under the circumstances.  

 
The Future Income Asset 
The second element to consider in determining RCP is the future income asset. As explained, this is your 
disposable income left after consideration of all necessary living expenses, as explained in detail in Chap-
ter 5. If you have the ability to make a payment to the IRS, the present value of those payments is consid-
ered an asset in figuring RCP.  

Just as is the case with certain assets, the IRS treats certain income and expense items somewhat dif-
ferently in OIC negotiations. I discuss those issues here.  
 
Income Averaging 
As you know, the starting point in determining disposable income is your gross monthly income from all 
sources. Generally, the “taxpayer’s current income” is to be used for figuring disposable income. IRM 
part 5.8.5.20(2). A special problem arises in cases where a citizen is either unemployed or underem-
ployed. You are underemployed if your current job provides substantially less income than your training 
or profession allowed you to earn in the past. Say for example you are an experienced sales person accus-
tomed to earning $100,000 per year. Cutbacks in your company cost you your job. You are currently 
working as a retail sales clerk earning $30,000 per year. Another example is that of a self-employed per-
son whose income is down due to economic conditions, or whose business has substantially changed due 
to market conditions or other factors, such as age or health.  

In these cases, the IRS often wants to average your income over the past three years to determine your 
current annual income. From there, IRS applies your allowable necessary living expenses to determine 
disposable income. The problem with this should be readily apparent. The “average income” you earned 
over the past three years is more—perhaps substantially more—than your current income. That in turn 
falsely drives up disposable income to the point where an acceptable OIC becomes impossible to pay.  
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So the question is what to do if the IRS wants to “income average.” First, point out that “income av-
eraging” is merely a speculative stab at what your income might be going forward. By its very nature, it 
cannot be accurate, any more than the NS, LS or TS allowances accurately reflect your expenses. Moreo-
ver, the calculation for future income, as a component of valuing an OIC, must be based upon a realistic 
expectation of what you will be able to pay. Using income averaging when your job or business has sub-
stantially changed, or when you are unemployed, does not give such a realistic expectation.  

Second, you might propose to enter into a Future Income Collateral Agreement as an alternative if the 
IRS pushes the issue. A Future Income Collateral Agreement is a contract to pay an increased percentage 
of your income in addition to the normal income tax on that income. This is a way to give the IRS a taste 
of your increased future income, but only if it actually materializes.  

A collateral agreement is a much better approach to dealing with the problem of uncertain current 
earnings than income averaging. Most notably, it gives the IRS what it is looking for—more of your 
money as your earnings increase. But at the same time, the agreement holds no risk for you because you 
pay additional amounts only if you earn additional income. In fact, the United States Tax Court stated that 
this is the preferred way to address this issue, rather than just “assume[ing] that a [taxpayer] would earn 
sufficient income” to pay the tax. See Sampson v. Commissioner, T.C. Summ. Op. 2006-75 (2006). 

In Sampson, the Tax Court ruled that the IRS abused its discretion by refusing an OIC in a case where 
the citizen was unemployed and going to school. The IRS used income averaging based upon prior earn-
ings despite the fact that, at the time of submitting the OIC, Sampson had no income whatsoever. The 
Court ruled that if the IRS wanted to get a piece of Sampson’s future income following school, it should 
have entered into a collateral agreement rather than include “estimated future income” in determining 
collection potential.  

In all events, document how changes in your employment or business situation clearly show that you 
are simply not going to earn income at the same levels you did in the past. Guessing at your income and 
determining a future income asset based upon a guess is nothing more than financial Russian roulette. It 
effectively denies the economic realities of your situation and puts you into a position where a realistic 
OIC is impossible. The only reasonable and sensible thing is to base the OIC on the economic realities 
that you face now. A Future Income Collateral Agreement can do that.  

The IRS will not just roll over when you suggest a collateral agreement. The agency wants to look 
back to prior income levels, hoping to squeeze as much blood from the turnip as possible. Your job is to 
keep them looking forward. To be successful, you must keep the IRS focused on the realities of the cir-
cumstances, not the misty memories of your days of high income. Internal Revenue Manual part 5.8.5.20, 
Future Income, helps you do just that.  

This manual portion addresses exactly how the IRS is supposed to determine the future income asset 
when income has fluctuated. The manual gives various “if/then” examples of employment situations and 
provides instructions on how the IRS must address that situation.  

The IRM specifically provides that when a citizen is “long-term unemployed,” the “use of income av-
eraging is not required.” Rather, the IRS is to use the “taxpayer’s current income” in determining the fu-
ture income calculation. The manual gives the same instruction in cases where the citizen is “unemployed 
and not expected to return to their previous occupation or previous level of earnings.”  

Specific examples from the manual include the following:  
 

“Taxpayer’s spouse has not worked for over two and one-half years and has no expecta-
tions of returning to work. Do not average income for the spouse’s past employment.”  

 
“Taxpayer has been unemployed for over one year and provided proof that Social Secu-
rity Disability is the sole source of income. Do not apply income averaging in this case 
but use current income to determine the taxpayer’s future ability to pay.”  

 
“Taxpayer recently began working after several months of unemployment. Use the most 
recent three months pay statements to determine future income. Since the taxpayer is a 
wager earner, use of income averaging over the prior three years is not appropriate.” 
(IRM section 5.8.5.20(5))  
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This same IRM provision also addresses citizens who are “in poor health” or who “are close to re-
tirement” and will be retiring soon. In these cases, the IRS is likewise instructed not to income average. In 
the case of a person in poor health, the preferred approach is to focus on the citizen’s reduced earning 
potential given the health situation. In the case of a retiring person, the instruction is to use the citizen’s 
retirement income, not his past earnings.  

The manual goes on to state the following:  
 

“Judgment should be used in determining the appropriate time to apply income averag-
ing on a case-by-case basis. All circumstances of the taxpayer should be considered when 
determining the appropriate application of income averaging, including special circum-
stances and ETA [Effective Tax Administration, discussed later] considerations.” 

 
This is a clear directive to consider the facts of the case and not merely apply a cold mathematical 

formula that results in an OIC that is impossible to pay.  
And finally, the IRM specifically addresses the use of a Future Income Collateral Agreement. At IRM 

part 5.8.5.20(1), the manual reads: 
 

“In some instances, it may be difficult to calculate the taxpayer’s anticipated income. 
While the use of income averaging is one method available to calculate future earnings, 
it may also be appropriate to use the taxpayer’s current income and secure a future in-
come collateral agreement. The use of a future income collateral agreement will protect 
the government’s interest in any substantial increase in the taxpayer’s earnings.”  

 
The final sentence is the key to a collateral agreement—the “government’s interests are protected.” 

That is, the IRS does not give up anything in the negotiation by entering into the agreement; rather, the 
IRS is assured of getting a taste of any substantial future earnings. This is a compelling reason for the IRS 
to enter into the agreement rather than force an unrealistic OIC amount through income averaging.  

This IRM provision goes on to give several examples of when a future income collateral agreement is 
the desired option; two of them are key examples. The first key example deals with a situation where the 
citizen is in school. This example is derived directly from the Sampson case, discussed earlier. It reads:  

 
“A taxpayer is currently in medical school; upon graduation income should increase 
dramatically. Consider securing a future income collateral agreement.” 

 
The second key example involves a self-employed person whose income is negatively affected by the 

economy. That example reads:  
 

“A taxpayer is a real estate agent who has had two years of high income and the current 
income is significantly diminished. Based upon the current real estate market, it may be 
appropriate to use the taxpayer’s current income and secure a future income collateral 
agreement in lieu of income averaging.”  

 
Structuring a Collateral Agreement 

A Future Income Collateral Agreement has two elements, both of which are fully negotiable. The first is the dura-
tion of the agreement. The second is the amount of money you pay under the agreement. Let us address each 
element.  
 
Duration 
The amount of time during which the IRS looks forward for capturing future income depends upon the nature of 
the offer. For a cash offer, the future income asset is figured over twelve months. In the case of a deferred pay-
ment offer, the period is twenty-four months. Based upon this, you should not propose a collateral agreement that 
extends farther into the future than the period governing the nature of your offer. For example, when making a 
deferred payment offer, propose to cap the collateral agreement at two years. There is no rule on this. The matter 



Chapter 12 – Tax Amnesty Program Number 3: The Offer in Compromise – “Cents on the Dollar” 

197 

is entirely negotiable. However, expect the IRS to push for a collateral agreement that extends during the five-year 
window in which you must remain current with future tax return filings and tax payments. See below, under the 
heading, Other Factors that Make a Successful OIC. I would argue that five years would be the longest time your 
collateral agreement should run. In any event, work to get the shortest possible agreement the IRS will accept.  
 
Amount 
The amount of the agreement is based on a percentage of your income in excess of a threshold amount. The 
threshold amount is the amount of your current income. In our above example of the salesman working as a sales 
clerk, his current annual income is $30,000. That is the starting point for launching the agreement. In that case, the 
agreement should provide that the IRS gets no additional money on the first $30,000 of income for each year the 
collateral agreement is in effect.  
 
The threshold amount could even be higher depending upon the situation. Suppose that while the salesman cur-
rently earns $30,000, his necessary living expenses are such that he is upside down on his monthly expenses. Say 
that he is behind $300 per month in his bills and makes up the difference with credit cards. In that case, I would 
argue that the threshold amount should be $33,600, his break-even point.  
 
The next step is to craft an agreement under which the percentage of income the IRS gets paid stair-steps upward 
as your income grows. The following is an example. 
  
Once your income exceeds the threshold, the IRS gets an additional: 
 • 10 percent of annual income in excess of $30,000, up to $40,000,  
 • 15 percent of annual income in excess of $40,000 up to $50,000, and  
 • 20 percent of annual income in excess of $50,000.  
 
Under this example, suppose your annual income is $45,000 in the first year of your collateral agreement. The 
increased payment to the IRS is figured as follows:  
 
 Income   Additional Money Due 
 First $30,000 *   $ 0 – * The threshold amount  
 10% of $10,000 **   $ 1,000 – ** The difference between $30,000 and $40,000 
 15% of $5,000 ***  $ 750 – *** The difference between $40,000 and $45,000 
 

 Total additional due = $1,750  
 
(The phrase “annual income” used in the collateral agreement means “adjusted gross income.” So, if you are self-
employed, all business expenses are deducted before arriving at adjusted gross income.) 
 
As stated above, all elements of this agreement are negotiable. Once they are settled, the agreement is put forth 
in writing using Form 2261, Collateral Agreement – Individual Future Income.  
 
While a collateral agreement solves the problem of income averaging, you cannot use it to lower what otherwise 
would be the acceptable offer amount. Say for example your realizable equity in assets is $20,000. Based upon that 
(and assuming no future income asset) your OIC must be at least $20,000. The IRS will not accept a collateral 
agreement as an incentive to reduce the $20,000 offer to a lesser amount.  

 
Retired Debt 
“Retired debt” is a phenomenon that arises when you pay off a loan. Suppose you have a car payment of 
$450 per month, and the car will be paid off in six months. In that case, the IRS may want to increase 
your disposable income after six months to reflect the fact that you no longer have the car loan. In doing 
so, the IRS does not consider that by the time the car is paid for, you would either need a new car or incur 
more maintenance costs. However, the IRM provides that, “Retired debt should not automatically be in-
cluded” in RCP. The IRS is required to use “judgment” in determining whether inclusion is appropriate 
under all the facts and circumstances of the case. IRM part 5.8.5.19(2).  
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Particularly with regard to car loans, the IRS is precluded from retiring the first $400 of a loan per 
vehicle, for up to two vehicles (one vehicle for a single taxpayer). IRM part 5.8.5.19. For example, sup-
pose your actual car payment is $475. Under the IRM provision cited here, you are allowed $475 per 
month until the vehicle is paid off, and $400 per month going forward. This is true unless the vehicle is 
already paid off when you enter the OIC negotiation. In that case, you may be entitled to an additional 
operating expense deduction of $200 per month if the vehicle is six years old or older, or has 75,000 or 
more miles on it, for up to two vehicles. See IRM part 5.8.5.22.3(6), discussed in Chapter 5. Or, you 
could just buy a new car before entering OIC negotiations, provided that, 1) the vehicle is necessary to 
earn income or provide for your family’s health and welfare needs (especially in light of the age and con-
dition of the old car), and 2) the payment is under the currently allowed standard for vehicle ownership 
costs.  

 
Transportation Expenses 
Speaking of transportation expenses, as we know from Chapter 5, the IRS allows a standard for vehicle 
operating expenses. The standard purports to include maintenance, repairs, insurance, fuel, registration, 
license, inspection, parking and tolls. In most cases, the standard is inadequate to cover a person’s actual 
expenses, unless he has a short daily commute and does not use the vehicle for business purposes of any 
kind. But that is rarely the case.  

My client Chuck was a repair technician for his company. He used his own vehicle to drive to various 
locations around the city to fix equipment the company contracted to repair. His vehicle costs were about 
$650 per month, more than twice the IRS’s allowance. We pointed to IRM part 5.8.5.22.3(3) for the au-
thority that transportation costs greater than the standard are allowed if the taxpayer proves that “higher 
expenses are necessary.” Such additional costs are allowable if they meet the “production of income” test. 
See IRM part 5.8.5.22.3(5). That certainly was the case with Chuck, and the higher expenses were al-
lowed.  

 
Student Loans and Education Expenses 
The IRM provides that you must be allowed “minimum payments on student loans guaranteed by the 
federal government.” IRM part 5.8.5.22.4(3), Other Expenses. However, you must prove that you are 
making the payments. If the loan is in deferment or is otherwise not being paid, no consideration is given 
for a future payment.  

If you incur education expenses as a condition of your employment, they must be allowed. IRM part 
5.8.5.22.4(4), Other Expenses. For example, suppose you are a medical professional required to undergo 
continuing education classes in order to maintain your license. In that case, such expenses are a condition 
of employment and must be allowed. Since such expenses are not usually incurred evenly over the period 
of a year, you should amortize all such expenses over twelve months to determine the average monthly 
cost. 
 
Delinquent State and Local Taxes 
While the IRS must allow all current taxes (federal and state income and Social Security taxes) in figuring 
disposable income, the agency is not as understanding when it comes to delinquent state tax debt. Often 
the IRS takes the position that payments for state tax debts are not allowed at all since the IRS’s claim 
generally has priority in time over the state’s claim. As such, as far as the IRS is concerned, the state’s 
claim is just another unsecured claim, no different than a credit card debt.  

Naturally, however, state taxing agencies do not look at their assessments in the same light. Moreo-
ver, states have levy and enforcement powers much like the IRS, and certainly far beyond what any credit 
card company may enjoy. What often results is a whipsaw situation, where the IRS does not care about a 
state tax assessment, but the state taxing authority does not care about the IRS’s lack of respect, since the 
state can enforce collection without regard to IRS sanction. Just as with two warring mafia families, the 
shop owner being extorted is caught in the middle.  

The good news is that the IRM expressly provides that payments for delinquent tax debts must be al-
lowed at some level. See IRM part 5.8.5.22.4(7). The payment scheme depends upon whether a payment 
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agreement was reached with the state before or after IRS’s assessment. In either event, the IRM provides 
a three-step formula for determining the starting point to figure how much is allowed as a payment to the 
state.  

Step 1. Figure your disposable income without regard to any payment for delinquent state taxes. For 
example, suppose your gross income is $4,000 per month and allowable living expenses (in-
cluding current federal, state and local taxes) are $3,700. Disposable income is $300 per 
month.  

Step 2. Determine the fraction of disposable income to apply to the delinquent state taxes, based up-
on the ratio of state tax debt to total tax debt. For example, suppose your IRS debt is 
$100,000 and your state debt is $20,000. Your total tax debt is $120,000. In that case, your 
state tax debt is 17 percent of your total debt (20,000/120,000).  

Step 3. Apply the percentage of state tax debt to your disposable income computed in Step 1. In this 
example, disposable income is $300 and the percentage of state tax debt is 17 percent. There-
fore, the allowable payment to the state is $51 (300 x .17). As such, your disposable income 
for OIC purposes is $249 (300 – 51).  

 
The IRS will use that formula if you have no agreement in effect with the state. Keep in mind that the 

state is by no means bound by this calculation. This is merely the device the IRS uses to make some ac-
commodation for the economic reality that you owe the state and it will demand some kind of payment.   

If an agreement with the state is already in effect by the time you negotiate your OIC, the IRS applies 
the following rules to that agreement:  

1. State agreements established after the IRS’s assessment. If the payment is equal to or less than 
the calculated percentage, IRS allows the actual payment. For example, suppose the percentage 
amount is $100, but your payment agreement is $50. The IRS allows the $50 payment. On the 
other hand, if the percentage amount is less than the agreement, the IRS allows only the percent-
age amount. For example, suppose the percentage amount is $100 but your payment agreement is 
$150. The IRS allows only $100 for purposes of figuring disposable income.  

2. State agreements established before the IRS’s assessment. In this case, the IRS must accept the 
payment agreement, regardless of percentage calculation. This is because the state’s assessment 
has priority in time to the IRS’s assessment. See IRM part 5.8.5.22.4(7)(B) for these procedures.  

 
Keep in mind that these limitations are only for purposes of calculating reasonable collection poten-

tial in an OIC. It does not mean that you are, in turn, left at the mercy of state enforcement action. Once 
you have concluded your negotiations with the IRS, and assuming your OIC is accepted, you can turn 
your attention to the state and do what is necessary to tame that beast once the IRS is off your back and 
out of your life.  

 
How Much Should I Offer? 
The textbook answer is that an OIC based upon doubt as to collectability must offer an amount at least 
equal to your reasonable collection potential. The final number depends on exactly how your future in-
come asset is calculated. That is determined not only by your income and expenses, but by the payment 
terms you propose. There are currently two ways to pay a negotiated offer. You make the election on 
Form 656, Offer in Compromise, as to which plan you propose. Let me illustrate the two alternatives and 
how the future income asset is calculated under each scenario.  
 
A Cash Offer 
This is the cheapest settlement option. This option requires the accepted offer amount to be paid within 
five months, in five or fewer installments, beginning with the date of written notice that your offer was 
accepted. In this case, your offer must present the total negotiated equity in your assets, plus the amount 
of your monthly disposable income factored over twelve months. You must make a deposit equal to 20 
percent of the amount offered with your offer when you file it.  
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For example, suppose your net equity in all physical assets is $5,000. Suppose your disposable in-
come is $200. The combination of your equity in assets and the ability to pay $200 per month will not full 
pay the tax within the time left on the collection statute. In that case, for OIC purposes, your future in-
come asset is $2,400 (200 x 12 months). You must add your equity in assets ($5,000) to the future income 
asset ($2,400). The total ($7,400) becomes your OIC amount, payable within five months after acceptance 
of the OIC.  

This is another reason it is so important to know how much time is left on your collection statute, and 
to correctly negotiate your disposable income, as outlined in Chapters 5 and 11, and as discussed above. 
The IRS almost always figures your future income asset incorrectly in determining whether you qualify 
for an OIC at all. My client Roger owed about $40,000 for several tax years. The offer examiner correctly 
determined that Roger had about $600 per month in disposable income. He then projected the $600 over 
the span of about 80 months, which he said was the time remaining on the collection statute, making the 
future income asset around $48,000. As such, the offer examiner claimed that Roger could “full pay” the 
tax. However, there was less than half that much time remaining on the CSED. Upon proving that, it was 
obvious that $600 per month would not come close to fully paying the tax within the time left on the 
CSED. Because of that, the future income asset was figured at only twelve months, making Roger’s fu-
ture income asset just $7,200. That made for a very reasonable OIC settlement, since he had no equity in 
assets.  
 
Periodic Payments 
This option requires payment of the offer amount within twenty-four months from the date of acceptance. 
In this case, you must submit your first payment with your offer when you make it. You must then con-
tinue making regular monthly payments while the offer is being negotiated. The IRS will return your offer 
with no appeal rights if you fail to do so. Use IRS Form 656-PPV, Offer in Compromise – Periodic Pay-
ment Voucher, when making these payments. Send the form to the address shown in the instructions and 
be sure to use certified mail when making the payments. Put your Social Security number in the memo 
section of the check.  

A periodic payment OIC must include the negotiated value of your equity in assets plus the amount of 
your disposable income over twenty-four months. Suppose your equity in assets is $10,000 and your dis-
posable income is $200 per month. Your future income asset is $4,800 (200 x 24). Your total RCP equals 
$14,800. This is payable at the rate of $617 per month, for twenty-four months.  

Now you might say, “Wait a minute. If my disposable income is just $200 per month, how the can the 
IRS expect me to pay $617 per month for twenty-four months?” In fact, if you could pay $617 per month, 
would not that figure be used to determine future income rather than $200? In that case, the OIC amount 
would be pushed even higher. This becomes a dilemma that is created only when a taxpayer has substan-
tial equity in assets.  

My client Joe owed more than $412,000 to the IRS for several tax years. We negotiated an OIC for 
$75,600, based almost entirely on the equity in Joe’s home. His disposable income was only $50 per 
month. There was simply no way Joe could pay $75,600 over twenty-four months, never mind paying it 
within five months. And keep in mind that a cash offer requires a 20 percent down payment just to start 
the OIC process. In Joe’s case, that would have been more than $15,000, and would have had to come 
from the equity in his house. That too would have been impossible since the IRS had tax liens on the 
home, and the only way to get the house refinanced would be if the IRS would release its liens. That was 
not likely prior to getting an accepted OIC.  

To defeat these challenges, we proposed an OIC of $75,600, payable at the rate of $50 per month for 
twenty-three months, with a balloon payment of $74,450 in the twenty-fourth month. The IRS accepted 
the OIC, and Joe began making his $50 per month payments. He also secured an equity line of credit on 
his house, which he had in process while the OIC was being negotiated. In fact, the final OIC amount was 
determined based upon the amount of money the bank would lend him. Once the loan was approved, the 
IRS agreed to withdraw its lien. When the loan funded, Joe paid off the balance of the OIC within the 
twenty-four month time limit.  
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The OIC Based on Effective Tax Administration (ETA) 
An ETA offer becomes viable if there is no other basis for making an OIC. That is to say, if there is no 
doubt that you owe the tax and you can full pay based on your income and assets, the IRS will generally 
not consider accepting an OIC. See IRM part 5.8.11.1(5). In that case, however, an OIC based on Effec-
tive Tax Administration becomes a viable alternative plan in the strategy to resolve your debt. The reason 
is that under an ETA offer, the IRS is authorized to accept less than your reasonable collection potential if 
the circumstances justify. See IRM part 5.8.11.2(1)(B). 

Treasury Regulation section 301.7122-1(b)(3) provides that an ETA offer can be presented on either 
of two grounds. The first is that full payment of the tax would cause an economic hardship. The second 
ground is that there are sufficient public policy or equity (read: “fairness”) considerations that justify ac-
ceptance of an OIC for less than full payment of the tax. Let us examine each situation.  

 
The ETA Offer Based on Economic Hardship 
In order for the IRS to accept an ETA offer on grounds of economic hardship, you must prove that full 
payment of the tax would cause an “economic hardship” as that phrase is used in Treasury Regulation 
section 301.6343-1. As we discussed at length in Chapters 5 and 6, that regulation provides that economic 
hardship exists when you are unable to pay “reasonable basic living expenses.” I explained in detail the 
process the IRS uses to determine one’s ability to pay. However, do not forget that NS, LS and TS tables 
are guidelines only.  

Insofar as ETA offers are concerned, the IRS acknowledges this fact in two specific portions of the 
IRM. IRM part 5.8.11.2.1(2) acknowledges that the amounts allowed for basic living expenses “will vary 
according to the unique circumstances of the individual taxpayer.” Moreover, IRM part 5.8.11.2.1(4) 
holds unequivocally that the published “standards are guidelines and if it is determined that a standard 
amount is inadequate to provide for a specific taxpayer’s basic living expenses, allow a deviation.”  

On the basis of the financial evaluation, if you are capable of paying in full on paper, but you can 
prove that full payment would put you into the position where you cannot pay reasonable basic living 
expenses going forward, you qualify for an ETA offer on hardship grounds. To make your case, present 
information on any or all of the factors set forth in Treasury Regulation section 301.6343-1(b)(4)(ii)(A)-
(F). I discuss each of these in detail in Chapter 6, under the heading, Releasing Wage and Bank Levies.  

Be specific about your claims. Provide affidavits to the extent necessary to support your facts. Pro-
vide documents to the fullest extent possible to back up your claims. Use Form 433-A to present the basic 
financial details, and provide third-party statements to support your facts and circumstances.  

The IRS’s regulations and the IRM offer guidance on the circumstances that give rise to an ETA offer 
in hardship cases. There are four specific examples. This is not intended to be an exhaustive list. Here are 
the IRS’s examples.  

1. You are incapable of earning an adequate living because of a long-term illness, medical condi-
tion, or disability, and it is reasonably foreseeable that your financial resources will be exhausted 
providing for your care and support during the course of the condition. 

2.  Although you have monthly income, it is exhausted providing for the care of dependents that 
have no other means of support. 

3.  Although you have certain assets, you are unable to borrow against those assets due to financial 
limitations, and liquidation of those assets would put you into a position where you are unable to 
meet basic living expenses for yourself and family.  

4.  A pension is your only source of income and your only asset is a retirement account. However, 
liquidation of the retirement account would leave you without adequate means to provide for your 
basic living expenses going forward. See Treas. Reg. §301.7122-1(c)(3)(i); and IRM part 
5.8.11.2.1(6) and (7).  

 
You must also prove that acceptance of your ETA offer will not “undermine compliance” with the tax 

laws by others. Keep in mind that the IRS is very sensitive about the “message” it sends to the public 
when it accepts an OIC. It is not hard to sell the idea that if you simply do not have the capacity to pay in 
full, acceptance of an OIC based upon doubt as to collectability is reasonable. But an ETA offer is accept-
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ed for less than your reasonable collection potential—even when you can pay the tax in full. Therefore, 
you must be clear about the circumstances that justify such a conclusion. 
 
The ETA Offer Based on “Compelling Public Policy” or “Equity” Considerations 
If full payment of the tax would not cause economic hardship as outlined above, you may nevertheless 
qualify for an ETA offer if there are “compelling public policy” or unusual “equity” considerations pre-
sent in your case that justify a reduction of the tax. These phrases are not defined in the IRS’s regulations. 
Rather, the IRS is instructed to evaluate these offers on a “case-by-case basis” and to use “good judg-
ment” in the process. IRM part 5.8.11.2.2.1(9). Moreover, you do not have to meet both elements. Either 
“compelling public policy” or unusual “equity” considerations may apply individually.  

The considerations center on (but are not limited to) the points outlined below.  
1. Compelling public policy. Is your tax assessment such that the broader public interest is better 

served by the IRS compromising the debt rather than collecting it? If so, the public policy ele-
ment is met. One example may apply in cases where one is victimized by an investment Ponzi 
scheme. It often happens that innocent citizens are not only duped by polished hustlers, they are 
also victimized a second time when they find that they owe substantial taxes because their in-
vestment is actually considered a scam and therefore non-deductible. The broader public policy 
interest is that the perpetrators of the scam be punished, not the victims.  

2. Overall fairness or equity considerations that you identify. Are the circumstances of your case 
so radically unfair as to undermine the public’s confidence that the laws are being administered 
fairly? If so, fundamental fairness dictates that the IRS look beyond the mere letter of the law and 
reduce the assessment to something fairer under the circumstances. The goal here is to ensure the 
highest degree of public confidence in the idea that the tax laws are administered fairly. If you 
can point to a fundamental unfairness in the liability, there is a chance such an OIC will be ac-
cepted. 

3. You must demonstrate facts and circumstances that justify a compromise under this premise 
even though a similarly situated citizen may have paid his liability in full. In other words, you 
must answer the question of why you should be allowed to pay less under similar circumstances 
than others who might already have paid all their taxes. See Treas. Reg. §301.7122-1(b)(3)(ii). In 
this regard, bring all arguments, facts and evidence at your disposal to bear on the question. It is a 
tough sell and you cannot over-prove your case.  

 
One thing Congress clearly intended by creating the ETA offer is to introduce the idea of “tax only 

offers.” That is to say, the IRS is asked to forgive penalties and interest that have accumulated due to long 
delays involved in determining a person’s liability. This can arise in cases which, for whatever reason, 
have been tied up in court for years and all the while the penalties and interest grew substantially. Once it 
is determined that the citizen owes the tax, he is then slapped with a mountain of penalties and interest. 
An ETA offer can eliminate penalties and interest. 

To win acceptance of an ETA offer under public policy or equity grounds, you must meet all the re-
quirements discussed here.  

1. You must be in full compliance with your filing and payment obligations since incurring the in-
itial tax liability. A string of ongoing liabilities will weigh substantially against acceptance of an 
ETA offer.  

2. Your overall compliance history must be positive. A long history of full compliance weighs 
heavily in favor of acceptance. On the other hand, if your compliance history is sketchy, or you 
have had a prior OIC accepted, those facts weigh against acceptance.  

3.  You acted reasonably and responsibly in the situation giving rise to the liabilities. That is to 
say, based on all the facts and information available to you at the time, you did the things a rea-
sonable person would do to mitigate the problems that caused the delinquency. If you took no ac-
tion to control the problems, or took actions that made matters worse, this weighs against ac-
ceptance. See IRM part 5.8.11.2.2(4). 
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The IRS provides some guidance in its regulations and IRM part 5.8.11.2.2.1 as to the cases warrant-
ing consideration of an ETA offer under the public policy and equity argument. These include but specifi-
cally are not limited to the following examples:  

1.  Substantial penalty and interest assessments occurred during a period of illness or injury, or you 
were otherwise incapacitated. Once the medical problems passed, you began filing current tax re-
turns and filed all the delinquent returns.  

2.  The assessment is somehow attributable to erroneous advice or guidance given by the IRS, or due 
to a processing error by the IRS.  

3.  The IRS is responsible for unreasonable delay in the processing of your case, but interest or pen-
alty abatement is not available for whatever reason.  

4.  Tax liability is directly attributable to a criminal or fraudulent act by a third party. For example, 
suppose your business used a payroll service to handle all your payroll obligations. You complied 
with all of your responsibilities with respect to the payroll company. However, an employee of 
that company embezzled the funds for the tax, and consequently your company’s taxes were not 
paid. If you can establish a direct link between your tax debt and the criminal acts of a third-party, 
an ETA offer may be accepted.  

5.  The rejection of your ETA offer would have a significantly negative impact on the community. 
For example, suppose you live in an area that was hit hard by economic problems or a natural 
disaster. The problems are widespread. In such a case, the IRS’s failure to be reasonable with 
ETA offers could have a very negative impact on the entire community.  

 
The above is not an inclusive list of the factors the IRS may consider. In fact, there is no limit to the 

circumstances that may warrant consideration and acceptance of an ETA offer on public policy or equity 
grounds. IRM part 5.8.11.2.2.1(8) reads as follows: 

 
“There may be other circumstances involved in a case that would lead a reasonable third 
party to conclude that acceptance of the OIC would be fair, equitable, and promote effec-
tive tax administration. Other factors not discussed above or in the IRM, may be present 
to support the conclusion that the case presents compelling public policy or equity con-
siderations sufficient to justify compromise. Documentation of the presence of those fac-
tors which weigh in favor of compromise to promote effective tax administration must be 
thoroughly documented in the case file.” 

 
It is a heavy burden of proof to convince the IRS to accept an ETA offer on public policy or equity 

grounds. Keep mind that you are asking the IRS to reduce a tax assessment that you owe and can pay. 
And in fact, in the case of a public policy or equity ETA offer, you even acknowledge that payment of the 
tax will not necessarily cause a financial hardship. Rather, you are arguing that the fairness and policy 
issues surrounding the facts of your case justify a reduction, even in cases where other citizens in the 
same situation may have paid their taxes.  

Because of this, you must meet the additional burden of proving that acceptance of the ETA offer will 
“not undermine compliance” with the tax laws. See IRM part 5.8.11.2.3. In other words, the public will 
not be encouraged to fail to pay taxes on the idea that all they have to do is file an ETA offer and they too 
will get off the hook.  

The specific factors the IRS uses in evaluating whether acceptance would undermine compliance in-
clude the following:  

1. You must not have a history of noncompliance with your tax return filing and payment require-
ments. You must establish that your current problem is an anomaly caused exclusively by the 
“exceptional circumstances” you claim justify acceptance of the offer. Habitually noncompliant 
citizens cannot expect the acceptance of an ETA offer. On the other hand, where your overall pat-
tern is that of timely filing and timely payment, this compliance history bodes well for ac-
ceptance.  
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2.  You did not take deliberate steps to avoid filing your tax returns or paying your taxes on time. 
Those who were found guilty of criminal tax violations or who were assessed with a civil fraud 
penalty are not likely to have an ETA offer accepted. Likewise, if you took steps to avoid pay-
ment by hiding assets, using nominees to hold assets, using fictitious bank accounts, etc., this 
weighs against having an ETA offer accepted.  

3.  You must not have encouraged others to refuse to comply with the tax laws. Those involved in 
the promotion of abusive tax shelters or tax protester activity are considered to be involved with 
promoting noncompliance. Such people will not likely have an ETA offer accepted.  

 
Real Life Examples of Successful ETA Offers 

What follows here are three actual cases in which I successfully negotiated ETA offers.  
 
Example 1 
Harry B. Because of a tax audit and the sale of some property, Harry owed the IRS nearly $100,000 at age seventy. 
He began making installments and liquidated other property to pay the IRS. Over approximately three years, he 
paid $70,000 but still owed about $50,000. By this time, Harry was diagnosed with a rare form of cancer that car-
ried with it an 80 percent chance of recurrence, and a very poor prognosis if it did return.  
 

He became involved in a research program with experimental drugs to treat his condition. His only real chance at 
survival was to take advantage of the research program. To participate, he had to travel to Tacoma, Washington on 
a monthly basis for injections. However, his HMO was in Portland, Oregon. The HMO insisted that he go there for 
testing. Even worse, his small business was in Arizona. He had to travel constantly between Washington and Ore-
gon to obtain treatment and testing for his cancer, and to Arizona to work his business, which was his only source 
of income.  
 

Harry had about $120,000 equity in his assets. He had very little cash and his business provided just enough money 
to pay his living expenses, travel expenses and medical bills. He had equity sufficient to pay the tax but he would 
have to borrow money to do it. He did not have the capacity to borrow because he could not make the payments 
due to his limited income and reduced earning capacity. Selling all his assets would leave him without the capacity 
to earn income, or to travel to receive medical treatment. Because of his weakened physical condition, he had little 
capacity to work his business aggressively enough to generate more cash to provide for both his living expenses 
and pay the IRS. 
 

With the sole exception of the year in question, Harry was always current with all tax return filings and tax pay-
ments. His tax debt was not attributable to deliberately failing to pay.  
Harry submitted an ETA offer arguing that full payment of the tax would cause financial hardship. He offered 
$5,000. After conducting the offer investigation, the IRS countered with $25,000. While that was certainly better 
than $50,000, it would not solve the problem. Harry appealed the determination. After several discussions with 
the Appeals Office, the IRS agreed to settle Harry’s case for $8,000.  
 
Example 2 
Valerie K. Val was a hairdresser operating her own small beauty shop. She leased space in a local nursing home. 
She paid the nursing home rent plus a percentage of her gross receipts. Because of changes that management 
made in their procedures, Val was forced to hire an assistant to perform tasks that were previously done by em-
ployees of the nursing home. Then, when Val’s contract was renewed, the nursing home substantially raised her 
rent.  
 

During this same time, Val sustained injuries that prevented her from working full time. At best, she could work 
just a few hours per week. Eventually, she had to quit her business entirely. She was on Social Security disability, 
which was her primary source of income. Because of all this, Val fell behind in her payroll taxes and ended up with 
a tax debt of $103,000. 
 

Between her part-time work and Social Security income, she had just $1,442 gross income per month. She owned a 
home with equity of about $110,000 but fell behind on the mortgage payments by approximately $5,000. The 
lender was foreclosing on the home. If the home went through foreclosure, Val risked losing all her equity and 
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would have no capacity to provide for herself going forward. However, she had a buyer willing to pay fair market 
value for the home. If she could get the IRS to agree to an ETA offer, she could sell the home to avoid foreclosure, 
and at the same time, retain some of the proceeds to provide for her future living expenses.  
Val offered $10,000 in an ETA offer. After several discussions and providing substantial medical records, income 
information, an estimate of future living expenses, and real estate information, the IRS accepted Val’s offer. She 
was able to get the home sold quickly because the buyer was waiting in the wings. She paid the IRS $10,000 and 
was able to retain the balance of the sale proceeds to provide for herself going forward.  
 
Example 3  
Van F. Van and his wife were 74 and 67 years of age, respectively, at the time they submitted their OIC. Both were 
retired and living on Social Security, Van’s small pension income, and some rental income. Both Van and his wife 
faced profound medical problems. Van had heart disease and double bypass open-heart surgery. He also suffered 
from Chronic Obstructive Pulmonary Disease and lung cancer. The upper half of his left lung was eventually re-
moved. As if that was not enough, he also had prostate cancer and went through forty-two radiation treatments. 
To top it off, Van’s wife had a brain tumor. She too was unable to work. At the time of submitting the ETA offer, it 
was unclear whether and to what extent she could be treated.  
 

The combination of the highly invasive surgeries and the debilitating radiation treatments left Van unable to work. 
His only source of future income would be Social Security and his modest pension and rental income. Even at that, 
his income was barely sufficient to pay personal living expenses, not even taking into consideration the profound 
medical expenses they faced.  
 

At the time of the offer, they owed the IRS about $260,000. Van and his wife owned their personal residence out-
right and they owned a rental home outright. The combined equity in the houses was $295,000. If they sold both 
houses, they could pay the tax in full. However, that would leave them with no home and no way to pay for future 
housing costs because of their living expenses—chiefly, the medical expenses—and the fact that neither could 
work.  
 

The goal was to persuade the IRS to allow Van and his wife to keep their primary residence while they sold the 
rental home to fund the ETA offer. We filed an offer of $100,000 to get the ball rolling. We discussed the offer with 
the IRS over several months, during which time we provided detailed information on the medical problems and the 
house values. Eventually, the IRS agreed to accept $141,200 in full settlement of the $260,000 tax debt. The set-
tlement was based on the value of the rental house, which was then sold to fund the ETA offer. The IRS forgave the 
balance.  

  
How Much Should I Offer? 

Because an ETA offer is not based on reasonable collection potential, there is no fixed formula for determining the 
offer amount. In fact, the IRM states, “There is no clearly defined formula to follow” in making the decision wheth-
er to accept an ETA offer, or the amount of the offer. See IRM part 5.8.11.2.2.1(9). The matter is controlled by the 
facts and circumstances of the case and the “good judgment” of offer examiners.  
 
In this regard, the IRS must analyze all financial information, including supporting documents, affidavits, third-party 
statements, etc. Your job is to present information showing that the amount offered is reasonable. You must have 
some explanation for how you came to the number. When making a hardship argument, you must clearly illustrate 
exactly what hardship will arise if forced to use all your assets to pay the tax.  
  
The “Special Circumstances” Offer in Compromise 
The fourth and final variation of the Offer in Compromise is the so-called “special circumstances” OIC. 
This is a kind of hybrid between an offer based on doubt as to collectability and an ETA offer. Recall that 
in an OIC based on doubt as to collectability, you must offer an amount equal to your reasonable collec-
tion potential. If your reasonable collection potential is less than the amount owed, the offer qualifies for 
consideration. However, you would not qualify for an ETA offer precisely because your reasonable col-
lection potential is less than the amount assessed. Instead, to qualify for an ETA offer, it must be true that 
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you both owe the tax (there is no doubt as to liability) and you can pay the tax in full given your income 
and equity in assets. 

In many cases, however, while it is true that a person cannot pay the tax in full (thus, an ETA offer is 
precluded), it is equally true that he cannot pay an amount equal to his full reasonable collection potential. 
For example, suppose you owe $100,000. Your reasonable collection potential is determined to be 
$50,000. Of that, $40,000 comes from equity in your home. However, you are unable to borrow the equi-
ty because of your age, health factors, earning capacity, etc. And you have no capacity to provide for 
suitable living quarters if you sold the home. 

In that situation, IRM part 5.8.4.2(3) allows the IRS to accept an OIC for less than full reasonable col-
lection potential if you can prove that “special circumstances” warrant such an acceptance. The special 
circumstances can be any of the factors we already discussed in the context of the ETA offer. See IRM 
part 5.8.4.2(4) & (5). Hence, the ETA factors control the amount of the OIC and whether the IRS will 
accept it, even though the OIC is essentially based on doubt as to collectability.  

As you might imagine, you have the burden to establish what the special circumstances are, and to 
prove their existence with evidence, including documents, affidavits, third-party statements, etc. See IRM 
part. 5.8.1.9.7(2). 

 
Other Factors that Make a Successful OIC  
Let us now turn our attention to other factors that might increase the likelihood the IRS will accept your 
OIC. I address them individually here. 
 
Your Health and Education 
Your health, education and work experience have a direct bearing on your capacity to earn income. If 
your health is bad or failing, your capacity to work is diminished. You must point out any health prob-
lems that you suffer, document them to the extent possible, and argue that they restrict your capacity to 
earn income. The IRS is specifically instructed to consider factors such as “age, health, marital status, 
number and age of dependents,” etc., in determining whether to accept an OIC and in what amount. See 
IRM part 5.8.5.20(3).  

This same manual provision instructs the IRS to consider your “level of education or occupational 
training and work experience.” This is especially important if you had a particularized job in a specialty 
industry that was lost due to economic factors. Be prepared to answer the question of why your level of 
education and work experience are such that your future earning potential is minimal.  
 
The Bankruptcy Factor 
A central question in OIC negotiations focuses on the amount that is reasonably collectible in the shortest 
period of time. As such, the issue of whether the taxes you seek to compromise are dischargeable in bank-
ruptcy becomes very important. Among the arguments that may prove persuasive in convincing the IRS 
that the amount offered is all that is reasonably collectible is the fact that your tax bill is dischargeable in 
bankruptcy. 

Of course, to make the argument plausible, you must be able to prove this. That is why it is important 
to carefully analyze your facts to ascertain whether you indeed qualify for discharging your taxes in bank-
ruptcy. See Chapters 13 and 14 for the discharge rules. Your offer may be quite attractive if the IRS be-
lieves a bankruptcy leaves them with less than the amount an OIC would fetch. 

For example, suppose the collection statute of limitations does not expire for six years. In that case, 
the IRS might expect you to make installment payments for that period, rather than compromise the debt. 
However, suppose your tax bill is ripe for discharge in bankruptcy right now. Under these circumstances, 
the IRS cannot reasonably expect six years’ worth of payments if you can discharge in bankruptcy now, 
especially if other economic factors are pushing you toward bankruptcy. The fact that you qualify for 
bankruptcy discharge has the impact of forcing the IRS to reconsider its position.  

The key in all of this is negotiation. The purpose of the OIC is to provide the citizen an opportunity 
for a fresh start and to permit the IRS to collect as much as possible in the shortest period of time. All 
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negotiations should be centered on this premise. If the agency demands large sums of money paid in cash 
merely because of the present value of an installment agreement, that may well defeat the purpose of the 
OIC program. 

The IRM makes the following statement regarding bankruptcy and the OIC: 
 

“If a taxpayer will file a petition for liquidating bankruptcy, consider reducing the value 
of future income. The total value of future income should not be reduced to an amount 
less than what could be paid toward non-dischargeable periods, or what could be recov-
ered through bankruptcy, whichever is greater. When considering a reduction in future 
income, also consider the intangible value to the taxpayer of avoiding bankruptcy. See 
IRM part 5.8.5.20(4), Chart of future income considerations.” 

 
It is abundantly clear that a dischargeable tax debt opens the door for negotiation beyond the cold al-

gebra the IRS would otherwise stick to. Moreover, that Manual language is a remarkable admission com-
ing from an agency that for years categorically denied that taxes were ever dischargeable in bankruptcy to 
begin with. In negotiating the offer, the IRS is called upon to weigh two conflicting factors. First is the 
extent to which a citizen may indeed discharge his taxes, taking into consideration that a tax lien remains 
in effect as to equity in assets and exempt property. See Chapter 13. Second is the fact that if your tax 
debts are fully dischargeable, the IRS is rarely better off in bankruptcy because a full discharge prevents 
any collection. It is within this framework that negotiations are conducted. In these cases, the IRS has to 
make a calculated business decision to collect more through the OIC than it would in bankruptcy.  

There are two elements to consider when negotiating a reduction of your future income asset based 
upon the bankruptcy factor. The first is whether the tax is dischargeable at the time of filing the OIC. If 
so, the future income asset has a practical value of zero. If the IRS rejects an otherwise reasonable offer in 
an effort to force the issue on the future income asset, you have the right to pursue bankruptcy immediate-
ly and discharge the debt. That means the IRS cannot collect anything from the future income asset. Your 
offer must present an amount equal to what the IRS would otherwise get if you filed bankruptcy. 

The second is where your case is not ripe for discharge at the time of making the offer. Suppose you 
owe $35,000 and you must wait twelve months before you can discharge the debt in bankruptcy. Suppose 
further that the IRS determines that you can pay $800 per month, and there are sixty months left on the 
collection statute of limitations. In that case, the IRS would argue that you can full pay the tax liability 
(800 x 60 = 48,000), and the agency would thus prefer to reject the OIC entirely. However, the true value 
of the future income asset is $800 for twelve months, or $9,600. 

In the early 1990s, long before the IRS adopted its more reasonable OIC evaluation factors that I dis-
cuss in this chapter, I worked with an elderly lady, Vivian, who owed the IRS $40,000 for taxes over sev-
eral years. She was contemplating bankruptcy but we opted to file an OIC first in the hope of avoiding 
bankruptcy. At the time, the OIC procedures were newly revised in light of former Commissioner Peter-
son’s directives.  

Vivian offered the IRS $5,000 to satisfy the debt. She explained to the RO who worked the OIC at the 
time that she would have to borrow the money from her son. As a result, she had nothing the IRS could 
collect. In response, the RO reported that there was good news and bad news. The good news was the IRS 
was willing to accept an offer. The bad news was the IRS wanted $8,500, not $5,000. Vivian asked me 
what she should do. 

I asked her a simple question. “Vivian,” I said, “do you have $8,500 to give them?”  
“No,” she replied without hesitation.  
We then phoned the RO and explained that $5,000 was all she could come up with. We explained that 

if the IRS rejected the offer, she would have no choice but to file bankruptcy. If she did, the agency would 
get nothing since even the $5,000 was borrowed money. In other words, we told the IRS, “$5,000 is all 
there is.” Take it or leave it. If you leave it, you get nothing.  

After some consideration the RO called her. “It’s a deal,” she said. “When can you get us the mon-
ey?” 
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The bottom line is that a dischargeable tax liability forces the IRS to the table. It forces the agency to 
make intelligent decisions based upon reality, and not fantasizing about collecting taxes from non-existent 
revenue sources. Chapters 13 and 14 discuss the bankruptcy rules in detail. You must understand them 
before negotiating based upon the bankruptcy factor. 
 
The “Public Policy” Factor 
In the introductory comments to this chapter I talked about the policy factors that drive the IRS’s thinking 
on the OIC program. The IRS has expressed a clear desire to use the offer process as a means to accom-
plish more than just collecting revenue. Certainly getting the money is the heart of the process, but it goes 
beyond that. The OIC process is intended to get delinquent taxpayers back on the beam, and to provide a 
fresh start by accepting a settlement that is in the best interests of both the IRS and the citizen. See IRM 
part 5.8.1.1.1.3. Incorporating these policy issues into your argument helps persuade the IRS to accept 
your offer. The following issues are considered the public policy aspects (not to be confused with the 
“public policy” ETA offer we discussed above) of the OIC program.  
 
The OIC Promotes Voluntary Compliance 
The OIC program essentially acknowledges that squeezing one for funds he does not have only makes 
matters worse. Under even the best of circumstances, heavy-handed collection creates a pattern of delin-
quencies even if it does not drive one into hiding. The IRS has observed that through the offer process, it 
can encourage a citizen to file future tax returns and pay future taxes in a timely manner. This has the 
effect of “rehabilitating” the delinquent citizen, affording him a fresh start. 

In a written explanation attached to Form 656, make a point to emphasize that acceptance of the offer 
ends all delinquencies. Point out that as of the time of filing the OIC all past filing delinquencies have 
been cured (at least the most recent six years—see Chapter 8), you are current with tax return filings and 
payments, and you will not fall behind in the future. Affirmatively acknowledge the requirement set out in 
Form 656 that if your OIC is accepted, you will timely file future returns and pay future taxes when due. 
A successful OIC must illustrate how acceptance “rehabilitates” you and leads to future return filings and 
tax payments, thus having a positive impact on voluntary compliance. 
 
An OIC Resolves the Case 
The IRS has plainly expressed the desire to use the OIC program as an alternative to reporting cases as 
“currently not collectible” (see Chapter 11), or to a protracted installment agreement. Too often, such 
agreements do not even pay accumulating interest and penalties. Such agreements generally only make 
matters worse for both the IRS and the citizen.  

In one successful OIC, Richard explained that on three previous occasions dating back many years, 
his file was closed as “uncollectible.” So, while Richard was asked to pay nothing, the interest and penal-
ties continued to climb, putting the bill further out of reach every day. Richard’s offer of $5,000 against a 
$114,000 debt presented a viable alternative to once again putting the matter on the back burner. The IRS 
accepted the OIC. 

Therefore, a successful offer presents an alternative to uncollectible status or protracted installment 
payments that may not even pay penalties and interest. The former means no revenue for the IRS whatso-
ever, and the latter means the bill only gets larger over time, and to make matters worse, the citizen is 
likely to become delinquent in the future.  
 
An OIC Provides Revenue the IRS Might Not Otherwise Reach 
Both Vivian and Richard offered $5,000 to settle their accounts. With letters attached to their offer docu-
ments, they pointed out that the money was coming through a loan from their son. In his written explana-
tion, Richard emphasized that if the offer was rejected, the funds would simply not be available to the 
IRS. The agency certainly has no right to levy his son’s money. The letter explained that the funds would 
be made available upon the IRS’s acceptance of the offer but only if payment constituted full and com-
plete settlement of the account. 
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Therefore, another key to a successful offer is to fund as much of it as possible with revenue from an 
outside source. Such revenue cannot be attached by the IRS should it refuse the offer. This provides 
strong encouragement to accept the OIC. 
 
The IRS’s Duty under OIC Policy 
The IRS’s duty under the OIC program is expressed as follows:  
 

“The success of the compromise program will be assured only if taxpayers make ade-
quate compromise proposals consistent with their ability to pay and the IRS makes 
prompt and reasonable decisions.” IRM part 5.8.1.1.3(3). (Emphasis added by author) 

 
Richard affirmatively stated in writing that the offer was his best, good faith effort to resolve an oth-

erwise unmanageable tax debt. He backed this up with all the required financial information. He offered 
an amount that represented his reasonable collection potential. He gently reminded the IRS in his written 
statement that rejection of the offer would be contrary to the policy mandate that IRS make “reasonable 
decisions” in these matters.  

Therefore, another element of a successful offer is to remind the IRS that the OIC policy cannot be 
carried out successfully if offers are rejected arbitrarily or without reasonable foundation. 

 
How to File an Offer in Compromise  
The core of the OIC is Form 656, Offer in Compromise, or Form 656-L, Offer in Compromise Based upon 
Doubt as to Liability. If your OIC is based upon doubt as to collectability, Effective Tax Administration, 
or “special circumstances,” Form 656 is just the beginning. The list of items that follows should be sub-
mitted to the IRS to give your OIC the best chance of success.  

1. Form 656. Be sure to use the latest form and prepare it consistent with the instructions on the 
form. The IRS has a booklet for OICs called Form 656-B, Offer in Compromise Booklet. It con-
tains instructions for completing Form 656, blank financial statements (discussed below), a 
checklist of supporting documents the IRS expects, and addresses for where to send your package 
(discussed further below).  

2.  Forms 433-A and 433-B. You must submit the required financial statements that I discussed 
throughout this book. In Form 656-B, the IRS provides tear-out forms for this purpose. Note that 
in the booklet, the IRS provides Form 433-A(OIC) and Form 433-B(OIC). These are essentially 
the same as the Forms 433-A and B that I discussed above. The forms are designed a bit differ-
ently and they provide built-in worksheets for determining the quick sale value of your assets. 
Prepare your financial statements as discussed above and in Chapters 5 and 11. When making an 
offer based upon doubt as to liability, you do not have to submit financial statements. However, 
you must provide proof that you do not owe the assessed tax. 

3. A written explanation of your OIC, provided as an adjunct to Form 656. In the statement, de-
scribe in detail the reasons why the OIC should be accepted. The explanation should encompass 
all the points outlined above and should argue for acceptance of the offer. Explain clearly why the 
IRS cannot collect more than your offer. In the case of offers based upon doubt as to liability, 
provide a worksheet to show how you computed your correct tax, along with the documents 
needed to verify your claim as mentioned in the previous paragraph.  

4.  Individual Master File printouts for the years in question if you argue that your tax debt is dis-
chargeable in bankruptcy. The IMF will show that all the required rules are met for discharge of 
taxes in bankruptcy. See Chapter 13 for an explanation of the rules. 

5.  If you will borrow money from a third party to fund the OIC, provide a letter from the person 
agreeing to make loan if the offer is accepted. The letter should state that the loan will not be 
made if the OIC is rejected.  
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As you analyze your situation, do not be afraid to provide such additional documentation as you be-
lieve necessary and desirable to establish the elements of a successful offer. As in all aspects of dealing 
with the IRS, you cannot over-prove your case.  
 
Payments Submitted with the Offer 
Generally, you must pay both an OIC filing fee and a down payment with the OIC. As of this writing, the 
filing fee is $186. It must be submitted with the OIC at the time of filing it. The amount of the down 
payment depends upon the nature of your offer. If you present a lump sum cash offer, you must provide a 
deposit equal to 20 percent of the amount offered. If your offer is $10,000, your down payment is $2,000. 
However, there is an exception to both. If you are considered a low-income taxpayer, both the filing fee 
and down payment are waived. Form 656 contains a chart showing income levels and family sizes for 
purposes of figuring this exception.  

If your offer provides for payments over time, you must pay the filing fee and your first installment at 
the time of submitting the OIC. In addition, you must continue to make your proposed payment every 
month while the OIC is pending. When making payments, use IRS Form 656-PPV, Periodic Payment 
Voucher. The instructions for that form tell you where to send the payment. If you qualify as a low-
income taxpayer, you are excluded from making these payments.  

The IRS will return your OIC if you do not make the required payments as outlined here. However, if 
your offer is accepted, all payments (except the filing fee) go to reduce the final offer amount agreed up-
on. I recommend submitting two checks with your OIC. The first check is for the filing fee, and the sec-
ond is for the down payment or first installment payment. On the memo section of the check for the filing 
fee, write your SSN and the words “OIC filing fees.” On the second check, write your SSN and “OIC 
down payment,” or alternatively, “OIC-first installment payment.” 

If your offer is rejected, you do not get your money back. This is a key reason not to make a frivolous 
offer solely to delay the collection process. Rather, submit an OIC only after carefully evaluating your 
situation and determining that the OIC is the best route to go. As an alternative, consult counsel experi-
enced in negotiating OICs.  

Finally, Form 656 itself gives you the option to designate where to apply your down payment or in-
stallment payments if the OIC is rejected. Consider using this option, depending upon the situation. For 
example, suppose your tax liability consists of several tax years. Say that some of those tax debts are dis-
chargeable in bankruptcy and some are not. In that case, designate the payments to apply to the non-
dischargeable tax years. That way, if your OIC is rejected, the amount of tax you must pay after discharg-
ing your other taxes in bankruptcy is reduced. I discuss the bankruptcy process in Chapters 13 and 14. 

 
A Processable Offer in Compromise  
Unless your offer is processable, it will be returned to you—not denied, per se—but simply not consid-
ered at all. An OIC is not processable if:  

1.  It does not identify the citizen,  
2.  It does not list the tax years, type of tax and total due, 
3.  The amount offered and the terms of payment are not clear,  
4.  Form 656 is not signed,  
5.  A financial statement is not provided, unless the OIC is based upon doubt as to liability, 
6.  The amount offered does not equal or exceed equity in assets as shown in your financial state-

ments, Forms 433-A and B (unless you present an ETA or “special circumstances” OIC),  
7.  You use an obsolete Form 656, or  
8.  You fail to provide the required initial payments, unless you qualify as a low-income taxpayer, in 

which case the initial payments are waived.  
 

Where to Send Your Offer  
Where you send your OIC depends upon the current collection posture of your case. If your opportunity 
for a Collection Due Process appeal has passed for whatever reason, you must file your OIC through the 
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IRS’s Centralized Offer in Compromise Unit (COIC). This is the function responsible for evaluating and 
passing on the acceptance of OICs. The COIC Unit receives your OIC, does the background investigation 
(discussed below), and makes an initial determination on the OIC’s acceptability. Filing an OIC directly 
with COIC is what I refer to as an OIC through “normal channels.” For example, suppose you have been 
in uncollectible status for some time. The IRS previously sent its Final Notice letter, and that is what 
prompted you to obtain CNC status. In that case, you will not receive another Final Notice, and hence, 
you have no Collection Due Process appeal rights. Therefore, mail your OIC directly to the COIC Unit.  

The COIC Unit operates out of two different offices. One is located in Memphis, Tennessee and one 
is located in Brookhaven, New York. The one you use depends on whether you are a wage earner, self-
employed, a corporation, and where you live. Form 656-B contains a chart showing where to file the 
form.  

On the other hand, the single best way to submit an OIC is through the Collection Due Process chan-
nel. I refer to this as an OIC through CDP channels. Recall from Chapters 4 and 5 that in a CDP appeal, 
the IRS must consider any collection alternative you submit as a defense to enforced collection. An OIC 
is such an alternative. An OIC through CDP channels is much better because under CDP rules, you are 
entitled to a Tax Court appeal if the IRS rejects your OIC, which I discuss further below.  

 
The OIC Investigation  
Whether you file your offer directly to the COIC Unit, or you submit it to a settlement officer (SO) 
through a CDP appeal, your file will end up the hands of an offer specialist (or offer examiner) within the 
COIC Unit. The specialist reviews your financial statement, and all supporting information you provide, 
as well as internal IRS information such as your filing history and whether you have made all current 
estimated payments. The specialist will also access public records to the extent possible. The IRS looks at 
property title records for autos, real estate, etc., to ascertain current asset ownership and whether any as-
sets were transferred. They will also determine whether any businesses are recorded in your name, and 
whether you hold any professional licenses.  

At some point, you must expect the specialist to ask for additional information and to ask certain spe-
cific questions, say, for example, what you did with a vehicle that was once titled to your name but which 
is not shown on the financial statement. The IRS may also ask for updated financial information, such as 
current bank statements, since it may be a matter of many months before an offer specialist is assigned to 
the case.  

Regardless, you must provide whatever additional information is sought, even if you are convinced 
that you already provided that precise data. Never lose sight of the fact that the acceptance of an OIC is 
purely discretionary with the IRS. You do not have to provide any of the information they seek, but they 
do not have to accept your OIC either. Moreover, the burden to prove you are entitled to an OIC is on 
you. The only excuse the IRS needs to say “no” is to claim that you failed to provide requested infor-
mation. And in fact, if you fail to provide requested information, the specialist will not “reject” the OIC. 
Rather, she will “return” it. In that case, you will have no appeal rights (unless your case is on the CDP 
track, discussed below). Therefore, do not take any chances by fencing with the IRS over whether you 
already provided what they seek. Just send it again! 

After reviewing all relevant data, the offer specialist will send a preliminary determination on the 
merits of your offer. In the case of an OIC based on doubt as to collectability, expect the IRS to say that 
your offer is too low. Expect them to tell you that their analysis reveals that you can pay much more than 
was offered. They may even say you can full pay the tax. This preliminary determination is almost always 
wrong, and it is your job to point out why.  

To do so, you must obtain (if they did not send you) two worksheets that were prepared by the spe-
cialist. The first is the so-called Asset/Equity Table. This form lists all of your alleged assets, along with 
their values and the alleged net equity in each asset. The second worksheet is the so-called In-
come/Expense Table. This form lists your monthly gross income as you reported it, and as the IRS deter-
mined it for OIC purposes. The form also lists all your claimed living expenses versus the amounts al-
lowed by the IRS. This calculation determines the amount of disposable income, which the IRS uses to 
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calculate the future income amount. Recall from the above discussion that total net equity plus future 
income constitutes your reasonable collection potential.  

You must carefully review these worksheets and respond to the specialist as soon as possible. Provide 
a detailed explanation of all miscalculations and submit additional documents to the extent necessary to 
support your argument. For example, the IRS may have your monthly gross income figured too high be-
cause they used last year’s wage information, when in fact you changed jobs and no longer make the 
same money. In the case of expenses, they may have simply overlooked certain expenses, such as out-of-
pocket medical expenses, or legal fees. They may have figured your equity in assets too high because of 
an erroneous valuation of your home. Whatever the reasons (and there will likely be several), you must 
respond with details. When explaining facts, be clear and concise and submit your fact statements in the 
form of an affidavit.  

You may ask for a phone conference with the specialist to discuss the issues. The conference will be 
very informal and will give you the chance to take the examiner by the hand through your material. Be-
fore the conference, identify the points of disagreement you found in the worksheets provided. Present 
your facts, evidence and arguments in an orderly manner. You may go back and forth over more than one 
conference, since the specialist may want time to review your arguments and may seek even more infor-
mation, which you may need time to provide. 

To be most effective in your conference, consider these important points:  
1.  Prepare a checklist of your arguments in advance so you do not forget anything. Have in front 

of you all supporting documents, organized to correspond with your arguments so you do not 
misplace anything.  

2.  Move through your arguments systematically, one at a time. Be sure to clearly state your case 
as to each issue before moving to the next one. In this regard, you must control the conference. 
Do not allow the specialist to cut you short or attempt to speed you along. Generally, you should 
expect to have all the time you need to present your case.  

3.  Do not assume the offer specialist read what you submitted, especially if you submitted vo-
luminous data. Therefore, prepare in advance to reiterate all the key facts and circumstances to 
support your arguments, and point out the documents you rely on. 

4.  Provide your own detailed calculation of RCP. You know what your equity in assets is, and what 
your disposable income is. Based on that, present a specific amount that you believe reflects RCP. 
This may be a compromise on your part. For example, you may be fighting over whether the IRS 
should allow your full housing and utility expenses, rather than limiting the expenses to the local 
standards. You might propose to split the difference, which would increase your RPC over the 
amount offered. In any event, be clear about your settlement offer.  

5.  If other issues or questions arise during the conference, ask for reasonable time to provide an-
swers. This is usually at least two weeks, but I would ask for thirty days. Within the deadline, 
provide follow-up information and arguments in writing. This can be done by fax or mail. Just be 
sure to document how you sent it.   

6.  Keep in mind that you have the burden of proof on all RCP issues. You must provide the infor-
mation necessary to carry that burden. Also bear in mind that if your offer is made through the 
CDP channel, in determining whether the IRS abused its discretion in rejecting an OIC, the Tax 
Court will not consider evidence that was not provided either to the offer specialist or to the set-
tlement officer. 

 
After all of the back and forth is exhausted, the offer specialist will make a decision. If the decision is 

to accept the OIC as filed, the recommendation goes to her manager, who must approve it. Generally, 
offers are approved by management, but in rare cases management may spot some issue or problem that 
must be worked out. After management approves the recommendation, IRS Counsel must approve it if 
the liability being compromised is more than $50,000. However, Counsel looks at the offer only for “legal 
adequacy,” not to reexamine the dollars and cents aspects of the deal.  
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If the recommendation is to accept an offer at an increased amount arrived at through negotiation, you 
will be asked to file either an amended Form 656 with the new offer amount specified, or to sign Form 
14640, Addendum to Form 656. The addendum specifies the new offer amount. Once the updated offer 
forms are filed, the case proceeds to the approval process as I just explained.  

If your case was filed through CDP channels, your SO will automatically approve any terms you 
reach with the COIC Unit. However, the CDP appeal will have to be closed out separately. That can hap-
pen in one of two ways. The SO will ask you to sign either IRS Form 12256, Withdrawal of Request for 
Collection Due Process Hearing, or Form 12257, Summary Notice of Determination and Waiver of Right 
to Judicial Review.  

It is very important that you not sign Form 12256, withdrawing your CDP appeal. That form with-
draws the appeal as if you never filed it, meaning that you do not have an IRS decision that is enforceable 
by the Appeals Office. On the other hand, Form 12257 constitutes a decision by Appeals that is binding 
on the IRS. The terms of your OIC will be set forth in Form 12257 as the decision of Appeals and is fully 
enforceable later, if necessary. If your SO asks you to sign Form 12256, politely but firmly decline, and 
expressly ask that he prepare and submit to you Form 12257, which you will be happy to sign. She will 
do so, and that closes out your CDP appeal.  

Finally, you will receive a separate letter from the IRS declaring that your OIC was accepted as of the 
date of the letter. Your time to pay off the OIC balance begins with the date of that letter. The letter tells 
you where to send your payments. Be sure to send your payments via certified mail and include a copy of 
the acceptance letter with each payment. Once your OIC is paid off, the IRS will release any liens filed 
against you. That takes about thirty days from the date of the final payment. You will then receive a ful-
fillment letter explaining that you met all the terms of your OIC, and reminding you of the five-year pro-
bationary period for full compliance.  

 
What To Do If the Answer Is “No” 
If you cannot come to terms with the offer specialist, she will inform you that she will recommend rejec-
tion of your offer. In the case of an OIC filed through normal channels, the offer specialist will ask you to 
“withdraw” your offer. This saves the IRS the time and trouble of writing a formal rejection letter, and it 
deprives you of your appeal rights. Therefore, politely but firmly state that you will not withdraw your 
offer. That will lead to a formal rejection letter, giving you the right to appeal, as discussed below.  

In the case of an OIC filed through normal channels, the appeal procedure is to submit a written pro-
test letter within thirty days of the rejection letter. In Chapter 5, under the heading, How to Appeal an 
Installment Agreement Rejection or Termination, I specifically outline a protest letter in the context of a 
rejected Installment Agreement Request. Use exactly the same format to appeal a rejected OIC filed 
through normal channels.  

The protest letter must be in writing and submitted on time. As I state in Chapter 5, your letter must 
explain what part of the decision you disagree with and why. See also: IRS Publication 5, Preparation of 
Protests in Unagreed Cases. Address your letter to the “person to contact” in your rejection letter and 
send it via certified mail, return receipt requested.  

Your case will be forwarded to the Office of Appeals for review. At the appeals level, you have the 
right to present to a fresh face any additional evidence, information, and arguments to support your posi-
tion. As I have already explained at length, the Appeals Office is generally far more reasonable than other 
IRS functions. In an OIC filed through normal channels, the decision of Appeals is final, and that is exact-
ly why I believe that filing your OIC through the CDP channel is much more advantageous.  

When an OIC is filed through the CDP channel, if you cannot come to terms with the COIC Unit, the 
case automatically goes back to the Appeals Office. You do not have to write a protest letter since Ap-
peals has jurisdiction of the case by virtue of your CDP appeal. Now your case is before your SO, whose 
job it is to review everything the COIC Unit did and to give you an opportunity to reply, just as explained 
above under the heading, The OIC Investigation. If you come to terms with the SO in your CDP appeal, 
your case will be closed out through Form 12257, per my earlier discussion.  

However, if you cannot come to reasonable terms with the SO, there is a very important procedural 
difference that manifests at this point. In the CDP process, you have the further right to appeal the deter-
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mination to the Tax Court. If you can prove the IRS abused its discretion in rejecting your OIC, the case 
will be returned to Appeals for further consideration. You have no such right in an OIC appealed through 
normal channels. The bottom line is you have more leverage with the IRS when your case is moving 
along the CDP track. That is why I recommend using the CDP appeal whenever that is possible.  

The flowchart provided here graphically illustrates the alternative OIC tracks that I described above.  
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All Collection Must Stop  
As discussed at length in Chapter 10, the IRS is legally prevented from engaging in any collection while 
an OIC is pending. This means there can be no levy or seizure action whatsoever. See IRC §6331(k). This 
collection hold continues from the time the OIC is filed (assuming it is deemed processable) until the OIC 
is accepted, withdrawn or rejected. If the OIC is rejected, the collection stay remains effective for thirty 
days from the date of rejection. If you appeal during that thirty-day period, the stay remains in effect 
while the appeal is pending. If the OIC is filed through the CDP channel, it is the CDP request itself that 
stops collection.  

With the benefits of the collection stay comes a detriment: the collection statute of limitations is also 
tolled while the OIC is pending (see Chapter 10). This is why it is imperative to determine the CSED 
before filing an OIC. The last thing you want to do is extend a collection statute if the expiration date is 
imminent.  

If the IRS continues collection illegally while your OIC is pending, you must contact your local Tax-
payer Advocate’s office. If your OIC is filed through the CDP channel, contact your settlement officer to 
complain about illegal collection action. In either case, provide a copy of Form 656 along with copies of 
your certified mail receipts (never send original documents) proving that you filed the OIC. If you re-
ceived a letter from the COIC Unit stating that your OIC was accepted for processing, also provide a copy 
of that letter. Finally, provide a copy of the collection notice. Ask the Taxpayer Advocate or settlement 
officer to stop collection and impose the collection stay required by law. 

 
An OIC and Your Tax Refund 
Written into the terms of Form 656, Offer in Compromise, is an important proviso regarding tax refunds. 
The terms provide that the IRS will keep any refund owed up through the tax year in which the OIC is 
accepted. For example, say your OIC is accepted in March 2016. You file your 2015 tax return in April 
2016. You are owed a refund. The IRS will keep this refund because it was due for the year prior to the 
year in which the OIC was accepted. Now suppose that one year later, you file your 2016 tax return and 
are owed a refund. IRS will keep that too because it was owed for the tax year in which the OIC was ac-
cepted.  

For that reason, you must carefully monitor your wage withholding (for employees) or estimated 
payments (for self-employed persons) during the OIC process. You have much control over whether you 
get a refund or not. For example, suppose you were owed a refund for the tax year prior to the year in 
which the OIC was accepted. You can adjust your withholding or estimated payments to reduce what you 
pay in for the current year, thus reducing or eliminating a refund for this year.  

Take great care with this, however, as it is not an exact science—especially if your circumstances 
change dramatically. Moreover, if your offer is accepted, you must file all tax returns and pay all taxes on 
time for the next five years or your OIC will default and the amount compromised will be reinstated. 
Therefore, you cannot be careless or shortsighted in the process of adjusting withholding. For more de-
tails on the withholding process, see my book, How to Double Your Tax Refund.   

 
Conclusion 
An Offer in Compromise is the epitome of amnesty in the administrative context. Given the current cli-
mate, those who use it properly often meet with great success. Since my first treatise on the offer process 
was published in 1988, times have changed incredibly. With the guidance provided in this chapter, I have 
helped hundreds of thousands of citizens nationwide profit immeasurably from an OIC. 

What you have just read is, without a doubt, the most thorough analysis of the offer process ever writ-
ten for the general public. It may be the most thorough analysis available anywhere. After reading this, 
you are better equipped than most tax professionals to handle an OIC. Following these procedures, you 
can achieve tax amnesty and set yourself free of oppressive debt.  
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Review Questions 
1. What is the ultimate goal of the OIC? 
 A. A compromise that is in the best interest of both the taxpayer and the IRS 
 B. Maximum collection for the government at the least cost 
 C. Create a fresh start toward compliance for the taxpayer 
 D. To prevent taxpayer bankruptcy 
 
2. What is by far the most common basis for an OIC? 
 A. Effective Tax Administration 
 B. Doubt as to one’s actual liability 
 C. Full payment would cause a hardship 
 D. Doubt as to collectability 
 
3. What is the most important special consideration for an OIC? 
 A. The IRS has discretionary authority to compromise 
 B. The taxpayer must file his or her returns and pay taxes on time for the next five years 
 C. Filing an OIC tolls the collection statute 
 D. An ETA offer applies when there are no other grounds for compromise 
 
4. For the vast majority of taxpayers, reasonable collection potential (RCP) boils down to which factor? 
 A. Assets available but out of the government’s reach 
 B. Amounts collectible from third parties 
 C. Determining asset values 
 D. Dissipation of assets 
 
5. Marcia has a 401(k) with a face value of $10,000, and has an outstanding loan against the account of 

$6,000. Assuming a 40% tax rate, what is the value of Marcia’s 401(k) for OIC purposes? 
 A. $0 
 B. $10,000 
 C. $4,000 
 D. $6,000 
 
6. Which of the following qualifies as a dissipated asset? 
 A. Paying necessary expenses for an operating business 
 B. Transferring an asset to a friend for much less than fair market value 
 C. Using IRA proceeds to pay medical expenses 
 D. Transferring an asset to a relative more than three years before submitting an OIC 
 
7. What is the U.S. Tax Court’s preference in dealing with the problem of uncertain current earnings in 

valuing an OIC? 
 A. Future Income Collateral Agreement 
 B. Dissipation 
 C. Income averaging 
 D. Estimated future income 
 
8. Which is the longest period a collateral agreement should run? 
 A. Seven years 
 B. Two years 
 C. Twelve months 
 D. Five years 
 



Chapter 12 – Tax Amnesty Program Number 3: The Offer in Compromise – “Cents on the Dollar” 

217 

9. When determining expenses for purposes of an OIC, what type of tax will likely be challenged by the 
IRS? 

 A. Social security tax 
 B. Delinquent state income tax 
 C. Current state income tax 
 D. Current federal income tax 
 
10. For a non-low income taxpayer, what percentage of an OIC cash offer must be deposited when the 

offer is filed? 
 A. 40% 
 B. 0% 
 C. 10% 
 D. 20% 
 
11. Which of the following is an IRS example of circumstances that would warrant consideration of an 

ETA offer under the public policy and equity argument? 
 A. Although the taxpayer has monthly income, it is exhausted providing for the care of depend-

ents 
 B. Substantial penalty and interest occurred during a period of illness or injury but subsequent 

returns have been timely filed 
 C. Taxpayer’s only asset is a retirement account and liquidation of that account would leave no 

means of future support 
 D. Taxpayer has assets but cannot borrow against them due to financial limitations 
 
12. Which form would be filed by a taxpayer seeking an OIC based upon doubt as to liability? 
 A. 656-B 
 B. 433-B 
 C. 656-L 
 D. 656 
 
13. After submitting an OIC based on doubt as to collectability for review, what response should be ex-

pected by the citizen? 
 A. The offer is too low 
 B. The offer will be returned 
 C. The offer specialist will request a phone conference 
 D. The OIC is not processable 
 
14. Which entity has the burden of proof on all RCP issues? 
 A. Offer specialist 
 B. Taxpayer 
 C. Settlement officer 
 D. COIC 
 
15. Which statement is accurate about the period during which an OIC is pending? 
 A. The IRS may keep any tax refund received by the taxpayer 
 B. The collection statute of limitations is not tolled 
 C. The IRS is legally prevented from engaging in any collection effort 
 D. The taxpayer’s settlement officer is not available to assist 
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Review Answers 
1. A. Correct. The ultimate goal of the OIC is a compromise that is in the best interest of both the tax-

payer and the IRS. 
 B. Incorrect. Maximum collection for the government at the least cost is not the ultimate goal of the 

OIC. However, in the past, the IRS’s sole concern was to achieve maximum collection with the 
least possible cost to the government. 

 C. Incorrect. Creating a fresh start toward compliance for the taxpayer is not the ultimate goal of the 
OIC. Acceptance of an OIC will result in creating, for the taxpayer, a fresh start toward compli-
ance with future filing and payment requirements. 

 D. Incorrect. The ultimate goal of the OIC is not to prevent taxpayer bankruptcy. Countless millions 
of dollars in federal income taxes, interest, and penalties have been discharged in bankruptcy. 

 
2. A. Incorrect. Effective Tax Administration is not the most common basis for an OIC. An OIC based 

on Effective Tax Administration applies only if there are no other grounds for compromise. 
 B. Incorrect. Doubt as to one’s actual liability is not the most common basis for an OIC. Doubt as to 

one’s actual liability is one of the grounds for OIC consideration. 
 C. Incorrect. Causing a hardship if full payment is required is not the most common basis for an 

OIC. An OIC will be considered if full payment will cause a hardship, and this element is includ-
ed in the so-called Effective Tax Administration OIC. 

 D. Correct. An OIC based on doubt as to collectability is by far the most common variety of OIC. 
 
3. A. Incorrect. IRS discretionary authority to compromise is not the most important special considera-

tion for an OIC. Code section 7122 gives the IRS the discretionary authority to compromise, or 
reduce, any tax liability. 

 B. Incorrect. The requirement that a taxpayer must file his or her returns and pay tax on time for the 
next five years is not the most important consideration for an OIC. If a taxpayer’s offer is accept-
ed, all tax returns and payments must be on time for the next five years, or the offer will be re-
neged and the tax reinstated. 

 C. Correct. The most important consideration for an OIC is the fact that filing one tolls the collec-
tion statute of limitations. 

 D. Incorrect. The most important special consideration for an OIC is not that an OIC based upon 
ETA applies when there are no other grounds for compromise. ETA is one of the four grounds for 
OIC consideration. 

 
4. A. Incorrect. For the majority of taxpayers, RCP does not boil down to assets available but out of the 

government’s reach. One of the components of RCP is the amount of assets available to the tax-
payer but out of the government’s reach, such as offshore assets. 

 B. Incorrect. The amount collectible from third parties is not what RCP boils down to for the majori-
ty of taxpayers. The amount collectible from third parties is one of the components of RCP. 

 C. Correct. For the vast majority of taxpayers, RCP boils down to determining asset values (which 
includes current and future income assets). 

 D. Incorrect. Dissipation of assets is not the factor that RCP boils down to for the majority of tax-
payers. The IRS generally views dissipated assets as those disposed of in an attempt to avoid a tax 
liability. 

 
5. A. Correct. If Marcia has a 401(k) with a face value of $10,000, and has an outstanding loan against 

the account of $6,000, and an effective tax rate of 40%, the value of her account for OIC purposes 
is $0 ($10,000 less $6,000 equals $4,000, and a tax on $10,000 if withdrawn is $4,000, so the net 
value is $0). 

 B. Incorrect. If Marcia has a 401(k) with a face value of $10,000, and has an outstanding loan 
against the account of $6,000, and an effective tax rate of 40%, the value of her account for OIC 
purposes is not $10,000. The face value of the account ($10,000) does not take into consideration 
the loan or the potential taxes. 
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 C. Incorrect. If Marcia has a 401(k) with a face value of $10,000, and has an outstanding loan 
against the account of $6,000, and an effective tax rate of 40%, the value of her account for OIC 
purposes is not $4,000. The face value of the account ($10,000) less the loan ($6,000) equals 
$4,000; however, this value does not consider the potential tax liability. 

 D. Incorrect. If Marcia has a 401(k) with a face value of $10,000, and has an outstanding loan 
against the account of $6,000, and an effective tax rate of 40%, the value of her account for OIC 
purposes is not $6,000. This amount ($6,000) simply represents the face amount of the account 
less the tax liability. 

 
6. A. Incorrect. Paying necessary expenses for an operating business does not involve a dissipated as-

set. Paying necessary business expenses is not a careless or speculative business investment. 
 B. Correct. Transferring an asset to a friend for much less than fair market value would qualify as a 

dissipated asset. Assuming the taxpayer is aware of the pending claim, a transfer at much less 
than fair market value would be “wasting money.” 

 C. Incorrect. Using IRA proceeds to pay medical expense does not involve a dissipated asset. Medi-
cal bills are considered a necessary living expense and the payment of which would not involve 
dissipation. 

 D. Incorrect. Transferring an asset to a relative more than three years before submitting an OIC 
would not involve dissipation. If a transfer occurs more than three years before submitting an 
OIC, the IRS will generally disregard it. 

 
7. A. Correct. When valuing an OIC, the U.S. Tax Court prefers a Future Income Collateral Agree-

ment when dealing with the problem of uncertain current earnings. 
 B. Incorrect. When valuing an OIC, the U.S. Tax Court does not favor dissipation when dealing with 

uncertain current earnings. Dissipation involves the citizen wasting assets or money to reduce his 
or her collection potential. 

 C. Incorrect. Income averaging is not preferred by the U.S. Tax Court when dealing with the prob-
lem of uncertain current earnings. The argument against income averaging is that it is merely a 
speculative stab at what the citizen’s income might be going forward. 

 D. Incorrect. When valuing an OIC, the Tax Court does not favor using estimated future income 
when there are uncertain current earnings. The Court favors another method of valuation instead 
of estimated future income. 

 
8.  A. Incorrect. Seven years is not the longest period that a collateral agreement should run. It is sug-

gested that the taxpayer negotiate for an agreement period much less than seven years. 
 B. Incorrect. Two years is not the longest period that a collateral agreement should run. In the case 

of a deferred payment, the future income asset is figured over twenty-four months, and the collat-
eral agreement should be proposed to cover that period; however, the IRS will not likely agree. 

 C. Incorrect. For a cash offer, the future income asset is figured over twelve months. The maximum 
period of a collateral agreement will be longer than that, and the length of the agreement will be 
entirely negotiable. 

 D. Correct. It is suggested that five years should be the longest time a collateral agreement should 
run. 

 
9. A. Incorrect. When determining expenses for purposes of an OIC, the social security tax is not the 

type of tax that will be challenged by the IRS. The IRS must allow social security taxes in the 
calculation of disposable income. 

 B. Correct. When determining expenses for purposes of an OIC, the IRS will likely challenge de-
linquent state income taxes. 

 C. Incorrect. When determining expenses for purposes of an OIC, current state income tax is not the 
type of tax that will be challenged by the IRS. The IRS must allow current state income taxes in 
figuring disposable income. 
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  D. Incorrect. When determining expenses for purposes of an OIC, current federal income tax is not 
the type of tax that will be challenged by the IRS. The IRS must allow current federal income 
taxes in figuring disposable income. 

 
10. A. Incorrect. A non-low income taxpayer filing an OIC cash offer does not have to deposit 40% of 

the offer when the offer is filed. The required deposit percentage is less than 40%. 
 B. Incorrect. A non-low income taxpayer filing an OIC cash offer must make a deposit of more than 

0% of the offer. A cash deposit of a certain amount is required. 
 C. Incorrect. A non-low income taxpayer cannot make a deposit in the amount of 10% of the amount 

offered with the filing of an OIC cash offer. The required percentage is greater than 10%. 
 D. Correct. The taxpayer making a OIC cash offer must make a deposit of 20% of the amount of-

fered. 
 
11. A. Incorrect. If a taxpayer has monthly income, but it is exhausted providing for the care of depend-

ents, this is not an example of circumstances that would warrant consideration of an ETA offer 
under the public policy and equity argument. However, the above facts describe circumstances 
that would give rise to an ETA offer as a hardship case. 

 B. Correct. If substantial penalties and interest occurred during a period of illness or injury, but 
subsequent returns have been timely filed, these circumstances warrant consideration of an ETA 
offer under the public policy and equity argument. 

 C. Incorrect. If a taxpayer’s only asset is a retirement account and liquidation of that account would 
leave no means of future support, such circumstances would not warrant an ETA offer under the 
public policy and equity argument. However, the circumstances described would give rise to an 
ETA offer as a hardship case. 

 D. Incorrect. If a taxpayer has assets but cannot borrow against them due to financial limitations, 
such circumstances would not warrant an ETA offer under the public policy and equity argument. 
However, the circumstances described would give rise to an ETA offer as a hardship case. 

 
12. A. Incorrect. Form 656-B is not filed by a citizen seeking an OIC based upon doubt as to liability. 

Form 656-B, Offer in Compromise Booklet, is an IRS booklet for OICs. 
 B. Incorrect. Form 433-B is not filed by a taxpayer seeking an OIC based on doubt as to liability. 

Form 433-B is used to submit required business financial statements in connection with an OIC 
filing. 

 C. Correct. Form 656-L is filed by a taxpayer seeking an OIC based upon doubt as to liability. 
 D. Incorrect. Form 656 is not filed by a taxpayer seeking an OIC based on doubt as to liability. Form 

656 is the basic Offer in Compromise form used for doubt as to collectability, ETA, and “special 
circumstances.” 

 
13. A. Correct. In the case of an OIC based on doubt as to collectability, expect the IRS to say that the 

offer is too low. 
 B. Incorrect. After submitting an OIC offer based on doubt as to collectability for review, the re-

sponse to be expected by the citizen is not that the offer will be returned. If the citizen fails to 
supply requested information, the specialist will return the OIC to the filer. 

 C. Incorrect. After submitting an OIC offer based on doubt as to collectability for review, the re-
sponse to be expected by the citizen is not that the offer specialist will request a phone confer-
ence. The filer may ask for a phone conference with the specialist to discuss any issues. 

 D. Incorrect. After submitting an OIC offer based on doubt as to collectability for review, the re-
sponse to be expected by the citizen is not that the OIC is not processable. Although not expected, 
unless the offer is processable, it will be returned to the filer, and not denied per se. 
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14. A. Incorrect. The offer specialist does not have the burden of proof on all RCP issues. Whether an 
OIC is filed directly with the COIC unit, or it is submitted to a settlement officer through a CDP 
appeal, the file will end up in the hands of an offer specialist. 

 B. Correct. The taxpayer has the burden of proof on all RCP issues. 
 C. Incorrect. The settlement officer does not have the burden proof on all RCP issues. In determin-

ing whether the IRS abused its discretion in rejecting an OIC, the Tax Court will not consider ev-
idence that was not provided either to the offer specialist or to the settlement officer. 

 D. Incorrect. The COIC does not have the burden of proof on all RCP issues. The COIC (Centralized 
Offer in Compromise Unit) is responsible for evaluating and passing on the acceptance of OICs. 

 
15. A. Incorrect. While an OIC in pending, the IRS may not keep any tax refund received by the taxpay-

er. The IRS will keep any refund owed up through the tax year in which the OIC is accepted. 
 B. Incorrect. While an OIC is pending, the collection statute is tolled. This is the detriment associat-

ed with the collection stay. 
 C. Correct. The IRS is legally prevented from engaging in any collection while an OIC is pending. 
 D. Incorrect. A taxpayer’s settlement officer will be available to assist. If a pending OIC is filed 

through the CDP channel, the taxpayer can contact his or her settlement officer if a complaint 
about illegal collection action is warranted. 
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Chapter 13 

Tax Amnesty Program Number 4:  
Wage-Earners Repayment Plan 

 
Learning Objectives 

 Ascertain who administers a wage-earner’s repayment plan 
 Identify a non-dischargeable tax debt 
 Choose the 1984 Tax Court case that established the well-accepted definition of a tax return 
 Spot the bankruptcy code rule that is consistent with the IRS rule for determining disposable in-

come 
 
Introduction 
At the beginning of this treatise, I offered to prove that there is no such thing as a hopeless tax case. I 
hope by now you have concluded that there are many more opportunities to solve your problems than you 
realized—but there is even more. The programs discussed in Chapters 13 and 14 are the essence of the 
“fresh start” principle. They are intended for those whose debts are so overwhelmingly large, there seems 
to be no way of living a normal life. These programs are designed for the citizen who is unable to find 
relief due to unreasonable IRS demands or unrelenting collection action. 

Though countless others have tasted success with the programs previously discussed, there is no 
guarantee of success for every case. The success or failure of a given technique depends, in large part, 
upon the facts of the case. However, for those who could not, for whatever reason, solve their tax problem 
using the programs discussed in the previous chapters, there is an important alternative that for many 
years was relatively unknown. 

As of this writing, there are more people in tax trouble than ever before. As millions of citizens sink 
deeper into tax debt, many turn to public support for their daily bread. Worse, they run for cover in the 
underground economy. This places dangerously negative pressure on public programs and disrupts the 
private economy. Those smothered in debt must find relief or everyone suffers. The loss is not just eco-
nomic. It must also be measured in human terms. These millions of citizens are often unable to earn a 
living. They cannot provide for their families. They are desperate and usually without hope. 

Brenda, for example, a homemaker, was stuck with $1.5 million in tax debts by her ex-husband that 
grew out of his illegal business. All Brenda had to show for her years of marriage was an insurmountable 
debt and three children. With an $18,000 per-year job, a seven-figure tax debt and three kids to support, 
how do you suppose Brenda felt about her chances of ever living a normal life?  

Jack was a retired firefighter. Lost in a pattern of non-filing, he faced tax assessments far beyond 
what he could pay, even if he lived to be ninety-five. The IRS began seizing his pension, leaving him just 
$325 per month to live on. Even if Jack went back to work, there was no hope of ever paying his tax debt. 

Don was a truck driver. He was persuaded to invest a small sum in a tax shelter program that he was 
assured was perfectly legal. In the first two years of the program, Don’s investment saved him a few thou-
sand in taxes. But by the time the IRS attacked the shelter and the ensuing litigation ended unfavorably 
for Don many years later, he faced over $57,000 in tax assessments. In Don’s mind, his hope of resolving 
the problem ended when the levies began.  

Marilyn was a victim of her husband’s political passion. Her husband Mike was an adamant tax pro-
tester and he persuaded Marilyn that she too should carry the banner. The eventual assessments against 
Mike drove him underground and he was unable to support his family. The emotional strain of continual 
hiding, and the financial strain caused by living hand-to-mouth contributed to their getting a divorce. Af-
ter the split, Marilyn stepped forward to reverse a stance that she was never comfortable with from the 
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start. The IRS, however, did not care about Marilyn’s change of heart. The IRS was more interested in 
wringing a pound of flesh from a former “tax protester.” Suddenly, Marilyn faced tax assessments in ex-
cess of $35,000. On a teacher’s salary, what do you suppose her confidence level was that the debt would 
ever be paid?  

The most tragic of all losses is when those trapped in debt abandon all hope, and then turn their des-
peration and depression inward. One famous story is that of Alex Council, the North Carolina resident 
who committed suicide so his wife could collect the insurance money to resolve their IRS problem. In 
Houston, a young couple shot themselves on the front lawn of their home as the IRS sold it to the highest 
bidder. In Orlando, a fourteen-year-old shot himself as a result of depression caused by the IRS’s unmer-
ciful, five-year pursuit of his parents over-fabricated tax debts. In Phoenix, a man exploded his home just 
prior to being evicted by the IRS. He was inside at the time. He committed suicide over a $15,000 tax bill. 
Perhaps the most shocking of all such stories is that of a Miami man who hijacked a Dade County school 
bus and led police on a dramatic fifteen-mile, seventy-five-minute chase. He was killed by Miami police 
officers. Just days before the hijacking, the IRS filed a tax lien against the perpetrator for nearly $31,000. 

Common sense and sound judgment dictate that in the United States of America, there must be some 
way to avoid this kind of suffering, hopelessness and tragedy. Take heart—there is.  

As you read the next two chapters, think of these programs as the end of the tax debt odyssey. While 
you may have been wandering in the wilderness of debt for years, these programs may be your ticket 
home. These programs offer the means by which you may cross the river into the promised land of finan-
cial liberty, free at last from the oppression of unyielding tax debt. To you who hunger and thirst for lib-
erty, I say, welcome home! 

 
Who Can Benefit from the Wage-earner’s Repayment Plan? 
Any person with steady monthly income may benefit from a wage-earner’s plan. To succeed with this 
program, one must have sufficient income after paying all monthly living expenses (without regard to the 
IRS debt) to enable payment of a “dividend” to the IRS. The overriding potential benefits of this program 
are:  

 Reduce or eliminate prior penalty assessments,  
 Reduce or eliminate further accumulation of penalties,  
 Eliminate further accumulation of interest in most cases,   
 Reduce or eliminate certain sufficiently aged tax debts, including penalties and interest that can-

not be repaid.  
 
A wage-earner’s repayment plan is administered by the Federal Bankruptcy Court. It is commonly re-

ferred to as a Chapter 13 repayment plan. Under Chapter 13 of the Bankruptcy Code (Title 11, United 
States Code), a person with regular income and debts within certain limits may propose a repayment plan 
to creditors, including the IRS. A properly drafted plan accomplishes the four points I just mentioned. 

 
Note: Unless otherwise indicated, all references to “the code” in Chapters 13 and 14 of this treatise refer to the 
United States Bankruptcy Code (Title 11, United States Code). Where reference is made to the Internal Revenue 
Code, such distinction is clearly indicated.  

 
Common Concerns About Filing Bankruptcy 
For most citizens, the “B” word is a horrible prospect. It conjures many negative ideas, not the least of 
which are embarrassment, failure and abandonment of financial responsibilities. While the feelings are 
certainly legitimate, the truth is, the perceptions are not. Let me address those concerns.  

 
“Bankruptcy is a Way of Cheating”  
The ability to discharge lingering, unmanageable debt in bankruptcy is a right protected by the United 
States Constitution, Article I, sec. 8, clause 4. It is no more legally or morally correct to suggest one is a 
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“cheater” simply because he filed bankruptcy than it is to suggest he is an anarchist by voting to unseat an 
incumbent president, or that he is a criminal because he asserts his right to counsel under the Sixth 
Amendment. The rights and protections expressed in the Constitution were not placed there by our wise 
and divinely-guided forefathers for the benefit of criminals, cheaters or malcontents. They are intended to 
ensure the continued political and economic freedom and social stability of all citizens, rich or poor. Con-
tinual, unmanageable debt is one of the oppressive conditions from which we need to be freed.  

The first bankruptcy law in the Unites States was passed in 1800. It was patterned after the English 
law which dated to the time of Henry VIII. In England, bankruptcy statutes functioned primarily to the 
benefit of creditors. For the first time, however, the United States’ law extended protection to debtors. 
Drawing on the insight and wisdom of the great English jurist William Blackstone, our Founding Fathers 
broadened bankruptcy to expand our rights substantially. At the behest of Blackstone, the bankruptcy 
process was established as a means of humanely resolving creditor/debtor relations. Principally, it was 
offered as an alternative to “jail-for-debt,” a practice regularly utilized in eighteenth-century Europe. 

Beginning with the act of 1841, rehabilitation of the debtor became a major objective of the Bank-
ruptcy Code. With that legislation, the idea of a voluntary petition filed by the debtor himself was intro-
duced into our society. The concept of debtor rehabilitation is now embodied in the phrase, “fresh start.” 
It is the promise of a fresh start that drives the majority of citizens to bankruptcy, not the desire to “cheat” 
creditors. As I stated earlier in this work, I find it fascinating that the IRS chose the phrase “fresh start” to 
describe its settlement attitude.  

We all recognize that those lost in debt are unable to fully participate in or reach their full potential in 
our society. This is particularly true when such debt is so debilitating that it drives the citizen under-
ground. Now he is not only in debt, but unproductive to himself, his family and society. Not only does he 
fail to pay his back taxes, but he fails to pay current taxes as well. 

 
“Filing Bankruptcy Will Ruin My Credit”  
Certainly, the fact of filing bankruptcy follows a person for some time afterward. Without question, it 
impacts his “credit worthiness.” One man I spoke with about bankruptcy voiced a strong objection on this 
ground. He owed many thousands to the IRS and it was threatening to levy his paycheck.  

I asked him several questions, starting with, “Sir, how much do you presently owe the IRS?” He re-
sponded that the total was in excess of $40,000.  

“Can you pay the bill?” I asked.  
“Not a chance,” he said, as I expected.  
“Can you get a loan to pay?” I inquired.  
“No way,” he chirped.  
Though I knew the answer, I asked my next question anyway: “Why not?” 
He quickly explained that the tax lien scared all banks away from lending to him. “As soon as they 

discover the tax lien,” he said, “they run.”  
“Let me put this all into perspective,” I said. “You owe the IRS forty grand you cannot possibly pay. 

The tax lien prevents you from getting any kind of loan to pay it. Because of interest and penalties, you 
can make monthly payments for the rest of your life and owe more when you’re dead than you do now. 
And to top it off, the IRS is presently on your doorstep threatening to levy and seize everything you own. 
Is that about right?” 

“It sure is,” he moaned.  
Then I said, “I have just one more question. What credit are you talking about!?” He slowly nodded 

his head in both agreement and understanding. 
The cold reality is, by the time you reach this stage, IRS has long since settled any questions about the 

viability of your credit. The answer is you have no credit a bankruptcy can ruin! You must recognize that 
the IRS does far more to ruin your credit and your life than any bankruptcy will ever do. Furthermore, the 
negative effects of the IRS’s actions potentially linger much longer than those of a bankruptcy. This is 
especially true if you extended the collection statute of limitations (see Chapter 10).  
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However convenient a line of credit may be, face the facts. The lack of it cannot destroy you. On the 
other hand, the IRS’s actions—actual and potential—can destroy you, and not just financially, but physi-
cally, mentally and morally as well! 

 
“I will Lose Everything in Bankruptcy”  
In the first place, if you do not seek the protection of the bankruptcy court in the appropriate circumstanc-
es, be assured the IRS will likely see to it that you do “lose everything.” The true hardship occurs when 
the IRS sells your property for a fraction of its value and then leaves you with a remaining, unpaid debt. 
Not only are you dispossessed of your assets, but you are also faced with a huge tax bill and no way to 
pay it. 

Secondly, both Congress and the various state legislatures have passed “exemption” statutes permit-
ting a debtor in bankruptcy to retain certain assets. The exemptions vary widely from state to state but all 
generally permit a debtor to retain his personal belongings such as clothing, furniture, an automobile 
(within a certain value), tools and equipment necessary to earn a living (within a certain value) and other 
property.  

To be sure, one is generally not “wiped out” and left as poor as a church mouse when the bankruptcy 
is complete. In a Chapter 13, depending upon the facts of the case and in light of the manner in which the 
program operates, one might not lose anything and still emerge from the plan free of IRS debt.  
 
“But I Thought Taxes Were Not Discharged in Bankruptcy!”  
The best-kept legal secret in the country is the fact that federal income taxes are often fully dischargeable 
in bankruptcy, and they have been so for fifty years! In 1966, Congress passed the Bankruptcy Reform 
Act, Public Law 89-496. One purpose of the law was to “make dischargeable in bankruptcy debts for 
taxes.” U.S. Code Congressional and Administrative News, Vol. 2, page 2468 (May 12, 1966). 

Because we have all been told that federal income taxes are not discharged in bankruptcy, you may 
still be questioning the validity of this startling revelation, and justifiably so, because there was a time 
when this was true. However, after a congressional investigation in 1966, the law was changed. Senate 
Report No. 1158 accompanying Public Law 89-496 points out that Congress discovered two specific 
problems created by the fact that taxes were, at the time, non-dischargeable. The first problem was,  

 
“Frequently, the [non-dischargeability] prevents an honest but financially unfortunate 
debtor from making a fresh start unburdened by what may be an overwhelming liability 
for accumulated taxes. The large proportion of individual and commercial income now 
consumed by various taxes makes the problem especially acute. [Keep in mind, this was 
written in 1966.] Furthermore, the non-dischargeability feature of the law operates in a 
manner which is unfairly discriminatory against the private individual or the unincorpo-
rated small businessman. Although a corporation is theoretically not discharged, the 
corporation normally ceases to exist upon bankruptcy and unsatisfied taxes, as well as 
other unsatisfied claims, are without recourse even though the enterprise may continue to 
operate in a new corporate form.” Ibid, Vol. 2, page 2471 
 

The second problem involved the fact that federal taxes were given a “priority” over other debts. That 
is to say, taxes were always among the first debts paid with assets obtained from the debtor. Many times, 
this left precious little or nothing for other creditors. Congress observed,   

 
“The result has frequently been that tax collectors, assured of a prior claim on the assets 
of a failing debtor and assured of the non-dischargeability of uncollectible tax claims, 
have allowed taxes to accumulate and remain unpaid for long periods of time. With the 
proliferation of new taxes and the increased rates of old taxes, often nothing is left for 
distribution to general creditors who provided goods and services to the bankrupt.” Ibid 
(Emphasis added by author.) 

 



Chapter 13 – Tax Amnesty Program Number 4 

227 

If this problem were bad enough to require congressional action in 1966, imagine the breadth and 
scope of the problem today. Tax, penalty and interest rates are head and shoulders above the levels of that 
time. What has not changed, however, is the fact that most IRS employees, and the public—even tax and 
bankruptcy attorneys—continue to hold to the false notion that taxes are not dischargeable. Consequently, 
we continue to see citizens suffer through collection problems they simply do not have to endure.  

Journalists at every level add to the confusion by publishing reports propagating the lie. I have seen 
such reports in major, respected journals such as Money Magazine, Woman’s Day, Kiplinger’s Personal 
Finance Magazine and a host of daily newspapers throughout the United States.  

The ignorance reaches to the highest levels of expertise within the bankruptcy community itself. 
Some time ago, Money Magazine published a story claiming taxes were not dischargeable. After seeing it, 
one of my newsletter subscribers sent the reporter a copy of an earlier edition of this book and several of 
my newsletters on the subject. The reporter read the material with much interest then phoned me. He 
asked many questions and I gave him chapter and verse to support my answers. During the conversation, I 
stated, “There is not one lawyer in a thousand who knows this can be done.” He responded by saying, “I 
know. I called all the major bankruptcy law firms in Manhattan. They all said you could not discharge 
taxes in bankruptcy.” Despite my information, the editors at Money chose not to tell the truth about dis-
charging taxes in bankruptcy. 

One key reason for the widespread ignorance might be that bankruptcy experts do not often concern 
themselves with tax laws and tax experts generally do not get involved with bankruptcy matters. A more 
likely explanation is that the IRS has published the false information for so long very few ever bother to 
question it.  

The IRS has a publication discussing the topic. It is Publication 908, Bankruptcy Tax Guide. It is 
woefully deficient in its explanation of the laws and the rules under which one may discharge tax debts. 
In the 1982 edition (then entitled Taxes and Bankruptcy), under the heading “Discharge of Unpaid Tax-
es,” the document read, “As a general rule, there is no discharge for an individual debtor at the termina-
tion of the bankruptcy case for any prepetition (taxes existing prior to filing bankruptcy) taxes.” 

This explanation clearly left the impression that tax liabilities were simply not discharged. Moreover, 
questioning most IRS employees usually leads to the same conclusion. While writing the first edition of 
this book, I phoned IRS Taxpayer Assistance as I sometimes do when I need a laugh. I asked the “expert” 
whether unpaid taxes could be discharged.  

“Absolutely not,” she declared without hesitation.  
“Not under any circumstances whatsoever?” I probed.  
“Positively not,” she reassured me.  
After asking the same question using different words, she replied, “Taxes are absolutely, positively, 

definitely, metaphysically [whatever that means] not discharged in bankruptcy.”  
She went on to give me some advice. She explained that I should contact a bankruptcy lawyer be-

cause “a bankruptcy lawyer will verify that taxes cannot be discharged.”  
Sadly, that is the only thing she said that was correct.  
The deliberately-false information appearing in Publication 908 led me to blast the document in the 

May 1988 issue of my newsletter, Pilla Talks Taxes. The article criticized the IRS for “intentionally mis-
leading the public.” Just one month after that newsletter hit the street the IRS issued an internal memoran-
dum addressing the inaccurate publication. The memo, dated June 15, 1988, recalled and ordered de-
stroyed all existing copies of the document. The reason given was that revisions to the law made the doc-
ument “out-of-date and could be misleading to taxpayers.” IRS Message 88-00967, June 15, 1988. 

Misleading indeed! The publication was downright deceptive. But in light of the 1966 Bankruptcy 
Reform Act, why did the IRS wait until June of 1988—twenty-two years after the law was changed, but 
just one month after Pilla Talks Taxes printed the truth—to acknowledge that the information “could 
mislead taxpayers?” You can answer that question for yourself.  

While the matter of revising Publication 908 was being deliberated by the IRS, we went on the offen-
sive. My long-time friend and associate, tax attorney Donald W. MacPherson, wrote a letter to the IRS’s 
National Office. He pointedly told the IRS that Publication 908 was misleading and he demanded the 
revised edition tell the truth about federal bankruptcy laws. In early December 1988, the IRS responded to 
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Mac’s letter. The language is dramatic and exciting. More than anything else I can say, it proves that tax-
es are indeed dischargeable in bankruptcy. In the letter, Michael R. Gallagher, then the Chief, Technical 
Publications Branch, stated,  

 
“Because of your letter, we made additional clarifying changes to the publication’s man-
uscript. We will soon make the revised edition of Publication 908 available to the public.  
 
In addition to the actions we have taken to update and revise Publication 908, the IRS’s 
Taxpayers’ Service Division, which provides walk-in and telephone tax assistance to the 
public, will soon remind their field personnel that there can be a discharge in bankrupt-
cy of Federal income tax debt. That division will also cover this matter in future employ-
ee training courses.” (Emphasis added by author.) 

 
On February 17, 1989, long after its expected due date, IRS released the revised Publication 908. De-

spite the fact that the authors made no effort to explain the potentially confusing discharge rules, the IRS 
nevertheless came clean. That version of Publication 908 basically said that one can be discharged of 
income tax debts. The current version of Publication 908 (October 2012), states at page 25, as follows:  

 
The bankruptcy court may enter an order discharging the debtor from personal liability 
for certain debts, including taxes. The order for discharge is a permanent order of the 
court prohibiting the creditors from taking action against the debtor personally to collect 
the debt. However, secured creditors with valid pre-bankruptcy liens may enforce them to 
recover property secured by the lien. (Emphasis added by author.) 

 
So, yes Virginia, federal income taxes are indeed dischargeable in bankruptcy. We proved it and 

forced the IRS to change its false publication. Since the cat was out of the bag, the IRS was forced to 
adopt its “new attitude” on the Offer in Compromise in order to prevent oppressed citizens in wholesale 
numbers from exercising that right. The agency’s worst fear is that this news spreads far and wide. To 
prevent that, the agency continues to use as much technicality as possible in the language of Publication 
908 to prevent people from clearly understanding the discharge rules. Nevertheless, the fact is that the 
IRS’s “fresh start” program is in place not because the agency got religion and decided to do you a favor. 
Rather, it is there to keep you from turning to bankruptcy and thus preventing the agency from collecting. 

You now know why I insist there is no such thing as a hopeless tax case. The bankruptcy laws pro-
vide hope and a last-resort remedy. Americans no longer need to be driven to suicide by the actions of 
their own government.  

  
The Rules for Discharging Taxes in Bankruptcy 
The ability to discharge taxes in bankruptcy is entirely dependent upon timing factors that hinge on vari-
ous dates. There are a total of five rules that must be met in order for a tax debt to be considered dis-
chargeable. The rules are discussed here.  

1.  The three-year rule. The tax must be for a return that was due, including extensions, at least three 
years prior to filing bankruptcy. BC (Bankruptcy Code) §507(a)(8)(A)(i). For example, suppose 
you owe taxes for the year 2010. The due date of the 2010 return was April 15, 2011, unless you 
filed an extension. The three-year rule is met if the bankruptcy petition is filed after April 15, 
2014. If you submitted an extension to file, the due-date was pushed to October 15, 2011. In that 
case, you meet the three-year rule if you file bankruptcy after October 15, 2014. 

2.  The 240-day rule. The tax must be assessed for at least 240 days prior to filing bankruptcy. BC 
§507(a)(8)(A)(ii). The assessment date is the day on which an assessment officer signs an as-
sessment certificate. That date is then recorded in the master file. It governs for bankruptcy as 
well for determining the starting point of the CSED.  

3.  The post-filing assessment rule. The tax may not be assessed or assessable after filing the peti-
tion in bankruptcy. BC §507(a)(8)(A)(iii). Any assessment meeting the 240-day rule naturally 
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meets this rule. This rule refers to taxes not yet assessed, such as those pending in a current audit, 
appeal, or a Tax Court case. 

 

If a tax debt fails to meet each of the above three rules, it is considered a “priority” debt under 
bankruptcy code section 507(a)(8). The significance is that priority tax debts are never discharged 
in bankruptcy. A tax debt that meets each of the above three rules is classified as a “non-priority” 
debt, and is not barred from discharge under code section 507. However, to be fully dischargea-
ble, the debt must also meet two additional two rules (discussed next), which are expressed in 
bankruptcy code section 523.   

 

4.  The return-filed rule. A return must be filed for the year in question. Moreover, it must be filed 
on time. If filed late, the return must be filed for at least two years prior to filing bankruptcy. BC 
§523(a)(1)(B). Thus, debts attributable to unfiled tax returns will not be discharged in bankruptcy. 
This important subject warrants further discussion, which I present below.   

5.  The no-fraud rule. The tax cannot be the result of a fraudulent return or a deliberate attempt to 
evade or defeat the assessment or payment of the tax in any manner. BC §523(a)(1)(C). The IRS 
has the burden of proof as to any fraud claim. If the agency is able prove fraud with clear and 
convincing evidence, the tax debt for that year will be rendered non-dischargeable.  

 
Note: In order to be dischargeable, a tax debt must meet all five rules expressed above. If any one or more of 
those rules is not met, the tax is considered non-dischargeable. The above five rules apply equally to a Chapter 13 
bankruptcy and to a Chapter 7 bankruptcy (discussed in Chapter 14). 

 
Let me elaborate a bit more on these rules so you fully understand their impact, especially in light of 

the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA). Like many of the 
tax/bankruptcy laws, this law created much confusion because of its scope and complexity. Many people 
are under the impression that tax debts are not dischargeable because of certain provisions of this law. 
This not true, though the law did raise certain concerns, which created issues that I address here.  

 
Rule 4—The Return-filed Rule 
The bankruptcy code specifically states that among the debts that are not discharged are taxes for which a 
return, “if required,” was, a) not filed, or b) was filed within two years of filing bankruptcy. See BC 
§§523(a)(1)(B) and 1328(a)(2). As I stated, to constitute a dischargeable tax debt, a return must be filed 
on time, or, if filed late, it must be filed at least two years prior to filing bankruptcy. While taxes attribut-
able to unfiled returns or late returns filed within two years of filing bankruptcy are not dischargeable in 
bankruptcy, proper planning can still potentially render those taxes dischargeable in time.  

Consider this scenario. Suppose the IRS pressures you to file delinquent returns. In response, you file 
those returns and then establish an installment agreement. By filing the returns, you start the two-year 
clock running. Once the installment agreement is established, the IRS is now prohibited from enforcing 
collection. This allows you to make the installment payment free of enforcement action. Keep in mind 
that the two-year clock is ticking all the while the installment agreement is in effect. Once you meet the 
two-year waiting period, you can file bankruptcy and potentially discharge the tax (assuming all other 
rules are met). On the other hand, if you simply file bankruptcy without meeting that two-year waiting 
period, or you file bankruptcy prior to filing the returns, taxes for those years are definitely not discharge-
able.  

BAPCPA addresses in four important ways the question of exactly what constitutes a tax return for 
purposes of this rule. First, Bankruptcy Code section 523(a)(1)(B) uses the phrase “return, or equivalent 
report or notice” in describing the filing requirement. That is to say, to be dischargeable, you must have 
filed the required tax “return, or equivalent report or notice.” The significance of this arises when address-
ing the dischargeability of state income taxes.  

Keep in mind that bankruptcy laws are federal laws and they govern the debtor-creditor relationship 
in all cases, including your tax debts with state taxing agencies. In fact, the bankruptcy laws do not specif-
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ically mention the IRS. Rather, they refer to “taxing authorities.” Thus, state income taxes are dischargea-
ble under the same rules and to the same extent that federal income taxes are dischargeable.  

Most states with an income tax “piggyback” their tax law off the federal system. As such, if there is a 
change in your federal tax liability, there will be a corresponding change in your state tax liability. Be-
cause of this, states generally require that if the IRS changes your tax because of an audit or other adjust-
ment, you are required to file a “report or notice,” or even an amended return with the state to inform 
them of that change. The state then makes its own assessment.  

Therefore, in order to discharge any state tax debt that grows directly from an IRS audit, you must file 
the required state report, notice or amended return in accordance with the state’s rules and time limits. If 
such a notice or report is filed late, you must meet the two-year rule with respect to that notice before the 
state tax is considered dischargeable.  

The second—and perhaps more important—aspect of the return-filing rule under bankruptcy code 
section 523(a) provides that in order to constitute a tax return, the document must satisfy the requirements 
of non-bankruptcy law. See BC §523(a)(19)+ (the so-called “hanging paragraph” because there is no spe-
cific paragraph reference to it). Before BAPCPA was adopted in 2005, the term “tax return” was not de-
fined in either the tax code or the bankruptcy code.  However, in 1984, the Tax Court devised a definition 
of a return which has stood for decades and has been accepted by nearly every federal and state court in 
the country. To constitute a return, the document must:  

1.  Contain sufficient information to calculate a tax liability,  
2.  Purport to be a tax return and not some other filing,  
3.  Be signed under the penalty of perjury, and 
4.  Constitute an honest and reasonable effort to comply with the tax law.  
 
These four elements constitute the so-called Beard test, named for the case of Beard v. Commission-

er, 82 T.C. 766 (1984), in which they were articulated. Provided your submission to any taxing agency 
meets the above requirements, it is considered a tax return for purposes of section 523(a). This issue 
comes into play in cases where the IRS files a return for you. See my discussion under the heading, The 
Substitute for Return, below.  

The third element regarding tax returns addresses IRS-filed tax returns under tax code sections 
6020(a) and 6020(b) (and equivalent state law). For non-filers, understanding tax code section 6020 is 
very important. As you know by now, the IRS is allowed to file a return for you if you fail to file. The 
IRS’s return can be based upon “available information.” This usually means somebody at the IRS studies 
the alignment of the stars and planets, and from that, divines your income—and by extension, your tax 
liability. It should come as no surprise that tax liabilities determined this way are often excessive.  

Under tax code section 6020(a), the IRS may prepare a return for you based upon information you 
provide, as well as other information such as Forms 1099 and W-2. The IRS then presents the return to 
you. The law provides that upon signing that return, it “may be received by the Secretary as the return of 
such person.” This becomes your tax return and is effective for bankruptcy if it is submitted on Form 
1040.     

However, the IRS hardly ever uses Form 1040 for this purpose. Rather, IRS accomplishes the same 
end by issuing Form 4549, Income Tax Examination Discrepancies (used in connection with an audit), or 
Form 870, Waiver of Restrictions on Assessment and Collection of Deficiency (used in connection with 
audit appeals). In either case, upon your signing the form, the tax becomes assessed. But keep in mind 
that in order to constitute a tax return for bankruptcy purposes, the submission must meet all of the Beard 
elements. The key here is that it must be signed under penalty of perjury. Neither Form 4549 nor Form 
870 contains a perjury clause.  

Therefore, to make sure that either form is considered a tax return, you must submit an additional 
document declaring that the Form 4549 or 870 is intended to be a return, and your document must contain 
a statement that the information is true and correct under penalty of perjury. When you do that, your Form 
4549 or Form 870 will constitute a 6020(a) tax return for bankruptcy purposes. See IRM part 5.9.2.10.1.2; 
and Revenue Ruling 2005-59. 
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The IRS may also proceed against non-filers under tax code section 6020(b). That section reads as 
follows:  

 
“If any person fails to make any return required by any internal revenue law or regula-
tion made thereunder at the time prescribed therefor, or makes, willfully or otherwise, a 
false or fraudulent return, the Secretary shall make such return from his own knowledge 
and from such information as he can obtain through testimony or otherwise.” 

 
The primary difference between a 6020(a) return and a 6020(b) return is the level of cooperation be-

tween the IRS and the citizen. You participate in the 6020(a) process. The IRS acts unilaterally in the 
6020(b) process. Returns prepared under 6020(b) are referred to as “substitute for returns” (SFR; which I 
discussed at length earlier). SFRs expressly are not tax returns for bankruptcy purposes. Therefore, any 
SFR assessment, standing alone, is not dischargeable in bankruptcy, regardless of when it was made. I 
discuss this in more detail below, under the heading, The Substitute for Return.  

The fourth and final area of concern regarding tax returns and bankruptcy applies to Tax Court deci-
sions. Section 523(a)(19)(B)+ provides that a tax return includes “a written stipulation to a judgment or 
final order entered by a non-bankruptcy tribunal.” This refers to agreements and court orders issued in 
United States Tax Court cases. When you appeal an audit decision, the case can eventually go into the 
Tax Court. To resolve the matter, the case is either settled by agreement—stipulation—or by a final court 
order. In either case, such a resolution constitutes a tax return for bankruptcy purposes.  

This is important in SFR cases. When the IRS follows the proper procedures in an SFR case, it must 
issue a Notice of Deficiency (NOD) before it can get an assessment. The issuance of the NOD gives you 
the right to go to the Tax Court. When you resolve your case in Tax Court, either by filing a correct return 
or through a stipulated decision or a court order, you have effectively filed a tax return for bankruptcy 
purposes.  
 
Tolling Applicable to the Time Periods in Rules 1 through 3 
The time periods specified in section 507(a)(8) (rules 1 through 3) for determining whether a tax debt is 
considered a priority debt are in place to give the IRS a reasonable opportunity to collect before a person 
seeks to discharge the debt in bankruptcy. The rules seem simple enough but over the years, glitches de-
veloped in two areas.  

The first area involves the filing of a prior bankruptcy. When you file a bankruptcy petition, all credi-
tors are precluded from attempting to collect in any way. This is known as the “automatic stay” and is 
discussed later in this chapter. Because of the stay, the mere act of filing bankruptcy stops collection, 
regardless of whether the underlying tax debt is ultimately discharged or not.  

People would often file bankruptcy to stop the IRS even though the tax debt did not meet one or more 
of the discharge rules. They would continue in a bankruptcy until the debt did meet all the rules. They 
would then dismiss the bankruptcy case and immediately file a new bankruptcy petition, claiming the debt 
was dischargeable because the second bankruptcy met all the discharge timing rules. 

The second glitch is in tax law, not bankruptcy law. As I explain in Chapter 10, several provisions of 
the tax code prohibit the IRS from collecting if the citizen invokes certain remedies under the tax code. 
Common examples are the filing of an Offer in Compromise and a request for Collection Due Process 
Hearing. The bankruptcy code includes specific language that addresses these tolling issues. The rules 
breakdown as follows. 

 
The 240-day Rule and an Offer in Compromise 
Under bankruptcy code section 507(a)(8)(A)(ii), if an Offer in Compromise is filed prior to the expiration 
of the 240-day assessment waiting period, the 240-day rule is suspended while the OIC is pending, and 
for thirty days thereafter. The 240-day-rule is also tolled during the time an OIC is “in effect.” An OIC is 
considered “in effect” once it is accepted by the IRS and, 
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“it remains in effect until the offer is defaulted, or the compromised amount is paid in full 
and the future compliance period has ended.” IRM part 5.9.13.19.3(1) (Emphasis added 
by author.) 

 
Note that the future compliance period is the five-year probationary period following acceptance of 

the OIC. See Form 656, Offer in Compromise, section 8, “ Offer Terms.” 
Given this, you cannot expect to use an OIC as a “stalling device” to meet the 240-day rule so you 

can discharge your tax debt in bankruptcy. The best advice generally is to file an OIC after you meet the 
240-day rule. Note that the filing of an OIC has no bearing on either the three-year rule or the two-year 
rule.  
 
The Effect of a Prior Bankruptcy on the 240-day Rule and the Three-year Rule 
Under bankruptcy code sections 507(a)(8)(A)(ii) and 507(a)(8)(G)+ (another “hanging paragraph”), any 
prior bankruptcy filed within the 240-day period or the three-year period tolls both of those waiting peri-
ods. The tolling is effective while the bankruptcy is pending, plus ninety days. Again, you must be careful 
with the timing of a bankruptcy filing just as you are with an OIC filing. You cannot use the automatic 
stay provisions of the bankruptcy code to hold off the IRS while the 240-day or the three-year clocks tick.  
 
The Three-year Rule, the 240-day Rule and a Collection Due Process Appeal 
Bankruptcy code section 507(a)(8)(G)+ also addresses IRS collection matters. This section provides that 
the three-year and the 240-day waiting periods “shall be suspended” during any period you filed a “re-
quest for a hearing and an appeal of any collection action taken or proposed.” This section clearly refers 
to the filing of a Request for Collection Due Process Hearing, Form 12153, under tax code section 6330. 
Under this provision, the IRS is prohibited from collecting while the request for a hearing is pending, 
including appeals. I discuss CDP hearings at length in Chapters 5 and 6. Given this general tolling lan-
guage, the filing of a CDP Request merely to hold off the IRS is not effective to meet the bankruptcy 
timing rules.  

When determining whether your specific tax debt is dischargeable in bankruptcy at any given time, 
take into consideration all the rules explained above. These rules are the most convoluted statements of 
law I ever read. There is no doubt in my mind that they are written this way to deliberately confuse peo-
ple, steering them away from the potential benefits of bankruptcy. However, I cracked the code! There is 
no question that tax debts can be discharged. If seeking counsel to assist in this process, be sure, sure, sure 
he is intimately familiar with these confusing laws. If not, I promise, you will come out of bankruptcy 
with the same problems you had going in. 

 
The Substitute for Return 
The IRS’s substitute for return (SFR) poses special problems for discharging taxes in bankruptcy. This is 
because the SFR is not considered a tax return for bankruptcy purposes, as I explained above. But this 
does not mean that you are without options in dealing with an SFR assessment. In this section, I address 
three common scenarios in which the IRS issues SFRs and how these scenarios play into a potential bank-
ruptcy discharge. 
  
The Notice of Deficiency (NOD) and Tax Court 
If the IRS proceeds properly in a non-filer situation, the agency follows the so-called deficiency proce-
dures. This means that before the IRS can get an assessment, it must issue a Notice of Deficiency. No 
valid assessment can be made under tax code section 6020(b) without an NOD.  

After the NOD is issued, you essentially have two options. The first is to agree to the tax. You do that 
by signing the Form 4549 that comes with the NOD, or Form 870 if you are dealing with the IRS’s Office 
of Appeals. When you do this, you have effectively filed a return, because, as explained above, a signed 
Form 4549 or Form 870 constitutes a return for bankruptcy purposes when accompanied by a statement 
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that the form is signed under penalty of perjury and purports to be a tax return. See above for my discus-
sion on what constitutes a state income tax return. 

The second option arises if you disagree with the tax calculation. In that case, you have the right to 
petition the Tax Court for a redetermination of the purported tax deficiency within ninety days of the date 
on the NOD. Once in Tax Court, you negotiate your correct tax liability with the IRS’s Appeals Office or 
Office of Area Counsel—the IRS’s attorneys. When the negotiations are finalized, you sign Tax Court 
decision documents that reflect your correct tax liability, not the trumped-up SFR numbers.  

This is the ideal scenario in an SFR case. The reason is that before there is any assessment, you either 
filed tax returns through the Tax Court process or you submitted sufficient information to allow the IRS 
to determine your correct tax. In either event, the result is a signed decision document that reflects your 
correct tax. The assessment is based upon that document. And even better, that document constitutes a tax 
return for bankruptcy purposes.  
 
The NOD but no Tax Court Case 
Unfortunately, not many people know what to do when they receive a Notice of Deficiency. While the 
notice itself explains your right to file a case in Tax Court, people do not understand how to file and often 
do not have the money to hire counsel to help. This usually leads to the NOD expiring. In that case, the 
IRS makes a default assessment based on the SFR.  

Even after the assessment is recorded, there are a number of ways to resolve the question of the un-
derlying tax liability. But once an SFR assessment is in place, the capacity to discharge the tax in bank-
ruptcy becomes unlikely. The reason is due to a line of court decisions beginning with United States v. 
Hindenlang, 164 F.3d 1029 (6th Cir. 1999).  

The Hindenlang case presents a classic example of this scenario. Hindenlang failed to file tax returns 
and failed to petition the Tax Court within ninety days after the IRS issued its NOD. The IRS assessed the 
taxes based upon its SFRs. Later, Hindenlang filed his own 1040 forms with information that was sub-
stantially the same as the SFRs. In other words, he took the IRS’s income and expense information from 
the NODs, put that information on his own tax returns and filed them. Two years later, he filed a Chapter 
7 bankruptcy to discharge his tax debts.  

The IRS objected to the discharge and a court fight broke out. The IRS claimed that Hindenlang’s re-
turns were not returns within the meaning of the law because they did not constitute “an honest and rea-
sonable attempt to comply with the law,” and because they allegedly had no effect for tax purposes. In-
stead, they merely mirrored the SFRs and were filed solely to trip the two-year clock so Hindenlang could 
discharge his taxes in bankruptcy later.  

Eventually, the Sixth Circuit Court of Appeals agreed with the IRS. The Hindenlang decision began a 
string of other litigation as the IRS was emboldened by the Sixth Circuit’s ruling. The IRS’s position in 
such litigation is extreme. The agency asserts that any tax return filed by a citizen post-SFR assessment is 
not a return for bankruptcy purposes, regardless of the nature of the information presented, and regardless 
of why the return is filed. In fact, the Fifth Circuit Court of Appeals held, in McCoy v. Mississippi State 
Tax Commission, 666 F.3d 924 (5th Cir. 2012), that a late filed return—whether it is filed one day late or 
ten years late—is not a return because it is not filed on time, a requirement of non-bankruptcy law. The 
bad news is that as of this writing, two other Circuit Courts of Appeals, the Tenth Circuit and the First 
Circuit, have agreed with the Fifth Circuit that a late-filed return, regardless of how late it is filed, is not a 
return for bankruptcy purposes. See, Mallo v. IRS, 774 F.3d 1313 (10th Cir. 2014); and Fahey v. Massa-
chusetts Dep’t of Revenue (In re Fahey), 779 F.3d 1 (1st Cir. 2015).  

As of this writing, the only Circuit Court of Appeals that disagrees with the Hindenlang doctrine is 
the Eight Circuit, in Colsen v. United States, 446 F.3d 836 (8th Cir. 2006). Colsen filed his returns post-
SFR just as Hindenlang did. The difference is that Colsen prepared returns that correctly reflected his 
actual income and expenses. He did not just parrot the SFR calculations. Colsen’s returns showed that he 
owed less tax than the SFR assessments. The IRS adjusted its assessment to show Colsen’s correct tax.  

The Eighth Circuit used the Beard elements (which, in my opinion, is the only correct approach to the 
issue) to guide its determination of whether Colsen’s returns constituted tax returns for bankruptcy pur-
poses. Recall the four Beard elements discussed above. Chiefly, the Appeals Court stated that since Col-
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sen’s returns were in fact accurate and the IRS acted on the returns to adjust his account, they constituted 
an honest and reasonable attempt to comply with the law. Moreover, since the IRS processed the returns 
and adjusted its assessments based upon those returns, they obviously had effect for tax purposes. The 
Eighth Circuit declared that Colsen’s tax liabilities were in fact discharged by his Chapter 7 bankruptcy.  

The lessons here are clear. If you are going to have any hope of discharging an SFR assessment in 
bankruptcy, you must:  

1. File returns with the IRS that correctly reflect your income and expenses, 
2. Be prepared to explain that those returns were filed as part of an honest and reasonable attempt to 

comply with the law, not merely to trip the two-year clock,  
3. Work to be sure the IRS processes those returns, such as through the audit reconsideration pro-

cess, and  
4. Wait more than two years from the date of filing those returns in order to meet the two-year rule.  
 

The IRS Fails to Issue an NOD 
The law requires the IRS to follow the deficiency procedures in making assessments whether you file a 
tax return or not. The problem is that the agency does not always follow these procedures. It is not un-
common for the IRS to simply assess taxes based upon its SFRs without ever issuing an NOD. When it 
does this, it notifies you through a simple computer notice that states words to the effect of, “You didn’t 
file. We filed for you. Here’s what you owe. Pay up.”  

Since such assessments are procedurally invalid, any tax return you file subsequent to such an as-
sessment may be considered a proper return for bankruptcy purposes, provided it meets all of the Beard 
elements. Upon filing, you must then wait out the two-year rule before filing bankruptcy. However, the 
result may be different if the IRS pushes the McCoy theory that late-filed returns never meet the require-
ment of non-bankruptcy law.  

Given the inherent problems created by unfiled returns, you would do well to consult experienced 
tax/bankruptcy counsel before filing any bankruptcy.  

  
The Requirement for Credit Counseling 
One of the most extraordinary examples of irony emanating from the United States Congress in my 
memory is the so-called “sense of the Congress” statements found in BAPCPA. Congress noted that over 
the years leading to the passage of BAPCPA, “consumer debt” was escalating out of control and that con-
sumers needed “education” on how to handle their personal budgets and debt. This philosophy drove the 
bankruptcy reform movement.  

Note that these observations came from an institution that spent the American taxpayer into debt to 
the tune of about $20 trillion as of this writing. In the “sense of the Congress” notes in BAPCPA, Con-
gress seems confused that citizens are spending themselves hopelessly into debt. I submit that this is 
largely learned behavior, and the federal government did the teaching.  

Section 222 of BAPCPA reads: 
 

“It is the sense of Congress that States should develop curricula relating to the subject of 
personal finance, designed for use in elementary and secondary schools.” 

 
This statement is nothing short of fascinating given Congress’s insatiable appetite for spending other 

people’s money.  
Even so, Bankruptcy code section 109(h) provides that no person can file bankruptcy unless that per-

son has, within the 180-day period prior to filing bankruptcy, received “an individual or group briefing” 
from “an approved nonprofit budget and credit counseling agency.” The required “briefing” must, a) ap-
prise the debtor of the opportunities available for credit counseling, and b) assist the individual in per-
forming a budget analysis.  

The bankruptcy court clerk’s office maintains a current list of approved credit counseling agencies to 
which potential debtors can be referred. The list is also provided on the website of the United States 
Bankruptcy Trustee. The link is: http://www.justice.gov/ust/eo/bapcpa/ccde/cc_approved.htm  
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The law provides for certain exceptions to this rule. You should consult counsel regarding the excep-
tions prior to filing a bankruptcy.  

 
Delinquent and Current Tax Returns Must Be Filed  
The bankruptcy code imposes the requirement that certain delinquent tax returns be filed in order for a 
Chapter 13 plan to be confirmed. Bankruptcy code section 1308 requires that any returns due for the four 
tax years prior to filing bankruptcy must be filed at the time of or soon after filing bankruptcy. In addi-
tion, bankruptcy code section 521(j) requires that all returns due while the bankruptcy is pending must be 
filed on time (including extensions). If the returns are not filed on time, the IRS may seek dismissal of 
your case.  

The requirement to file four delinquent returns raises a planning point that must be considered. As 
explained above, taxes that are not at least three years old, computed from the due-date of the return (in-
cluding extensions) are not discharged. Filing these returns upon or after filing bankruptcy does not affect 
the dischargeability of those taxes. They are not discharged in any event and therefore must be paid under 
the plan.  

However, the return for the oldest year (the fourth year) does meet the three-year rule. That tax debt 
could be dischargeable once it meets both the two-year rule (return must be filed for two years prior to 
filing bankruptcy) and the 240-day rule (taxes must be assessed for at least 240 days prior to filing bank-
ruptcy). But the fact that the return is delinquent as of the bankruptcy filing date makes it obvious that it 
does not meet the two-year rule at that time.  

It is also important to understand that just because the bankruptcy code requires the filing of the four 
most recent returns, this does not alter the dischargeability of taxes for older years. Let me give you an 
example. Suppose you are delinquent for the years 2005 through 2014. You file bankruptcy in June 2015. 
You are required to file returns for 2014, 2013, 2012 and 2011 upon filing bankruptcy. The law does not 
require the filing of returns for 2005 through 2010. However, any debts for those years are nevertheless 
treated as non-dischargeable because the returns were not filed. Even if you file those returns at the time 
of filing bankruptcy, those debts are still considered non-dischargeable since the delinquent returns were 
not filed at least two years prior to filing bankruptcy (assuming you can get past the McCoy problem dis-
cussed above).  

So do not be confused. Merely because bankruptcy code section 1308 refers only to the past four de-
linquent returns it does not mean the IRS will turn a blind eye toward other non-filed tax returns. If you 
are planning to file a Chapter 13, you must fully evaluate all delinquent returns. It bears stating again that 
taxes for delinquent returns that are not filed at least two years prior to filing bankruptcy are not dis-
charged, regardless of how old they, regardless of how long the tax has been assessed, and regardless of 
whether you file a Chapter 7 or Chapter 13. 
 
How a Chapter 13 Operates 
Chapter 13 is a form of reorganization available to the working man. Think of a Chapter 13 plan as a 
means to consolidate debts and pay creditors in installments over a fixed period. As a general rule, the 
debt does not bear interest, but there are exceptions. While the plan is in effect, the protections of the 
bankruptcy court keep aggressive creditors such as the IRS off your back. A Chapter 13 plan is extremely 
valuable when a person owes priority or otherwise non-dischargeable debts the IRS is pushing to collect. 
Even non-dischargeable tax debts can be managed through a Chapter 13 plan. This is how it works. 

Suppose you owe total taxes of $60,000. Of that, you have non-priority tax debts of $50,000. This in-
cludes taxes which, 1) are at least three years old computed from the due-date of the return, 2) have been 
assessed for at least 240 days, and 3) cannot be assessed after filing bankruptcy. See the first three rules 
for discharging taxes, set forth above. Further, suppose $10,000 of the $60,000 represents priority or oth-
erwise non-dischargeable tax debts. A priority debt is one which does not meet one or more of the first 
three rules. A non-dischargeable debt is one that does not meet the return-filed rule, or that is attributable 
to fraud (rules 4 and 5). 
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Under a wage-earner’s plan, you propose to pay the IRS the priority and otherwise non-dischargeable 
taxes in full over a period of time. The plan is based upon your financial condition. You submit forms and 
schedules disclosing your gross earnings and net earnings after subtracting all payroll deductions. From 
there, you submit a budget disclosing all necessary monthly living expenses. This is computed in much 
the same fashion as an IRS installment agreement with the important exception that the IRS does not have 
nearly as much authority to nit-pick your expenses.  

The difference between your monthly net income and monthly living expenses is called “disposable 
income.” Disposable income is the amount used to fund your plan. Under bankruptcy code section 
1322(d), plan payments cannot exceed five years. In some cases, the plan may even be restricted to just 
three years, depending on your family size and income. See BC §1322(d)(2). 

To illustrate this idea, suppose you have gross monthly salary of $3,500 and payroll deductions of 
$700. Net monthly income is therefore $2,800. Further suppose your monthly living expenses are $2,450. 
This includes rent or mortgage payments, auto payments, gasoline, insurance, medical bills, food, cloth-
ing, utilities, telephone, and other fixed or regularly recurring expenses which are “reasonably necessary 
to be expended for the maintenance or support of the debtor or a dependent of the debtor.” If you run a 
business, allowed expenses include those incurred “for the payment of expenditures necessary for the 
continuation, preservation, and operation of such business.” BC §§1325(b)(2)(A) and (B). 

The difference between $2,800 (net income) and $2,450 (monthly living expenses) is $350. This is 
your disposable income, the amount available each month to fund a payment plan to priority creditors and 
the non-dischargeable debts.  

The priority tax debts in our example are $10,000. The non-priority, dischargeable debts are $50,000. 
To be acceptable, a plan of repayment must make provision to pay “in full” all debts entitled to “priority 
under code section 507.” BC §1322(a)(2). In addition, you must pay some, but not all, of the non-priority, 
dischargeable debts. Paying just a few percent of those debts is often acceptable. The partial payment is 
referred to as a “dividend.”  

Because the distribution of funds to creditors in Chapter 13 is handled by a Chapter 13 trustee, the 
plan must provide for payment of the trustee’s fee. The fee varies from district to district but is generally 
about 10 percent of the money handled under the plan.  

 From this we can determine how much to pay the trustee to complete the plan. If you make pay-
ments for the full five years, the plan’s gross revenue amounts to $21,000 ($350 x 60 months). Because 
the trustee receives 10 percent of the funds, the amount remaining for distribution to creditors is $18,900 
($21,000 minus $2,100).  

The trustee pays funds to creditors in the order of their priority. Under our example, the IRS must re-
ceive $10,000 as payment in full for the priority debt. That leaves $8,900 remaining for distribution to 
non-priority creditors. The IRS’s non-priority, dischargeable debt is $50,000. Under our plan, it is paid a 
dividend of $8,900, or 18 percent of the total. If you have other non-priority creditors, such as credit 
cards, the available funds are distributed on a pro rata basis. That way, each creditor receives the same 
percentage of its total claim. 
 
Figuring Disposable Income 
Determining disposable income in bankruptcy is not unlike doing so for purposes of an installment 
agreement (see Chapter 5). In fact the same principals apply, and even to a certain extent, so do the IRS’s 
National Standards and Local Standards for personal expenses. See BC §1325(b)(3). But the good news is 
that the use of the standards is limited by two factors.  

First, the standards apply only if your monthly income is greater than the median family income for 
the state in which you live. If your income is under the median, the standards simply do not apply. Your 
actual expenses are allowed in determining disposable income.  

Secondly, even in cases where the standards do apply, there are very important exceptions. And even 
better, the exceptions are expressed in the statute and are not subject to the IRS’s discretion. Let us review 
the bankruptcy code’s rules for determining disposable income under bankruptcy code sections 707(b)(2) 
and 1325.  
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1. Gross income generally excludes child support, foster care payments and disability payments to a 
dependent child used for the care of that child. The IRS includes all these income sources in de-
termining your ability to pay. This may vary by district. 

2. If you are in business, your disposable net income does not include any expenses necessary for 
the continuation, preservation and operation of the business. As with the IRS, these expenses are 
not subject to any standards whatsoever, other than the general discretion of the business owner to 
determine what is reasonably necessary to operate his business.  

3. You are allowed charitable contributions of up to 15 percent of your gross income. This is critical 
because the IRS never allows charitable contributions in the calculation of an installment agree-
ment or in considering future income in an Offer in Compromise negotiation, unless the contribu-
tions are necessary to earn income. An example of this is a church pastor who is required to tithe 
to his church.  

4. In applying the IRS’s standards, the bankruptcy code specifically states that not only are the Na-
tional Standards and Local Standards to be used, but also the IRS’s allowances “for the categories 
specified as Other Necessary Expenses” must be considered. See BC §707(b)(2)(A)(ii)(I). Recall 
my discussion in Chapter 5 where I state that the IRS routinely overlooks such expenses. Key to 
this discussion is the fact that Other Necessary Expenses include secured debts, such as those for 
a home or auto. This is important because the IRS places no cap on such expenses, so long as 
they are necessary to maintain the “health and welfare” of you and your family. Even more to the 
point, the bankruptcy code specifically states that you are allowed “any payments to secured cred-
itors” that are necessary for you to “maintain possession” of your primary home and automobile 
“or other property necessary for the support of the debtor and the debtor’s dependents.” See BC 
§707(b)(2)(A)(iii)(II). Under this provision, homeowners cannot be forced into a housing allow-
ance or vehicle payment that is unrealistically low.   

5. The bankruptcy code allows for the payment of all medical expenses and medical insurance. This 
is consistent with the IRS’s treatment of those expenses but the bankruptcy code goes a step fur-
ther. It allows the funding of a Health Savings Account. This is an account similar to an IRA but 
which is used to pay medical expenses not covered by insurance.  

6. The bankruptcy code allows expenses that are necessary to maintain your safety and that of your 
family from family violence.  

7. The bankruptcy code allows an upward departure of 5 percent from the IRS’s standards for food 
and clothing.  

8. You are allowed all your actual expenses for the care and support of any elderly, chronically ill or 
disabled “household member,” or member of your immediate family. The latter includes a parent, 
child, sibling, grandparent, grandchild and spouse. This allowance is beyond what the IRS might 
allow since the IRS often focuses solely on whether such person constitutes an allowable depend-
ent exemption under tax code sections 151 and 152. On the other hand, the bankruptcy code 
merely stipulates that such person be “unable to pay” his own expenses. See BC 
§707(b)(2)(A)(ii)(II). 

9. You are allowed your actual expenses for administering the Chapter 13 plan, including the trus-
tee’s fee, as explained above.  

10. You are allowed your actual expenses up to $1,875 per year per child for your children’s school, 
whether public, private or even home schooling. To qualify, the child must be under the age of 
eighteen. Further, you must show why the expenses are reasonable and necessary and why they 
are not already accounted for in the IRS’s standards. The IRS will never allow expenses for pri-
vate school except in the most unusual circumstances, such as a handicapped child who cannot 
obtain adequate education at a public school.    

11. You are allowed an upward departure from the IRS’s housing standards based on your actual ex-
penses for home energy costs. You must document your actual expenses and show that they are 
reasonable and necessary.  

12. While you are in a Chapter 13 plan, you may continue to repay 401(k) debts and continue to 
make current 401(k) contributions up to the maximum amount allowed by law. In a Chapter 13, 
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you can, in effect, choose whether to pay your unsecured creditors or yourself. See BC §§1322(f) 
and 541(b)(7). 

13. Finally, your Chapter 13 budget must take into consideration all your priority and otherwise non-
dischargeable debts. After considering the full payment of all non-dischargeable debts, your 
available income for the payment of dischargeable debts is reduced. This in turn reduces the 
amount you must pay the IRS on dischargeable tax debts.  

 
The Chapter 13 Discharge 
Upon completion of the Chapter 13 plan, the bankruptcy court is required to “grant a discharge of all 
debts provided for by the plan.” See BC §1328(a). But section 1328(g) further provides that no discharge 
will be granted if you do not complete “an instructional course on personal financial management.” Here 
we see yet another example of congressional hypocrisy.  

Under the fact scenario I presented above, the citizen successfully pays $10,000 priority debts and 
discharges $41,100 of non-priority tax. Perhaps more importantly, there are absolutely no further penal-
ties, and generally no interest. This aspect alone can make a Chapter 13 more attractive than an IRS in-
stallment agreement in the right circumstances. Under an IRS installment agreement, the penalties and 
interest often cancel the impact of the monthly payment. 

  
Good Faith Required  
The final element necessary to succeed in Chapter 13 is the requirement that the petition and payment 
plan be submitted in “good faith.” See BC §1325(a)(3). The bankruptcy proceeding must be pursued sole-
ly to enjoy the statutory rights of reorganization and a fresh start, not for any reason forbidden by law. 
When the actions of the debtor, taken as a whole, do not indicate an improper purpose, he meets the good 
faith rule and is entitled to a discharge. 

The beauty of a successful Chapter 13 is best explained with the example of Jack, the retired fireman 
I mentioned earlier. The IRS levied Jack’s pension. Jack and his wife were living on just $325 per month, 
forcing him to file a Chapter 13 petition. Thanks to the so-called automatic stay, bankruptcy code section 
362, the wage levy was released immediately. Jack had his pension to himself once again. The automatic 
stay is very important. I discuss it later in this chapter.  

Jack owed about $40,000 in taxes. Of that, just $9,000 were considered priority taxes. Jack submitted 
the necessary forms and proposed a plan of repayment. The plan was to fully satisfy the priority debt. He 
proposed a dividend of 2 percent, or $625, against non-priority assessments totaling just under $31,000. 
He also proposed to satisfy the trustee’s fee as required.  

After some procedural bantering, the plan was accepted and approved by the Court. At that point, he 
began monthly payments of $195. While the levy was in effect, Jack did not receive enough money each 
month to live. After filing the bankruptcy and proposing an acceptable plan, Jack was freed from the IRS 
levy and freed from about $30,000 in taxes he could never pay. 

Not all cases can be settled with as little as a two percent dividend against non-priority debts. Several 
factors apply, not the least of which is the amount of disposable income available to fund the plan and the 
fact that you generally must pay over a five-year period. Normally, when disposable income is high, the 
dividend is high. When disposable income is low, the dividend is low. All of the facts of the case must be 
considered before proposing a plan to the court.  

  
Special Provisions of the Bankruptcy Code 
There is more to the bankruptcy code than simply discharging taxes, though clearly that is the most excit-
ing aspect. Two important sections of the code must be addressed. They are examined in turn. 
 
The Automatic Stay—Return of Wages 
Bankruptcy code section 362 is called the “automatic stay.” Upon filing a petition with the bankruptcy 
court, the automatic stay immediately kicks into effect. It means, quite simply, that no creditor may initi-
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ate or continue any action whatsoever to “recover a claim against the debtor that arose before the com-
mencement of the case.” See BC §362(a)(1).  

With respect to the IRS, it means wage levies and bank levies must and will stop—now! Upon filing a 
petition, most bankruptcy clerks provide a document entitled, “Notice of Commencement of Case.” This 
simple form notifies creditors of the pending bankruptcy. After filing bankruptcy, provide a copy of it to 
the IRS and to your employer, as well as to any others threatened with levy, such as your bank. It leads to 
an immediate release of levy.  

Another remarkable aspect of the stay is that it prevents the IRS from taking any “act to obtain pos-
session of property of the (debtor) or to exercise control over the property of the (debtor).” BC 
§362(a)(3). This means that not only can the IRS no longer seize wages or bank accounts, it cannot seize 
any other property whatsoever. Perhaps most significantly, even if it already seized property, the IRS 
cannot sell that property. And to go even further, at the request of the citizen, it must return property it 
seized but did not sell. See BC §542(a); and United States v. Whiting Pools, Inc., 426 U.S. 198 (1983). 

However, under section 362(a)(8), the IRS can move to collect delinquent taxes that are assessed after 
the filing of bankruptcy, for tax years that are not covered by the bankruptcy. This is just one more reason 
you need to stay current with return filings and tax payments as part of your effort to resolve your liabili-
ties, once and for all.  
 
Redetermining a Tax Liability 
You may know from your own experiences that the IRS often grossly overstates tax liabilities. A citizen 
is often at IRS’s mercy when it comes to arbitrary tax determinations. If not properly challenged, the 
overstated liability becomes assessed and the IRS makes every effort to collect it. In this regard, bank-
ruptcy code section 505 stands out as perhaps the most compelling among the numerous benefits of bank-
ruptcy law, especially for a person who was unfairly taken advantage of by IRS auditors. This section 
hands the bankruptcy court the authority to “determine the amount or legality of any tax, any fine or pen-
alty relating to any tax, or any addition to tax, whether or not previously assessed, (and) whether or not 
paid.”  

The advantages of section 505 are clear to even the most casual observer. If a person was denied the 
ability to contest an IRS determination, he is provided a fresh opportunity to do so after commencing a 
bankruptcy case. Even if the underlying tax is determined by the court to be a non-dischargeable debt, the 
assessment may nevertheless be modified to reflect the correct tax.  

In one case, the benefits of section 505 saved tens of thousands of dollars for a citizen. The IRS as-
sessed taxes arbitrarily against Don for several years. By the time he filed a bankruptcy petition, the IRS 
demanded just over $69,000. Don did not legitimately owe more than $10,000, and he could prove it if 
only he could get a hearing. However, Don missed the boat with his various notices and never did have a 
hearing. That left section 505 and bankruptcy as his only hope.  

By the time the dust settled in Don’s bankruptcy, we reduced the $69,000 tax assessment to 
$8,557.40. Don then began making modest monthly payments to a Chapter 13 trustee to satisfy the cor-
rect assessment. Before filing bankruptcy, Don stood to lose nearly everything because of a tax assess-
ment that was over eight times higher than what he truly owed. Section 505 prevented that disaster. 

  
Bankruptcy and the Federal Tax Lien 
A federal tax lien can have a profound effect on how tax liabilities are treated in bankruptcy. For that 
reason, I address here two aspects of the tax lien.  
 
Tax Liens and Secured Debt 
There is another category of debt which we must discuss in order to fully analyze the effects of a bank-
ruptcy on taxes. We already identified priority debts, non-priority debts, and otherwise non-dischargeable 
debts (taxes attributable to unfiled returns or taxes attributable to fraud). The last category we need to 
address is that of secured debts. It is important to consider secured tax debts because they, like priority 
debts, are not discharged.  
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For a tax debt to be secured, two elements must be present. First, a federal tax lien must have been 
properly filed. The lien must be filed in the county where the property in which the IRS claims a secured 
interest is located. If no lien is filed, if the lien is filed improperly, or if it is filed after the bankruptcy 
petition, it is invalid. Also, the lien must specify the particular tax debts in question.  

The mere presence of the lien, however, is not by itself sufficient to create a secured debt. Many 
bankruptcy lawyers mistakenly believe it does. A security interest is created only when both essential 
elements are present.  

The second element is the amount of equity in the assets you own at the time of filing bankruptcy. For 
example, suppose you owe the IRS $100,000. Suppose a lien is filed properly. Suppose further the total 
equity in assets you own at the time of filing is $20,000. This includes equity in your home and the value 
of other personal and real property, including exempt property and retirement funds.  

The presence of the lien secures the debt, but only to the extent of your equity in assets owned at the 
time of filing. See BC §506(a). Based upon this simple example, the secured tax debt is just $20,000 (the 
value of equity in the property), making the balance of the tax debt ($80,000) entirely unsecured. Moreo-
ver, if such debt is also for non-priority assessments, and not for otherwise non-dischargeable assess-
ments, the debt is in fact dischargeable, regardless of the amount stated on the lien. 

An acceptable Chapter 13 plan must provide for payment of all secured debts, all priority debts, and 
all otherwise non-dischargeable debts within the allotted time. The secured debts must receive interest at 
the current applicable rate. However, the interest charged under bankruptcy law is not compounded daily, 
as is IRS interest, and no penalties apply.  
 
The End of the Tax Lien 
I stated in Chapter 4 that the tax lien attaches to all real and personal property owned at the time the lien is 
filed, and to all property acquired after the lien is filed. One of the most important provisions of bankrupt-
cy law is that it destroys the tax lien’s ability to encumber “after-acquired property.” 

After-acquired property is property you acquire after filing the bankruptcy petition. Though the tax 
lien remains effective as to any property owned prior to filing, it cannot attach to property acquired later. 
See BC §522(c). This includes wages. Hence, for all practical purposes, the filing of a bankruptcy kills 
the tax lien from that day forward. This allows the debtor to purchase property after commencing a bank-
ruptcy case which is not subject to any tax lien filed prior to commencing the case. 

  
Employment Taxes and Chapter 13 
It is often employment tax liabilities—not income taxes—that drive a citizen to the doors of the bankrupt-
cy court. Replete throughout this text is the point that the IRS is extremely aggressive, sometimes to the 
level of ruthlessness, when it comes to employment taxes. If you face employment tax assessments or the 
Trust Fund Recovery Penalty, there are important aspects of these assessments with which you must be 
familiar. 

First, please recall the difference between trust fund employment taxes and non-trust taxes. I discuss 
this at length in Chapter 5 under the heading, Employment Taxes and the Installment Agreement. Please 
review it now if you cannot recall the difference between trust and non-trust employment taxes. 

Under bankruptcy code section 507(a)(8)(C), the trust portion of employment tax assessments is con-
sidered a priority debt. The statute speaks to “employment taxes required to be collected or withheld and 
for which the debtor is liable in whatever capacity.” Clearly, this refers to trust fund taxes. There are no 
circumstances under which trust taxes are transformed into non-priority debts and therefore, trust assess-
ments are never discharged.  

The non-trust portion, however, is a different story. Non-trust taxes are addressed in bankruptcy code 
section 507(a)(8)(D). It provides that an “employment tax on a wage, salary, or commission,” as opposed 
to withheld taxes, are considered non-priority—and hence dischargeable—when the three-year rule is 
met. Employment taxes on wages you pay are assessed in the form of the employer’s matching FICA 
taxes and FUTA taxes. Again, the three-year rule states that the tax must be for a period which is more 
than three years old as of the date of filing the bankruptcy, computed from the due date of the return 
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(whether or not filed), including extensions. Interestingly, code section 507(a)(8)(D) imposes no require-
ment to meet either the 240-day rule or the post-petition assessment rule (rules 2 and 3), before a non-
trust assessment is considered a non-priority debt. 

Therefore, when considering a bankruptcy involving employment taxes, separate the assessment into 
trust and non-trust liabilities. Trust liabilities must be paid in full as priority debts. Non-trust taxes may be 
discharged under applicable Chapter 13 procedures. 

  
The Final Analysis 
Through all of this, you may be asking, “Do I qualify for a Chapter 13?” This question can be accurately 
answered only after a full evaluation of all your facts and circumstances. However, I can give you some 
firm guidelines to get you close enough to warrant pursuing the matter with experienced counsel.  

1. Separate your tax debts into the various categories discussed above. They are: a) priority tax-
es, b) non-priority taxes, c) taxes not otherwise dischargeable, and d) secured taxes. Be sure to 
pay close attention to the rules for determining priority and non-priority tax debts, and those that 
apply to non-filers or late filed returns. Also review the process of determining what is and is not 
a secured tax debt. Determine the total amount in each category.  

2. Prepare a monthly budget taking into consideration all mandatory payroll deductions and re-
quired monthly living expenses. The difference between monthly income and living expenses is 
disposable income. Take into account the rules discussed in this chapter for determining disposa-
ble income, not just the rules the IRS imposes as discussed in Chapter 5.   

3. Disposable income must provide for full payment of all priority, otherwise non-dischargeable, 
and secured debts within sixty months. Remember to take into consideration the 10 percent fee 
charged by most trustees. Disposable income must also “provide for” non-priority, unsecured 
debts. Such provision may be as little as two percent. Consider the income of your spouse in de-
termining disposable income, even if that spouse does not have any tax liabilities. 

 
If, after this basic analysis, you are able to fund a plan, pursuing a Chapter 13 may be worthwhile. 

Bear in mind my caution regarding bankruptcy counsel. Not one lawyer in a thousand even knows this 
can be done, never mind how to do it! Be sure to find counsel capable of pulling it off. 

  
Conclusion 
In my conversation with Jim several years after he filed bankruptcy to stop relentless collection action, he 
explained, “It was like I died and went to heaven!” The IRS just disappeared. The automatic stay chases 
the agency away and a proper plan of repayment keeps it away.  

The results are profound. If more citizens understood they have the right to a repayment plan free of 
crippling interest and penalties, I dare say there would be no more tax-motivated suicides in this country. 
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Review Questions 
1. What is another common term for a wage-earner’s repayment plan? 

 A. Steady monthly income plan 
 B. Chapter 13 repayment plan 
 C. IRS dividend 
 D. Debt discharge 

 
2. Which of the following prevents a debtor in bankruptcy from losing everything? 

 A. Exemption statute 
 B. IRS compassion 
 C. Credit worthiness 
 D. IRS sales of taxpayer property 

 
3. What is the significance of the IRS’s 1989 release of the revised Publication 908? 

 A. It opined that unpaid taxes could “absolutely” not be discharged 
 B. It stated as a “general rule” that there is no discharge of taxes in bankruptcy 
 C. It contained deliberately false information 
 D. It stated that a taxpayer in bankruptcy could be discharged of income tax debts 

 
4. Which type of tax debt may qualify for discharge? 

 A. Debts attributable to unfiled tax returns 
 B. Non-priority 
 C. Priority 
 D. Taxes attributable to a late return file in the year before filing for bankruptcy 

 
5. Why does the IRS’s substitute for return (SFR) pose special problems for discharging taxes in bank-

ruptcy? 
 A. The SFR is a return prepared under Code section 6020(a) 
 B. A Notice of Deficiency is not filed 
 C. There are no options in dealing with an SFR assessment 
 D. The SFR is not considered a tax return for bankruptcy purposes 

 
6. How many delinquent returns are required to be filed at the time of filing for bankruptcy? 

 A. One tax year prior to filing  
 B. Two tax years prior to filing 
 C. Four tax years prior to filing 
 D. Three tax years prior to filing 

 
7. What is the main benefit of bankruptcy code section 505? 

 A. Secured debts may be discharged 
 B. Potential redetermination of the tax liability 
 C. The IRS must return seized property that it did not sell 
 D. Automatic stays 

 
8. Which employment taxes may be discharged under applicable Chapter 13 procedures? 

 A. No employment taxes are eligible for discharge 
 B. Trust taxes 
 C. Both trust taxes and non-trust taxes 
 D. Non-trust taxes 
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Review Answers 
1. A. Incorrect. Another term for a wage-earner’s plan is not a steady monthly income plan. Any per-

son with steady monthly income may benefit from a wage-earner’s plan. 
 B. Correct. A wage-earner’s repayment plan is administered by the Federal Bankruptcy Court and is 

commonly referred to a Chapter 13 repayment plan. 
 C. Incorrect. Another term for a wage-earner’s plan is not an IRS dividend. To succeed with the 

wage-earner’s plan, one must have sufficient income after paying all monthly living expenses to 
enable payment of a “dividend” to the IRS. 

 D. Incorrect. Debt discharge is not another common term for a wage-earner’s plan. The ability to 
discharge lingering debt in bankruptcy is a right protected by the U.S. Constitution. 

 
2. A. Correct. Congress and the various state legislatures have passed “exemption” statutes permitting 

a debtor in bankruptcy to retain certain assets. 
 B. Incorrect. IRS compassion is not what prevents a debtor in bankruptcy from losing everything. If 

one does not seek the protection of bankruptcy under the right circumstances, the IRS may see to 
it that the individual loses everything. 

 C. Incorrect. Credit worthiness is not what prevents a debtor in bankruptcy from losing everything. 
The filing of bankruptcy, without question, impacts an individual’s credit worthiness. 

 D. Incorrect. An IRS sale of a taxpayer’s property does not prevent a debtor in bankruptcy from 
losing everything. A true hardship occurs when the IRS sells a taxpayer’s property for a fraction 
of its value. 

 
3. A. Incorrect. The significance of the IRS’s 1989 release of the revised Publication 908 was not that it 

opined that unpaid tax could “absolutely” not be discharged. In response to the question whether 
taxes could be discharged in bankruptcy, during a pre-1989 period when they likely could be dis-
charged, the IRS stated that they “absolutely” could not. 

 B. Incorrect. The 1989 release of the revised Publication 908 did not state that as a “general rule” 
there is no discharge of taxes in bankruptcy. The 1982 edition of the Publication did imply that 
tax liabilities were simply not discharged. 

 C. Incorrect. The 1989 revision of Publication 908 did not contain deliberately false information. 
However, the 1982 edition did contain deliberately false information regarding the ability to dis-
charge taxes in bankruptcy. 

 D. Correct. The significance of the 1989 version of Publication 908 is that it basically said that one 
could be discharged of income tax debts in bankruptcy. 

 
4. A. Incorrect. Debts attributable to unfiled tax return do not qualify for discharge. A return must be 

filed for the year in question in order for the tax debt to be dischargeable. 
 B. Correct. Tax debts that meet the rules of discharge are referred to as “non-priority” debt, and are 

not barred from discharge. 
 C. Incorrect. Priority tax debt cannot qualify for discharge. Tax debts that fail to meet the discharge 

rules are referred to as “priority” debt, and such debts are never discharged in bankruptcy. 
 D. Taxes attributable to a late return filed in the year before filing for bankruptcy do not qualify for 

discharge. In order to be considered a dischargeable tax debt, a late return must be filed at least 
two years prior to filing for bankruptcy. 

 
5. A. Incorrect. The SFR does not pose a special problem for discharging taxes in bankruptcy due to it 

being a return prepared under Code section 6020(a); instead, SFR returns are prepared under 
Code section 6020(b) where the IRS acts unilaterally. 

 B. Incorrect. The SFR does not pose a special problem for discharging taxes in bankruptcy due to 
non-filing of a Notice of Deficiency. When the IRS follows proper procedures in an SFR case, it 
must issue a Notice of Deficiency. 
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 C. Incorrect. The SFR does not pose a special problem for discharging taxes in bankruptcy due to a 
lack of options in dealing with a SFR assessment. There are options available in dealing with an 
SFR assessment. 

 D. Correct. The IRS’s substitute for return (SFR) poses special problems for discharging taxes in 
bankruptcy because the SFR is not considered a tax return for bankruptcy purposes. 

 
6. A. Incorrect. At the time of filing for bankruptcy, a delinquent return for one year prior to filing is 

not the only return required to be filed. The bankruptcy code requires multiple delinquent returns 
to be filed in order for a Chapter 13 plan to be confirmed. 

 B. Incorrect. At the time of filing for bankruptcy, a delinquent return for two years prior to filing are 
not the only returns required to be filed. The bankruptcy code requires multiple delinquent returns 
to be filed in order for a Chapter 13 plan to be confirmed. 

 C. Correct. The bankruptcy code requires that any returns due for the four tax years prior to filing 
bankruptcy must be filed at the time of or soon after filing bankruptcy. 

 D. Incorrect. At the time of filing for bankruptcy, a delinquent return for three years prior to filing 
are not the only returns required to be filed. The bankruptcy code requires multiple delinquent re-
turns to be filed in order for a Chapter 13 plan to be confirmed. 

 
7. A. Incorrect. The ability to discharge secured debts is not a benefit of bankruptcy code section 505. 

Security debts are not subject to discharge. 
 B. Correct. The main benefit of bankruptcy code section 505 is that a person is given a fresh oppor-

tunity to contest an IRS determination, even though denied that ability earlier. 
 C. Incorrect. It is not a benefit of bankruptcy code section 505 that the IRS must return seized prop-

erty that it did not sell. Under bankruptcy code section 542(a), the IRS must return property to the 
taxpayer that it did not sell. 

 D. Incorrect. Automatic stays are not the main benefit of bankruptcy code section 505. Bankruptcy 
code section 362 is called the “automatic stay” and upon filing a petition with the bankruptcy 
court, the automatic stay immediately kicks into effect.  

 
8. A. Incorrect. It is not accurate to state that no employment taxes are eligible for discharge under 

applicable Chapter 13 procedures. Certain employment taxes are dischargeable in bankruptcy, 
depending on the classification. 

 B. Incorrect. Trust taxes are not a type of employment tax that can be discharged under applicable 
Chapter 13 procedures. Employment taxes required to be withheld, and for which the debtor is li-
able in any capacity, must be paid in full as priority debts. 

 C. Incorrect. Both trust taxes and non-trust taxes are not dischargeable in Chapter 13 bankruptcy. 
Trust liabilities must be paid in full, and non-trust taxes receive different treatment. 

 D. Correct. Employment taxes classified as non-trust taxes may be discharged under applicable 
Chapter 13 procedures. 

 
 
 
 
 
 



 

 

 
Chapter 14 

Tax Amnesty Program Number 5: The “Fresh Start” 
 
Learning Objectives 

 Identify the program administered under Chapter 7 of the bankruptcy code 
 Select an example of consumer debt 
 Determine the perception one should have toward his or her ability to file bankruptcy when deal-

ing with the IRS and unmanageable tax debts 
 
Introduction 
The principle of a fresh start is embodied in the very spirit of the bankruptcy laws. The IRS has, as least 
in part, adopted that philosophy in its “fresh start” policy because of the agency’s raw experiences with 
these laws. In fact, at IRM part 5.9.2.2(1), the IRS uses the very phrase “‘Fresh Start’ Concept” in ex-
plaining that the bankruptcy laws give a taxpayer smothered with debt “an opportunity to start over with a 
clean (or at least improved) financial slate.” 

Tax Amnesty Program Number 5 takes the IRS’s administrative principle of a fresh start one step fur-
ther. Many citizens faced with IRS debt cannot solve their problem with a wage-earner’s plan. However, 
those with precious few assets to protect, or whose debts are beyond the possibility of repayment, may 
seek relief through the Fresh Start program, especially if the IRS is unreasonable for any reason in an 
Offer in Compromise negotiation.  

Under the Fresh Start program, qualifying tax debts are simply eliminated. The citizen comes away 
with a clean slate and the opportunity for a new beginning.  
 
Who Can Benefit From the Fresh Start Program?  
This program is designed for those with little to lose and much to gain by exercising the right to wholly 
eliminate staggering IRS debts. Those who have endured enforced collection over a prolonged period are 
often ripe for this program. The reason is that the IRS has generally helped themselves to most assets, 
leaving the citizen well on his way to being destitute, if not fully so already.  

Some time ago, I spoke with a lady particularly distraught over the problem she and her husband 
faced. Jane explained that their assessments were in the neighborhood of $500,000. She was not sure of 
the exact figure because the problem had persisted for so long and the IRS had previously seized much in 
assets and cash. Since she never saw actual IMF transcripts, she had no meaningful statement showing 
assessments and payments. 

When I spoke with Jane in the mid-1990s, the IRS had seized and was preparing to sell her home—
for the second time. That is right. The first time occurred in late 1990. After it was sold, Jane’s tax coun-
sel persuaded her to “redeem” the property. Seized property is redeemed by paying an amount equal to 
the value realized through the sale, plus interest. (Please note that Jane’s experience occurred prior to the 
1998 IRS Restructuring Act. At that time, the IRS had the administrative authority to seize and sell a tax-
payer’s primary residence. As you know from my discussion in Chapter 4, the agency may no longer 
seize a home through the administrative process. But that is not to say it cannot seize a home. The funda-
mental difference is that a seizure must now be done through the judicial process.) 

When the agency sold the home, it did so for the ridiculous price of $7,000. It seemed a simple matter 
to redeem it. Jane and her husband borrowed $7,000 from relatives, paid it to the IRS, and soon the home 
was released back to them. However, $7,000 did not come close to satisfying the debt. Consequently, 
after the property was redeemed and once again was owned by Jane and her husband, it was re-exposed to 
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seizure and sale. And that is exactly what the IRS did. It seized the home a second time. After the second 
sale, the redemption amount was $15,000. 

Jane and her husband were victimized by a phenomenon I addressed in Chapter 13. It is the over-
whelming level of ignorance—even among tax professionals—of the ability to discharge taxes in bank-
ruptcy. In Jane’s case, the ignorance of her counsel transcended even the subject of bankruptcy. It went to 
the very core of basic procedural tax matters.  

 
How the “Fresh Start” Program Operates  
The program is administered under Chapter 7 of the bankruptcy code. It is often referred to as a liquida-
tion or straight bankruptcy. The term “liquidation” is the source of much consternation for many citizens. 
However, for those such as Jane facing liquidation at the hands of the IRS, or even worse, those who have 
already suffered that fate, relief in Chapter 7 can represent the long awaited drink from the cup of for-
giveness.  

Filing a petition under Chapter 7 creates a legal entity known as the “bankruptcy estate.” The estate is 
comprised of all property owned by the debtor at the time of filing BC (with certain, limited exceptions). 
See BC §§541 and 522. The estate is administered by the trustee for the benefit of creditors. The trustee’s 
function is to liquidate the estate’s property and distribute the proceeds in an orderly and equitable man-
ner to creditors in accordance with bankruptcy law. 

If you qualify to file a Chapter 7 case, all non-priority debts, debts that are not otherwise non-
dischargeable, and unsecured debts not paid by the proceeds of liquidation are discharged. This is true 
whether or not the debt is for income taxes. Contrary to Chapter 13 rules, one need not pay any dividend 
against those debts or otherwise make payments to win a discharge. I discuss the qualification issue be-
low, under the heading, The Chapter 7 “Means Test.”  

For example, suppose you own no assets other than the clothes on your back, some personal furniture 
and an automobile worth $5,000. Let us further say you owe $50,000 in non-priority, dischargeable taxes. 
In the Chapter 7, the trustee sells your non-exempt property and pays the proceeds to the IRS. Assuming 
your personal vehicle is not exempt (state and federal law determine exemptions), and assuming the trus-
tee sold the car for $5,000, you discharge $45,000 in taxes.  

Generally, however, it is not quite that simple. The reason is because almost every state enforces laws 
exempting a vehicle and other assets in some amount. Therefore, the trustee in our example is not free to 
sell it outright. Rather, he offers to sell the non-exempt portion back to the citizen. It is this aspect of the 
Chapter 7 that often prevents the absolute stripping of all of one’s assets. 

To illustrate, I point to the federal automobile exemption provided under bankruptcy code section 
522(d)(2). As of this writing, that exemption is $3,675 (slightly more than the IRS’s exemption for pur-
poses of an OIC). Moreover, the exemptions under section 522 are indexed for inflation, and as such, they 
increase periodically. In our example, the vehicle exceeds the exemption amount. Therefore, expect the 
trustee to sell the vehicle to you at a negotiated price somewhere between the exemption amount ($3,675) 
and its declared value ($5,000).  

Please note that when considering exemptions, we are talking about the equity in the asset, not the to-
tal value of the asset. If your vehicle is worth $15,000 but you owe $12,500, you get to keep it because 
your equity is at or less than the exemption amount of $3,675. Also note that bankruptcy code section 522 
sets forth the federal exemption scheme. This is relevant only in the states that have not opted out of the 
federal exemption scheme. Many states have elected to apply their own exemptions, set by state law. 
Generally, state exemptions are much more generous than federal exemptions.  

Usually, a citizen is able to purchase property from the trustee at rates approaching 50 percent of the 
declared value. In this case, 50 percent of the difference between the exemption ($3,675) and the declared 
value ($5,000) is $662.50. That means for the sum of $662.50, you purchase the vehicle from the trustee. 
Because wage levies or your installment payment to the IRS cease on the day of filing bankruptcy, funds 
to purchase the vehicle could come from that source. Borrowed money can also aid in purchasing assets. 

The beauty of recovering assets in this fashion is two-fold. First of all, in addition to what I said in 
Chapter 13 of this book, the process of buying back property from a trustee defeats the notion that you 
“lose everything” in bankruptcy. Secondly, when you purchase the property from the trustee, you pur-
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chase it free of the tax lien. This is a wild contrast from what Jane did in her case. When she redeemed her 
home, she did it subject to the tax lien and you saw what happened.  

Please recall our earlier discussion in Chapter 13 of this book where I pointed out that the lien does 
not attach to after-acquired property. When you purchase property from the trustee, such property is con-
sidered acquired after you filed bankruptcy. The reason is simple and perfectly logical.  

At the moment of filing bankruptcy your property ceases to be yours. At that moment, it becomes 
property of the estate. Legal title passes from you to the estate. Paying funds to the trustee to purchase 
that property is no different than if you ran down to the local car store to buy another auto. Since the new 
car is after-acquired property, the lien does not attach to it. 

At the time of purchasing property from the trustee, title passes back to you, but free of the tax lien. 
You continue to drive the vehicle but you do so without the risk of the IRS seizing it at any moment. The 
same result can be achieved with real property, such as your home. 

 
The Chapter 7 “Means Test”  
One of the key forces driving bankruptcy reform in 2004-2005 was the idea of reducing bankruptcy 
abuse. Congressional debate at the time focused on individuals who ran up substantial credit card debt 
and then filed bankruptcy to discharge that debt, regardless of their ability to pay. This practice arose 
because the bankruptcy laws generally allowed a debtor to file bankruptcy to liquidate debts purely on a 
discretionary basis. That is, there were few practical limitations to keeping a person out of bankruptcy. 
Thus, incentive existed to abuse the system by opting to simply not pay creditors and then file bankruptcy 
when collection got too hot.  

The abuse focused mostly on consumer debts in general and credit card debt in particular. Prior to 
BAPCPA, it was not unusual to see a person in bankruptcy with tens of thousands of dollars in credit card 
debt amassed chiefly through irresponsible behavior. Because the bankruptcy code allowed such a debtor 
to file an unrestricted Chapter 7 at his sole discretion, he could get a full and (generally) automatic dis-
charge of that debt without paying anything to creditors. This was true even though he may have been 
earning substantial income at the time of filing bankruptcy.  

BAPCPA set out to resolve this by, in addition to the requirement that debtors obtain “credit counsel-
ing,” eliminating the so-called discretionary Chapter 7. Bankruptcy law may now preclude you from fil-
ing a Chapter 7 under certain circumstances. You may instead be forced into a Chapter 13 to make pay-
ments to creditors over time, as explained in the previous chapter. This way, debtors do not merely skate 
from their debts but pay something over time. Congress referred to this as a “needs-based” bankruptcy. 
Pub. Law 109-8, Title I.  

Not all debtors can be forced into a Chapter 13. The mandatory Chapter 13 rules apply only in certain 
cases. Bankruptcy code section 707(b) provides that a mandatory Chapter 13 applies when an individual’s 
debts “are primarily consumer debts.” This is very important language that I discuss at length below.  

The imposition of the means test has left many with the impression that Chapter 7 is simply no longer 
an option. Even many revenue officers have this notion. This has sometimes emboldened the agency 
where settlement discussions are concerned, leaving the IRS believing that it need not be as flexible in 
negotiations as it might otherwise be. After all, if a citizen has no Chapter 7 option, why cut him a deal in 
an Offer in Compromise? If that person will be forced to make payments in a Chapter 13, why not impose 
those same payments upon him through the collection process? The good news is that the IRS’s percep-
tion of the law is simply wrong.  

Bankruptcy code section 707(b)(1) provides that a Chapter 7 bankruptcy will be dismissed or con-
verted to a Chapter 13 if the court finds that granting a discharge would “constitute an abuse” of the bank-
ruptcy code. Under the law, the court is to “presume abuse exists” if the debtor has the capacity to pay at 
least minimum payments to creditors over time as set forth in section 707(b)(2). I discuss below how this 
is calculated.  

It is important to understand that the means test does not eliminate one’s capacity to file a Chapter 7. 
In fact, there are at least three circumstances where the means test does not even apply. In any one of 
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those situations, Chapter 7 is available to eliminate your tax debt, assuming you meet all the rules for 
discharge as explained in the previous chapter of this book. I address the three key exceptions here.  

 
The Means Test Applies Only to Debtors Owing “Primarily Consumer Debts” 
A careful reading of section 707(b)(1) reveals that a mandatory Chapter 13 applies only in cases where 
the debts in question are “primarily consumer debts.” Let us examine both elements of this statement.  

What is a “Consumer Debt?” The answer is found in bankruptcy code section 101(8). That provision 
reads as follows:  

 
“The term ‘consumer debt’ means debt incurred by an individual primarily for a person-
al, family or household purpose.” 

 
Debts you owe on credit cards, automobiles, home mortgages, student loans, medical bills, etc., are 

“consumer debts.” Taxes are not consumer debts. The United States Court of Appeals for the Sixth Cir-
cuit addressed this question head-on in the case of Internal Revenue Service v. Westberry, 215 F.3d 589 
(6th Cir. 2000). In deciding the question, the Appeals Court carefully evaluated the difference between 
consumer debt and tax debt. The Court identified four reasons why tax debt cannot be considered con-
sumer debt. They are:  

1. A tax debt is “incurred” differently than a consumer debt. Incurring a tax debt “is not voluntary 
on the part of the taxpayer.” The Court noted that “volition is essential” to the classification of a 
debt as consumer debt.   

2. A consumer debt “is incurred for personal or household purposes, as stated in bankruptcy code 
section 101(8), while taxes are incurred for a public purpose.” The Court noted that “taxes are 
imposed by a government for the public welfare.”  

3. Taxes arise from “the earning of money, while consumer debt results from its consumption.” The 
Court noted that, “different events give rise to tax debt than to consumer debt.” IRS debt arises 
“from the earning of income, not from expenditures on personal and family items.”  

4. And finally, unlike taxes, “consumer debt normally involves the extension of credit.” Obviously 
there is no extension of credit involved in accruing tax debt.  

 
The Appeals Court concluded by saying: 

 
“The sum of these material differences leads us to conclude that Westberry’s tax debts 
cannot be considered consumer debt.” 

 
Along these same lines, it is also true that business debt does not constitute consumer debt. When the 

transaction giving rise to the debt “involves a profit motive, it is outside the definition of consumer cred-
it.” Baskin v. G. Fox and Co., 550 F. Supp. 64 (D.Conn.1982); Adema v. Great Northern Development 
Co., 374 F.Supp. 318 (D.Ga.1973). See also: In re Strausbaugh, 376 B.R. 631, 636 (Bankr. S.D. Ohio 
2007) (defining consumer debt as “debt incurred by an individual primarily for a personal, family, or 
household purpose,” and then recognizing and applying the profit motive test); and In re Davis, 378 B.R. 
539, 547 (Bankr. N.D. Ohio 2007) (“the test for determining whether a debt should be classified as a 
business debt, rather than a debt acquired for personal, family or household purposes, is whether it was 
incurred with an eye toward profit”).  

If you are unsure whether a given debt is a consumer debt or a business debt, apply this simple test: 
was the debt “incurred with an eye toward profit?” In Re Booth, 858 F.2d 1051 (5th Cir. 1988). If so, it is 
not a consumer debt. Let me give you some examples.  

 You take out a $200,000 mortgage to buy a house. All of the proceeds of the mortgage are used to 
pay for the house. The $200,000 mortgage constitutes consumer debt in its entirety.  

 You own a home with an existing $100,000 mortgage. The entire mortgage was used to pay for 
the home. You take out a home equity line of credit of $50,000 against the home to purchase a 
new car and put an addition on the home. The $150,000 debt on the home is consumer debt.  
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 You own a home with a $100,000 mortgage. The house is worth $300,000. You take out a second 
mortgage of $200,000. Of that second mortgage, $100,000 is used to pay off the first mortgage 
and the balance of $100,000 is used to start a business. One-half of the debt is consumer debt and 
the other half is business debt.  

 You incur $50,000 of debt on credit cards. The debt is used to pay business expenses, materials 
suppliers and employees’ wages. The $50,000 credit card debt is business debt.  

  
What Does the Term “Primarily” Mean?  

Bankruptcy code section 707(b) uses the term “primarily” to indicate when a mandatory Chapter 13 might come 
into play. The term “primarily” suggests an overall ratio of “consumer to non-consumer debts of over 50 percent.” 
See In Re Booth, supra. Thus, the mandatory Chapter 13 specified in bankruptcy code section 707(b) applies only 
when more than 50 percent of your total debt is consumer debt.  
Here are some examples:  
 
Example 1  
 

 Consumer Debt   Non-Consumer Debt 
 Home loan   $100,000 State and Federal taxes $50,000 
 Credit cards      20,000 
 Car loan          5,000     
                                                                                                                             
 Total    $125,000    $50,000 
  
In this example, about 71 percent of your debts are consumer debts. A mandatory Chapter 13 might apply, subject 
to the other exceptions discussed below.  
 
Example 2  
 

 Consumer Debt   Non-Consumer Debt 
 Home loan   $100,000 State and Federal taxes $100,000 
 Credit cards      20,000 Business line of credit 50,000 
 Car loan         5,000 Business suppliers 30,000  
     Employees  5,000 
                                                                                                                             
 Total    $125,000    $185,000 
 
In this example, about 60 percent of your debts are non-consumer debts. A mandatory Chapter 13 does not apply 
regardless of the other exceptions discussed below.  
  
Example 3 
 

 Consumer Debt   Non-Consumer Debt 
 Home loan   $100,000 State and Federal taxes $125,000 
 Credit cards      20,000 
 Car loan          5,000     
                                                                                                                             
 Total    $125,000    $125,000 
 
In this example, 50 percent of your debts are non-consumer debts. Since the consumer debt is not more than 50 
percent, a mandatory Chapter 13 does not apply regardless of the other exceptions discussed below. (Note: when 
counting your tax debt, be sure to include interest and penalties, not just the tax.)  
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A Mandatory Chapter 13 Does Not Apply to Low-income Citizens 
Even if your debts are primarily consumer debts, you may nevertheless avoid a mandatory Chapter 13. If 
your annual income is under the median income for your state, a discretionary Chapter 7 is still available 
to you. See BC §707(b)(7)(A).  

You can obtain the median income figures for your state and family size from the U.S. Trustee Pro-
gram website. The link is: http://www.justice.gov/ust/means-testing. 

Note that the median income tables vary from year to year. Be sure you are looking at the table appli-
cable to the current year in which you are considering filing bankruptcy.  

Here is an example, based upon the median income figures for the State of Minnesota as of Novem-
ber 1, 2015:  

 

  Family Size  Median Income  
 1 person    $51,199  
 2 persons    $68,515 
 3 persons    $80,804 
 4 persons *   $98,447 * 

 
 * Add $8,100 for each individual in excess of 4. 
 
Based upon the above, if you are a resident of the State of Minnesota with a family of three and in-

come of $65,000 annually, you may opt for a Chapter 7 filing even if your debts are primarily consumer 
debts.  

 
A Mandatory Chapter 13 Does Not Apply if You Have Insufficient Disposable Income 
If your annual income exceeds your state’s median income for your family size, the next question is 
whether you have sufficient disposable income to require the filing of a Chapter 13. If you do, and your 
debts are primarily consumer debts, you will be forced into Chapter 13. If you do not have sufficient dis-
posable income, Chapter 7 remains an option for you.  

In Chapter 13 of this book, under the heading, Figuring Disposable Income, I discuss how the bank-
ruptcy court determines one’s disposable income. Once you know your disposable income, multiply that 
figure by 60. This represents the income available to pay creditors over five years. If the available income 
is $12,475 or more, Chapter 13 is required. In other words, if your disposable income is at least $208 per 
month, you must go into a Chapter 13, assuming your debts are primarily consumer debts, and your in-
come is above median state income for your family size. See BC §707(b)(2)(A)(i). 

Now let us talk about what happens if you earn more than the median income for your state but you 
do not have at least $208 in monthly disposable income. In this case, the final part of the means test 
comes into play. If your disposable income is less than $125 per month, a discretionary Chapter 7 is now 
an option. If your disposable income is between $125 and $208, then disposable income is measured 
against your dischargeable (non-priority, unsecured) debts. If the amount you can pay is less than 25 per-
cent of your total dischargeable debt, then Chapter 7 remains an option.  

Let me illustrate this. Suppose your annual family income is above the median for your state and your 
total dischargeable debt is $50,000. Twenty-five percent of $50,000 is $12,500. Suppose further that your 
disposable income is just $200 per month. This is the amount available to pay your otherwise dischargea-
ble debts. Multiply $200 by sixty months. The product is $12,000. Since $12,000 is less than 25 percent 
of your $50,000 debt, Chapter 7 is available to you regardless of whether your debts are primarily con-
sumer debts.  

Now suppose your disposable income is $300 per month and your debts are $50,000. In that case, the 
$18,000 (300 x 60) of disposable income exceeds 25 percent of your debt. Because of that, you are re-
quired to file Chapter 13, assuming your debts are primarily consumer debts. 

 
Four Steps to Figuring Whether Chapter 7 is an Option  
Now that you understand the means test, let me set out the four simple steps to determine whether Chap-
ter 7 is an option in your case.  
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Step1. Determine whether your debts are primarily consumer debts. Classify them into these 
three categories: 1) tax debt, 2) business debt, and 3) debts incurred to provide for your fami-
ly support and personal consumption. Only debts in class three are considered consumer 
debts. If your consumer debt is 50 percent or less of your total debt, stop. Chapter 7 is availa-
ble to you. If your consumer debt is more than 50 percent of your total debt, go to step two.  

Step 2. Determine the median family income for your state and family size. If your annual income 
is equal to or less than the median family income for your state, stop. Chapter 7 is available 
to you. If your income is more than the median family income for your state, go to step three.  

Step 3. Figure your monthly disposable income using the guidelines discussed in Chapter 13 of 
this book. If your disposable income is less than $125 per month, stop. Chapter 7 is available 
to you. If your disposable income is between $125 and $208, go to step four.  

Step 4. Determine the amount of your non-priority debts, unsecured debts, and debts that are 
not otherwise non-dischargeable. If your dischargeable debts are equal to or more than 25 
percent of the product of your disposable income multiplied by 60, stop. Chapter 7 is availa-
ble to you. If your dischargeable debts are less than 25 percent of the product of your dispos-
able income multiplied by 60, you must file Chapter 13.  

 
I strongly suggest you consult counsel experienced in tax bankruptcies and the intricacies of compu-

ting the means test before filing any bankruptcy.  
 

The Rules for Discharging Taxes in Chapter 7 
Shortly after filing a Chapter 7 bankruptcy, the court issues a general discharge order. The order is vague. 
It does not expressly state which debts are and are not discharged by the order. It states merely that all 
debts “dischargeable” are “hereby discharged.” One must look to the bankruptcy code to determine which 
debts are and are not discharged.  

This can lead to much confusion. The IRS is often of the opinion that a bankruptcy has no impact on 
tax debt because of the mistaken notion that taxes are “not dischargeable.” For this reason, it is necessary 
to communicate with the IRS after the discharge to prove the tax debt was indeed canceled. Therefore, it 
is mandatory that you understand the rules for discharging taxes in Chapter 7. See my discussion of the 
rules in the previous chapter, under the heading, The Rules for Discharging Taxes in Bankruptcy. Pay 
close attention to the tolling provisions under bankruptcy code section 507(a)(8), which I address at 
length in that discussion. 

As you will recall, each of the rules (with the exception of the no-fraud rule) is time-sensitive. That is 
to say, the ability to discharge taxes in bankruptcy is largely dependent upon timing. You cannot expect to 
meet with success if you do not understand and apply all the rules to the facts of your case before you file 
bankruptcy. 

Permit me to illustrate exactly how effective a Chapter 7 can be under the appropriate circumstances. 
Virginia owed the IRS $57,662 as a result of tax shelter deductions she claimed. The shelters were simple 
and sold as what purported to be perfectly legal investment vehicles intended not only to save taxes, but 
also to earn a profit. As it turned out, the IRS disallowed the investments.   

After many years of audits and appeals, the IRS was working hard to collect the assessments through 
wage levies on Virginia’s paycheck. Virginia worked part time at a supermarket as a checker and drew a 
small pension. Her total monthly income was under $2,500. There was no way she could pay the debt. 
After paying her normal monthly living expenses, she had just a few hundred dollars available each 
month to throw at the problem. At that rate, interest and penalties would keep the bill growing until the 
day she died.  

Virginia turned to a Chapter 7 bankruptcy for relief. Upon receiving the discharge order, she wrote a 
certified letter to the IRS’s Insolvency Unit for her state. The Insolvency Unit handles bankruptcy matters 
for the IRS, including the processing of all relevant forms and tax abatements in the appropriate cases.  

Virginia’s letter explained that she met each of the five rules required to discharge her taxes. She 
asked for an abatement of taxes for the years in question. After providing all appropriate documents to 
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verify the bankruptcy, her letter was met with an abatement of all taxes. The format of the letter is the 
same as that shown in IRS Publication 783, governing applications for certificate of release of federal tax 
lien. See Chapter 6. 

When Virginia walked out of the bankruptcy court, she left behind the mistakes of her past. She 
walked into a fresh start occasioned by a slate wiped clean through a Chapter 7 discharge. 

 
Special Provisions Relating to Chapter 7  
Each of the special provisions of the bankruptcy code that I discuss in the previous chapter of this book 
likewise apply to a Chapter 7 bankruptcy. This includes the automatic stay under bankruptcy code section 
362, the right to redetermine tax assessments under section 505, and the requirement to file delinquent 
returns for at least the most recent four years.  

 
The Federal Tax Lien  
A Chapter 7 bankruptcy has the same impact on a federal tax lien as does a Chapter 13. A tax lien gives 
rise to the claim that the tax debt is “secured.” A secured debt, like a priority debt, is never discharged. 
However, before a tax debt is secured, not only must the lien be properly filed prior to filing bankruptcy, 
but you must own equity in assets at the time of filing bankruptcy. The tax debt is then secured but only 
to the extent of your equity in those assets. Please note, however, the level of security is reduced in direct 
proportion to the non-exempt assets sold by the trustee.  

For example, suppose you have $25,000 in equity in all of your assets at the time of filing bankruptcy. 
Of that, $10,000 represents exempt assets, such as furniture, equity in your home, and a car. The remain-
ing $15,000 represents non-exempt assets, such as a non-homestead parcel of real estate. Assume your tax 
debt is $100,000.  

At the time of filing bankruptcy, the secured debt is $25,000 (the value of all equity). The unsecured, 
dischargeable debt (assuming all five rules are met) is $75,000. The secured debt is reduced if the trustee 
liquidates the non-exempt assets because the proceeds of the liquidation are designated to the secured 
debts. Therefore, in this example, the secured tax debt is reduced from $25,000 to $10,000 from the po-
tential sale of the non-exempt assets. 

All assessments in excess of your equity are considered unsecured. Hence, they are subject to dis-
charge in Chapter 7 if they meet all five rules.  

 
What Happens if My Equity is Substantial? 
As you know, upon discharge, the tax lien remains effective only as to property owned at the time of fil-
ing bankruptcy, per bankruptcy code section 522(c). After-acquired property is not subject to the lien. 
This can create a problem if your equity is substantial. There are two factors causing the problem.  

First, when the IRS recognizes that substantial equity in exempt assets exists at the time of filing, it 
does not release its tax lien upon discharge. Second, because secured debts are not discharged, one may 
face renewed enforced collection after the bankruptcy. For example, if your bankruptcy documents reveal 
you have $20,000 equity in your house, the IRS may push for collection of that equity once your bank-
ruptcy is closed. Having just passed through bankruptcy, it is unlikely you would have $20,000 in cash to 
pay the IRS. This potentially places your home at risk.  

Simply filing another bankruptcy to stop renewed enforcement is not an option. This is because of the 
limitations on filing multiple bankruptcy cases. The filing limitations apply as follows:  

1. You are allowed one Chapter 7 discharge every eight years,  
2. You are limited to one Chapter 13 every four years if you were previously granted a discharge 

under Chapter 7 (or certain other chapters of the bankruptcy code), and   
3. You are limited to one Chapter 13 every two years if you were previously discharged under 

Chapter 13. 
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As a consequence of these limitations, you must consider other options for dealing with enforced col-
lection. Such options might include:  

1. Obtaining uncollectible status if your disposable income is such that you cannot make a pay-
ment. Since you have a four-year waiting period from the date of filing your Chapter 7 before fil-
ing Chapter 13, it may be possible to wait that out on uncollectible status, and then pursue a 
Chapter 13 to pay secured debt under the protection of the bankruptcy court if your income in-
creases. 

2. Filing an Offer in Compromise. Filing an OIC post-Chapter 7 can be very effective since it be-
comes fairly well settled that you cannot borrow money to pay the IRS. However, you would 
have to find a way to liquidate any equity in assets to fund the OIC. An Effective Tax Admin-
istration OIC may be particularly effective in such a case, especially if your age, health and earn-
ing capacity are such that you have a seriously diminished capacity to provide for yourself going 
forward.  

3. Negotiating a Partial Pay Installment Agreement (PPIA). A partial pay installment agreement 
can be very effective when you have equity in assets but no capacity to borrow money. This will 
stabilize collection while running out the waiting period for a Chapter 13, or even the collection 
statute of limitations if it is not too far off. See Chapter 11 for my discussion of the PPIA. 

4. Borrowing money from a third party to fund the payoff of the IRS’s lien. In a situation like that, 
the IRS is often willing to negotiate downward the value of its claim in exchange for cash.  

 
The Final Analysis  
As I declared in the previous chapter of this book, an accurate analysis of whether and to what extent a 
Chapter 7 can benefit you can only be determined after an evaluation of all your facts and circumstances. 
Here I provide some firm guidelines to get you close enough to warrant further consideration with coun-
sel.  

1. Separate your tax debts into the four categories of debt we identified. They are: a) priority debt, 
b) otherwise non-dischargeable debt (taxes that do not meet the return-filed rule or the no fraud 
rule), c) secured debt, and d) non-priority debt. Be sure to pay close attention to the rules of de-
termining priority and non-priority debts. Also review the process of determining secured debt. 
Ascertain the total amount in each category.  

2. After determining the amount of tax dischargeable in a Chapter 7, ask yourself whether it is worth 
filing bankruptcy to win a discharge with respect to that amount.  

3. You must then ascertain the amount, if any, of priority debts, secured debts and otherwise non-
dischargeable debts remaining after the discharge. If full payment of those amounts is not possi-
ble, a Chapter 13, rather than Chapter 7, may be necessary to fully resolve your tax problem. 

 
Planning for Bankruptcy 
Nobody wants to file bankruptcy unless there is no other option. More than that, the IRS does not want 
you to file bankruptcy. It is as afraid of the “B” word as you are. The reason is, in most cases, the IRS 
gets nothing when one files bankruptcy, especially in a Chapter 7. 

Therefore, I say the best way to avoid bankruptcy is to carefully plan to execute a bankruptcy if nec-
essary. Walk softly, but carry a big stick—the “B” stick. If the IRS proves uncooperative, unreasonable or 
unwilling to make concessions, use it. Hit the agency over the head—hard. Believe me when I say the 
IRS has already been stunned by thousands of citizens who have done the same thing.  

The following steps should be taken while negotiating with the IRS under any of the other amnesty 
programs discussed in this book. Taking these steps puts you into position where you can negotiate the 
best possible solution to your case, and most likely without having to file bankruptcy. 

Obtain a copy of your Individual Master File (IMF) for each of the years you owe taxes. That doc-
ument reveals all assessments for tax, interest and penalties for each year in question. It shows the return 
filing date and the assessment date, etc. It also shows whether a civil fraud penalty has been assessed. 
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Utilize the IMF to determine priority and non-priority debts. It is the only way to prove with cer-
tainty the return filing dates, the assessment dates, and whether the fraud penalty is assessed. 

If you are presently under an installment agreement, immediately begin designating all install-
ment payments to priority taxes. This step is important because, as I explained in Chapter 5, undesignat-
ed payments are applied in a manner that best suits the IRS. Typically, the IRS applies those payments to 
the earliest tax year in question, then works forward as the liabilities are paid in full. 

By applying partial payments to the latest tax year—the priority year—you may accomplish two 
goals. First, because interest assessments are smaller in the later years, more of the payment applies to the 
tax so the total liability is satisfied faster. Second, because the priority years are not dischargeable, they 
must be paid in any bankruptcy. Any payments applied to dischargeable years are, in effect, wasted. By 
applying them to the priority, non-dischargeable years, you work steadily to reduce the amounts that must 
be paid anyway. Be warned, however, that the IRS may take the position that it has the right to apply 
payments under an installment agreement in the manner that best suits the government. But you must try. 

If your debts are for employment taxes, be careful to designate all payments to the trust fund assess-
ments. Remember, trust fund liabilities are not dischargeable—period.  

For the manner in which to designate payments, please see Chapter 5, under the heading, Special 
Considerations for Employment Taxes. Use the letter discussed there to designate income tax payments as 
well. Simply rephrase the letter to cover the tax year in question.  

If your employment tax debts are related to an operating corporation, consider terminating operations 
immediately if you cannot accomplish the goals stressed in Chapter 5, under the heading, Stop the Bleed-
ing. By terminating operations, the trust tax liabilities will not grow worse. Also, when corporate opera-
tions are terminated, the IRS assesses the Trust Fund Recovery Penalty against the responsible officers. 
However, that assessment cannot include non-trust taxes. Therefore, you effectively reduce the tax bill by 
as much as 25 percent, considering penalties. The remaining trust taxes are subject to repayment in a 
Chapter 13, if that becomes necessary. 

Consider a penalty abatement strategy as set forth in Chapter 9. By winning abatement of penalties 
and the interest on the penalties, you may eliminate the need to file bankruptcy. 

Consider filing an Offer in Compromise prior to filing bankruptcy. Given the IRS’s “fresh start” ad-
ministrative policy, you are likely to meet with success, especially if your tax debts are dischargeable in 
bankruptcy at the time of filing the OIC. As discussed in Chapter 12, that gives you great leverage in ne-
gotiating a reasonable settlement. 

But pay close attention to this word of caution. Keep in mind that filing an OIC before you meet the 
240-day rule tolls that waiting period. The 240-day period is tolled for the time the offer is pending, plus 
thirty days. Review the discussion of the Rules for Discharging Taxes, expressed in Chapter 13 of this 
book. 

You might also consider an Effective Tax Administration OIC as a means of presenting a so-called 
“tax only offer.” If accepted, it might eliminate the need to file bankruptcy. A tax only offer is one that 
proposes to pay just the tax without regard to penalties or interest. Because the penalties and interest may 
triple a tax bill, this relief alone can be very important.  

Moreover, you should know tax penalties are dischargeable in bankruptcy even if the underlying tax 
is not. Two of the more convoluted bankruptcy code sections dealing with taxes and penalties are sections 
523(a)(8)(A) and (B).  

After carefully tracing the quadruple negative used in these sections, I conclude that a penalty is dis-
chargeable when it relates to a transaction or event occurring at least three years before filing in bankrupt-
cy. For example, if you are charged with the penalty for failure to pay a tax due more than three years 
before you filed bankruptcy, the penalty is dischargeable even if the tax is not. 

This rule applies equally to the fraud penalty. When fraud is imposed with regard to a particular year, 
the no fraud rule expressed in section 532(a)(1)(C) prevents discharge of the tax. However, the fraud pen-
alty itself, assessed at the rate of 75 percent of the tax, is dischargeable under 523(a)(8)(B), provided it 
meets the rule I just articulated. For more guidance on discharge of the fraud penalty, see Byrum v. Inter-
nal Revenue Service, 92-1 USTC 50,275 (D.C. Cal. 1992). See also: In re Wilson, 394 B.R. 531, 542 
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(Bankr. Colo. 2008); In re Mixon, Case No. 05-86866-BJH-7 (Bankr. N.D. Tex. 2008) (Memorandum 
Opinion); and In re Pitts, 497 B.R. 73, 81-82 (Bankr.C.D.Cal., 2013). 

The one sure way to guarantee success in any negotiation is to negotiate from a position of strength, 
not weakness. Do not perceive the need to file bankruptcy as a weakness. When dealing with the IRS, 
unmanageable tax debts, and potentially unreasonable revenue officers, the ability to file bankruptcy is a 
compelling strength. By maneuvering yourself into a position to strike quickly, you very well may elimi-
nate the need to ever use bankruptcy as a tool.  

And the reason you did not have to use it is because you found tax amnesty through one or more of 
the other strategies addressed in this book. The important thing is to be sure your options are open. You 
must always consider the long-term implications of your actions. Never employ any tactic without regard 
to its impact on your overall goal—to win amnesty. 
 
Conclusion  
The right to discharge taxes in bankruptcy is the tool that brought the IRS to its knees. It is, more than 
anything else, what forced the issue on the “fresh start” attitude. Beyond the fact that it can save you a 
fortune in taxes, it can force the IRS to deal with you more reasonably, more realistically, and in good 
faith. 
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Review Questions 
1. What is created when a petition is filed under Chapter 7? 

 A. Liquidation 
 B. Wage-earner’s plan 
 C. Bankruptcy estate 
 D. Straight bankruptcy 

 
2. If an individual’s debts are primarily consumer debts, what does the bankruptcy law require? 

 A. Chapter 7 
 B. Credit counseling 
 C. Automatic discharge 
 D. Chapter 13 

 
3. What is one of the reasons why tax debt cannot be considered consumer debt? 

 A. Consumer debt results from the earning of money 
 B. Volition is essential to the classification of the debt 
 C. There is no extension of credit involved in accruing tax debt 
 D. Consumer debt is incurred for the public welfare 

 
4. How often is a taxpayer allowed a Chapter 7 discharge? 

 A. Once every eight years 
 B. Once every two years 
 C. Once every three years 
 D. Once every four years 

 
5. Which of the following should be considered in order to prevent a “tax-only offer”? 

 A. Effective Tax Administration OIC 
 B. Fresh start policy 
 C. Negotiating a PPIA 
 D. Borrowing money from a third party 
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Review Answers 
1. A. Incorrect. A liquidation is not created when a petition is filed under Chapter 7. The “fresh start” 

program is administered under Chapter 7 and it is sometimes referred to as a liquidation. 
 B. Incorrect. A wage-earner’s plan is not created when a petition is filed under Chapter 7. Many 

citizens faced with IRS debt cannot solve their problem with a wage-earner’s plan, and resort to 
Chapter 7 “fresh start.” 

 C. Correct. Filing a petition under Chapter 7 creates a legal entity known as the “bankruptcy es-
tate.” 

 D. Incorrect. A straight bankruptcy is not created when a petition is filed under Chapter 7. The “fresh 
start” program is administered under Chapter 7 and it is sometimes referred to as a straight bank-
ruptcy. 

 
2. A. Incorrect. The bankruptcy law does not require Chapter 7 if an individual’s debts are primarily 

consumer debts. Bankruptcy law may now preclude a taxpayer from filing under Chapter 7 under 
certain circumstances. 

 B. Incorrect. The bankruptcy law does not require credit counseling if an individual’s debts are pri-
marily consumer debts. The Bankruptcy Abuse Prevention and Consumer Protection Act 
(BAPCPA) requires debtors to obtain credit counseling. 

 C. Incorrect. The bankruptcy law does not require automatic discharge if an individual’s debts are 
primarily consumer debts. Credit card debtors used to be able to file an unrestricted Chapter 7 to 
get a full and automatic discharge of the debt without having to pay anything to creditors. 

 D. Correct. The bankruptcy code requires that a mandatory Chapter 13 applies when an individual’s 
debts are primarily consumer debts. 

 
3. A. Incorrect. One of the reasons that tax debt cannot be considered consumer debt is not because 

consumer debt results from the earning of money. Taxes, and not consumer debt, arise from the 
earning of money. 

 B. Incorrect. One of the reasons why tax debt cannot be considered consumer debt is not because 
volition is essential to the classification of tax debt. Instead, volition is essential to the classifica-
tion of a debt as consumer debt. 

 C. Correct. One of the reasons why tax debt cannot be considered consumer debt is that, unlike 
taxes, consumer debt normally involves the extension of credit. 

 D. Incorrect. One of the reasons why tax debt cannot be considered consumer debt is not because 
consumer debt is incurred for the public welfare. Instead, taxes are imposed by a government for 
the public welfare. 

 
4. A. Correct. An individual is allowed one Chapter 7 discharge every eight years. 
 B. Incorrect. A taxpayer is not allowed a Chapter 7 discharge every two years. A citizen is limited to 

one Chapter 13 every two years under certain circumstances. 
 C. Incorrect. A taxpayer is not allowed a Chapter 7 discharge once every three years. Taxpayers may 

not utilize Chapter 7 as often as every three years. 
 D. Incorrect. An individual is not allowed a Chapter 7 discharge once every four years. A taxpayer is 

limited to one Chapter 13 every four years if he or she was previously granted a discharge under 
Chapter 7. 

 
5. A. Correct. A citizen should consider an Effective Tax Administration OIC as a means of present-

ing a “tax only offer.” 
 B. Incorrect. A fresh start policy should not be considered in order to present a “tax only offer.” The 

fresh start program is designed for those with little to lose and much to gain by exercising the 
right to wholly eliminate staggering IRS debts. 
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 C. Incorrect. Negotiating a PPIA is not what should be considered in order to present a “tax only 
offer.” A partial pay installment agreement can be very effective when an individual has equity in 
assets but no capacity to borrow money. 

 D. Incorrect. Borrowing money from a third party is not to be considered in order to present a “tax 
only offer.” An option for dealing with enforced collection is the consideration of borrowing 
money from a third party to fund the payoff of the IRS’s lien. 

 
 
 
 



 

 

Abbreviations 
 
ACS—Automated Collection Service 
AO—Appeals Officer 
BAPCPA—Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 
BC—Bankruptcy Code  
BMF—Business Master File 
CAP—Collection Appeal Program 
CDP—Collection Due Process 
CI—Criminal Investigation function  
CIS—Collection Information Statement 
COD—Cancellation of Debt 
COIC—Centralized Offer in Compromise Unit 
CSED—Collection Statute Expiration Date 
DDIA—Direct Debit Installment Agreement 
DETL—Disqualified Employment Tax Levy 
DIF—Discriminate Income Function  
EH—Equivalent Hearing 
ERISA—Employees’ Retirement Income Security Act 
ETA—Effective Tax Administration 
FICA—Federal Insurance Contributions Act (Social Security) 
FMV—Fair Market Value 
FOIA—Freedom of Information Act  
FTA—Fraud Technical Advisor, or First Time Abate Policy 
FUTA—Federal Unemployment Tax Act 
GAO—Government Accountability Office, formerly General Accounting Office 
IA—Installment Agreement 
IMF—Individual Master File 
IRA—Individual Retirement Account 
IRC—Internal Revenue Code 
IRM—Internal Revenue Manual 
IRS—Internal Revenue Service 
LS—Local Standards 
NFTL—Notice of Federal Tax Lien 
NOD—Notice of Deficiency, or in a CDP case, Notice of Determination 
NS—National Standards 
NTA—National Taxpayer Advocate 
OIC—Offer in Compromise 
PPIA—Partial Pay Installment Agreement 
QSV—Quick Sale Value 
RA—Revenue Agent 
RCP—Reasonable Collection Potential  
RO—Revenue Officer 
SA—Special Agent 
SO—Settlement Officer  
SFR—Substitute for Return 
TA—Taxpayer Advocate 
TAO—Taxpayer Assistance Order 
TAS—Taxpayer Advocate Service 
TBRA—Taxpayers’ Bill of Rights Act 1988   
TBRA2—Taxpayers’ Bill of Rights Act 2 1996 
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TC—Transaction Code 
TDA—Tax Delinquency Account 
TDI—Tax Delinquency Inquiry 
TFRP—Trust Fund Recovery Penalty 
TIGTA—Treasury Inspector General for Tax Administration 
TS—Transportation Standards 
USC—United States Code 
 

 



 

 

Glossary 
 
A 
Ad Valorem: Based upon a percentage. Tax penalties are usually ad valorem penalties, based upon a per-

centage of the tax. 
 
After-Acquired Property: Property acquired after the occurrence of a specific event. As used here, it re-

fers to property acquired after the filing of a Notice of Federal Tax Lien or after the filing of a petition 
in bankruptcy. See Chapter 7 and Chapter 13. 

 
Anti-Injunction Act: IRC §7421; prevents the federal courts from issuing an order, known as an injunc-

tion, stopping the IRS from taking action. 
 
Appeals Office: An IRS function established to negotiate settlements in unresolved cases. Appeals has 

jurisdiction to settle audits, review penalty assessments, conduct collection due process appeals, and 
negotiate Offers in Compromise. 

 
Area Counsel: The IRS’s staff of in-house lawyers whose job it is to represent the IRS in certain litigation 

and other legal matters. For example, Area Counsel represents the IRS in all Tax Court proceedings. 
Area Counsel reviews all recommendations for criminal prosecution and in some cases, Offers in 
Compromise.  

 
Assessment: The act of recording a debt on the IRS’s accounts. Once the assessment is in place, collec-

tion may begin. A valid assessment requires a signed assessment certificate, usually IRS Form 23C. 
See Deficiency Procedures and Notice of Deficiency. 

 
Assessment Statute of Limitations: The legal period in which the IRS may assess a tax. Taxes owed pur-

suant to a filed return must ordinarily be assessed within three years of filing. Certain circumstances 
push the assessment limitation to six years. If no return is filed, there is no period of limitation. See 
How to Win Your Tax Audit.  

 
Audit Reconsideration: The procedure for re-opening a closed audit file. This is used to correct improper 

or erroneous assessments where no previous appeal was taken or available. 
 
Automated Collection Service (ACS): The Automated Collection Service is a collection function designed 

to collect unpaid assessments as quickly as possible through an automated process. ACS has the pow-
er to issue liens and levies if payment is not made. ACS also provides phone service for those calling 
the IRS regarding collection action. See Collection Function. 

 
Automatic Stay: Bankruptcy code §362. It takes effect immediately upon filing a bankruptcy petition and 

prevents creditors, including the IRS, from commencing or maintaining any action to collect a debt 
while the bankruptcy is pending. See Chapter 7 and Chapter 13. 

 
B 
Bankruptcy Code: Title 11, United States Code. This is the body of law that sets forth all bankruptcy 

statutes, rules, and procedures. See United States Code. 
 
Bankruptcy Court: The federal courts that administer bankruptcy filings and related litigation. See Chap-

ter 7 and Chapter 13. 
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Bankruptcy Estate: The legal entity created upon the filing of a bankruptcy case. The estate becomes the 
owner of all property the debtor owned at the time of filing bankruptcy. The debtor’s non-exempt 
property is transferred to the estate upon filing bankruptcy. See Exempt Property. 

 
BAPCPA: The Bankruptcy Abuse Prevention and Consumer Protection Act, a bankruptcy reform law 

passed in 2005.  
 
Burden of Proof: The legal requirement to persuade a fact finder, such as a judge or jury or, in tax contro-

versies, the IRS, of the legitimacy of your claim. If you carry the “burden of proof,” you are required 
to prove you are legally entitled to the relief you seek. 

 
Business Master File (BMF): The IRS’s internal record of account for a business tax return, such as Form 

1120 (corporate income tax return) or Form 941 (employment tax return). See Individual Master File. 
 
C 
CAP Appeal: Collection Appeal Program; this administrative appeal is available to deal with emergency 

collection situations such as a levy that is improper or causing a hardship. See Collection Due Process 
Hearing.   

 
Centralized Offer In Compromise Unit (COIC): The function responsible for evaluating and passing on the 

acceptance of OICs. The COIC Unit receives OICs, does the background investigation, and makes an 
initial determination on the OIC’s acceptability, which is subject to appeal. See Offer in Compromise. 

 
Chapter 7: The chapter of the bankruptcy code that provides for a full liquidation of non-exempt property 

and discharge of all dischargeable debts. Chapter 7 is sometimes referred to as straight bankruptcy. 
See Exempt Property.   

 
Chapter 13: The chapter of the bankruptcy code that provides for payment of some debts and partial dis-

charge other debts. it is known as the wage-earner’s repayment plan since all creditors in a Chapter 13 
must receive a “dividend” or partial payment. The debtor’s assets are not liquidated in a Chapter 13. 

 
Collection Due Process Appeal: The process of making an administrative appeal of IRS collection action. 

The appeal is directed to the appeals office, which has authority to issue binding decisions in collec-
tion appeal matters. Appeals may be taken of any collection action, including liens, levies and sei-
zures. 

 
Collection Due Process Hearing: The collection appeal rights under code sections 6320 and 6330. The 

CDP process allows to you appeal threatened levy action if you respond within thirty days to a Final 
Notice, Notice of Intent to Levy. You can also appeal the filing of a federal tax lien if you respond 
within thirty days of receiving notice of a lien filing.   

 
Collection Function: The division of IRS responsible for collecting tax assessments. See Revenue Officer. 
 
Collection Statute of Limitations: Code §6503 provides a limit on the time in which the IRS may collect 

a tax. Subject to certain acts which extend the collection statute expiration date (CSED), the IRS’s 
right to collect dies after ten years. See Tolling. 

 
Community Property: State law that creates a “community estate” in property acquired during marriage 

where both husband and wife enjoy a vested, one-half interest in the assets of each other, regardless 
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of whose name the property is held. The community states are Arizona, California, Idaho, Louisiana, 
Nevada, New Mexico, Texas, Washington, and Wisconsin. 

  
Criminal Investigation (CI): The division of IRS responsible for investigating possible violations of the 

federal criminal tax laws and related federal laws. See Miranda Warning and Special Agent. 
 
Criminal Statute of Limitations: The time limit under code §6531 in which the IRS may charge a crime. 

Ordinarily a crime must be charged within six years of the date of filing the return or of the return due 
date. 

 
Current Taxes: Taxes for the present year. For example, if it is presently the month of March, 2016, the 

“current” year is 2016, despite the fact that your 2015 return is the next return due to be filed. Being 
“current” on your taxes also refers to filing the return due for the most recent tax year, which in this 
example is 2015. 

 
D 
Debtor: A person who owes a debt. In the context of the federal bankruptcy laws, the person who filing a 

petition under Chapter 7 or Chapter 13.  
 
Deficiency Procedures: The administrative procedures the IRS must follow to achieve an assessment. 

Without a proper assessment, the IRS may not lawfully pursue collection. See Notice of Deficiency. 
 
Designated Payment: A voluntary payment in which the citizen specifically instructs the IRS as to the 

tax year and type of tax to which the payment must be applied. A voluntary payment is one that is not 
procured through enforcement action, such as levy, seizure, or offset of a refund. 

 
Discharge: The act or process by which a debtor is relieved of debts pursuant to an order of the Bankrupt-

cy Court. 
 
Discriminate Income Function System (DIF): The computer program used to select most returns for ex-

amination. The program compares every line of your return with national and regional averages for a 
person in your same income category and profession. If any line of your return is at variance with the 
average, the difference is scored; the higher the score, the greater the likelihood of audit. 

 
Disposable Income: When used in connection with the IRS’s installment agreement and Offer in Com-

promise processes, it is the amount available to make a monthly payment or fund an offer. See local 
standards, national standards, and transportation standards. When used in connection with the bank-
ruptcy code, it is the amount available to fund a payment plan under a Chapter 13. 

 
District Court: The primary or introductory branch of the federal court system. The district courts have 

limited jurisdiction to hear controversies involving the tax laws of the United States. 
 
Dividend: A partial payment. When used in connection with Chapter 13, a dividend is a partial payment 

to a creditor against his claim. 
 
E 
Effective Tax Administration OIC: An OIC procedure that allows you to negotiate a settlement for less 

than the assessed amount, even if you owe the tax and have the resources to pay it. See OFFER IN 
COMPROMISE. 
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Effective Tax Rate: The ultimate rate of tax that is paid after considering all income and tax liabilities, 

without regard to deductions. To figure your effective federal tax rate, add all federal tax liabilities, 
including income and Social Security taxes. Divide the total by gross income, before any deductions 
whatsoever. The product (a fraction) is the effective rate at which you pay federal taxes. That fraction 
is the percentage of tax you pay on every dollar you touch. 

 
Employment Taxes: Taxes assessed on wages paid to employees. These include Social Security (FICA) 

and unemployment (FUTA) taxes. See Trust Taxes and Non-Trust Taxes. 
 
Equivalent Hearing: A hearing equivalent in scope and format to a CDP hearing. This appeal is available 

if you missed the thirty-day deadline for filing a CDP hearing but file a request within one year of ei-
ther the Final Notice or the Lien Notice. The IRS gives you a hearing “equivalent” to a CDP hearing 
but there is no right to a Tax Court appeal from the decision at the equivalent hearing. See Collection 
Due Process Hearing. 

 
Examination Function: The IRS function responsible for examining or auditing personal and business tax 

returns. Its primary function is to determine the “correct” tax liability. See Revenue Agent. 
 
Exempt Property: When used in connection with IRS collection, exempt property is that which is legally 

beyond the IRS’s reach. IRC §6334 spells out property exempt from levy. When used in connection 
with the bankruptcy code, it is property that does not become a part of the bankruptcy estate. there-
fore, it is not subject to the trustee’s power to liquidate. See Non-Exempt Property. 

 
F 
Future Income Collateral Agreement: A contract with the IRS that gives the IRS a percentage of your 

future income based upon negotiated terms and conditions. This contract is used in the OIC process. 
See Offer in Compromise. 

 
H 
Hardship: When a person is unable to pay ordinary and necessary living expenses. A condition can lead 

to serious privation if collection action is carried out. See Taxpayer Advocate and Taxpayer Assis-
tance Order. 

 
I 
Independent Contractor: A self-employed person who makes his services available to the public on a 

contract basis. Such a person pays his own expenses, buys his own tools, controls the workplace and 
the manner in which his work is performed, and pays his own taxes. 

 
Individual Master File (IMF): The IRS’s internal record of account for an individual tax return, Form 

1040. See Business Master File. 
 
Information Return: A form that transmits information to the IRS. These include: 1) Form W-2, Wage 

and Tax Statement, showing wages and withholdings to employees, and 2) Form 1099, Non-employee 
Compensation, showing payments to non-employees, such as Independent Contractors. 

 
Injured Spouse: A spouse who does not owe money to the IRS but whose separate share of a tax refund 

owed on a jointly filed tax return is seized to pay the separate debt of her spouse. 
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Innocent Spouse: One who files a joint income tax return for which the IRS assesses additional taxes 
because of either unreported income or bogus deductions attributable to the other spouse.  

 
Insolvency Unit: An adjunct to the collection function responsible for handling the procedural aspects of 

tax bankruptcies.  
 
Installment Agreement: A written agreement to pay a fixed monthly payment to satisfy the tax debt 

owed. See Partial Pay Installment Agreement. 
 
Internal Revenue Code (IRC): The tax laws as written and enacted by Congress. This is the law of the 

United States with respect to taxation, codified under Title 26, United States Code. See United States 
Code. 

 
Internal Revenue Manual (IRM): The administrative procedures written by the IRS to guide its agents, 

officers, and employees in the conduct of their official duties. The IRM is not law. See Internal Reve-
nue Code.  

 
J 
Jeopardy: A condition that exists when one is taking steps to place himself or his assets out of the reach 

of the IRS. When jeopardy exists, the IRS need not follow the deficiency procedures or issue a Notice 
of Deficiency to obtain an assessment. rather, it may make a “jeopardy” assessment and immediately 
begin collection.  

 
Jurisdiction: The legal power or authority of an official body such as a court or agency of government. 
 
L 
Levy: The enforced collection process of attaching property such as wages, bank accounts, etc. A levy 

transfers title of the property to the IRS, subject to certain limitations. 
 
Lien: The enforced collection process of recording a security interest or potential security interest in favor 

of the IRS in and to real and personal property. A lien does not transfer title of the property. However, 
it prevents its disposition without satisfying the lien. 

 
Liquidation: The process of forcibly selling assets, especially real estate. This can occur both by the IRS 

administratively, and by a trustee of the bankruptcy court through the court process. 
 
Local Standards (LS): Fixed personal living expenses the IRS has established to standardize the process of 

negotiating installment agreements and Offers in Compromise. Local standards apply to housing and 
utility expenses. See National Standards and Transportation Standards.  

 
M 
Miranda Warning: A statement of constitutional rights read by Special Agents to suspects who are targets 

of a criminal investigation. See Criminal Investigation. 
 
N 
National Standards (NS): Fixed personal living expenses the IRS has established to standardize the pro-

cess of negotiating installment agreements and Offers in Compromise. National Standards apply to 
food, utilities, housekeeping supplies, clothing and clothing services, personal care products and ser-
vices, and miscellaneous items. See Local Standards and Transportation Standards.  
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Net Payroll: The process of paying employees their net wages, after accounting for all tax withholding 
requirements, but then not paying the taxes to either the IRS or the state authorities. See Employment 
Taxes, Trust Taxes and Non-Trust Taxes. 

 
Non-Exempt Property: Property not exempt from levy or sale by the IRS. When used in connection with 

the bankruptcy code, it is property that becomes property of the estate and is therefore subject to liq-
uidation by a trustee.  

 
Non-Filer Program: The IRS program in which non-filers are offered the opportunity to get back into the 

system without fear of criminal prosecution. 
 
Non-Priority Debt: Debts, including federal income tax debts, which are discharged under bankruptcy law 

if they meet the applicable rules set forth in bankruptcy code §507(a)(8). See Priority Debt. 
 
Non-Trust Taxes: Employment taxes that are not withheld from the pay of employees. These taxes in-

clude unemployment taxes (FUTA) and matching Social Security (FICA) taxes. See Trust Taxes. 
 
Notice of Deficiency (NOD): The final administrative determination that you owe additional taxes. This is 

the formal notice that must be mailed before the IRS can assess taxes. It provides ninety days in 
which to file a petition in the tax court. The IRS must wait the ninety-day grace period before making 
any assessment. If a tax court petition is filed within the ninety-day period, no assessment can be 
made until the court’s decision is final. The NOD is often referred to as the “ninety-day letter.” See 
Deficiency Procedures.  

 
Notice of Determination (NOD): The final administrative determination issued by a settlement officer in 

a collection due process appeal. This notice must be mailed to the citizen before the IRS may resume 
collection action. The citizen has thirty-days from the date of the Notice of Determination in which to 
file a petition with the tax court for a review of the decision. 

 
O 
Offer In Compromise (OIC): IRC §7122. The formal process by which one offers the IRS less than full 

payment of a tax when he can show either that he is unable to pay the amount assessed, does not owe 
the amount assessed, or that full payment would cause Hardship. 

 
Office of The Taxpayer Advocate: A function of the IRS that is completely independent of any enforce-

ment function of the agency. The Taxpayer Advocate functions as a liaison between the IRS and the 
taxpayer with the authority to step in when normal channels have failed. The Taxpayer Advocate can 
order the IRS to take action, or cease any actions, which are causing or will cause hardship to a tax-
payer. See Taxpayer Advocate and Taxpayer Advocate Service. 

 
Offset: The process the IRS uses to seize a refund due for any tax year in order to apply it to outstanding 

assessments for another year. 
 
One-Year Rule: Provides that citizens who have excessive personal expenses above those authorized by 

national standards,  local standards, and transportation standards, are given one year in which to make 
adjustments to their lifestyle in order that the excess may be applied to the installment payment 
amount. 

 
 
 



Glossary 

267 

P 
Partial Pay Installment Agreement: An installment agreement that pays a fixed payment regardless of the 

debt owed, for the time left on the collection statute. If the collection statute has more than two years 
left, the agreement runs for twenty-four months and is then subject to review. See Installment Agree-
ment. 

 
Priority Debt: Debts defined under Bankruptcy Code §507 which are never discharged. Taxes are priority 

debt only if they do not meet the rules set forth in Bankruptcy Code §507(a)(8). See Non-Priority 
Debt. 

 
Q 

Quiet Title Action: Title 28, United States Code, §2410, empowers the federal courts to consider cases in 
which the United States asserts a claim to real property. The presence of a federal tax lien constitutes 
such an assertion. Under the law, the court may determine the conflicting interests of the parties and 
in that manner “quiet” title, meaning settle the title dispute. 

 
R 
Reasonable Collection Potential: The amount of money the IRS believes you can pay over time to satisfy 

your tax debt. This is usually the minimum amount required for the IRS to accept an Offer in Com-
promise. See Offer in Compromise.  

 
Revenue Agent: An IRS employee responsible for determining one’s correct liability through the audit 

process. See Examination Function. 
 
Revenue Officer: An IRS employee responsible for collecting assessed taxes debts. See Collection Func-

tion. 
 
S 
Statute: A law of the United States or of a State. See United States Code. 
 
Secured Debt: Bankruptcy Code Section 506 defines a secured debt as one that is perfected by filing the 

proper documents, such as a mortgage or tax lien, with a public recorder’s office. After such filing, 
the debt is considered secured to the extent of the debtor’s equity in the property. Such debts are not 
discharged in bankruptcy court. 

 
Settlement Officer: An IRS employee within the Office of Appeals who conducts CDP hearings, Equiva-

lent Hearings, and CAP appeals. See Collection Due Process Hearing and Cap Appeal. 
 
Special Agent: An IRS employee responsible for conducting investigations into the possible violations of 

tax and other criminal financial laws. See Criminal Investigation and Miranda Warning. 
 
Subordination: The process by which the IRS moves its lien into an inferior position to that of another 

creditor. The priority of one’s lien position is generally determined by the timing of its filing. For ex-
ample, if a bank’s mortgage lien pre-dates an IRS lien, the mortgage lien has priority over the IRS 
lien. 
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Substitute For Return (SFR): A tax return made by the IRS under the authority of IRC §6020. This allows 
the IRS to make a return for a citizen when none has been made by him, or where a false return has 
been filed.  

 
Summons: An administrative tool used to command the production of documents and the testimony of 

witnesses. It is used by all IRS enforcement functions. IRC §7602. 
 
Summons Enforcement Proceeding: A legal proceeding in District Court in which the IRS seeks a court 

order requiring a person to comply with a summons. 
 
T 
Tax Collection Waiver: A voluntary waiver of the collection statute of limitations by a citizen. The waiver 

is accomplished by signing IRS Form 900. See Collection Statute of Limitations. 
 
Tax Court: The federal court with the primary authority to resolve disputes between the IRS and a citizen. 

The court has the authority to “redetermine” deficiency determinations made by the IRS and to re-
view collection due process determinations (among other things). To gain access to the Tax Court, 
one must have been mailed a Notice of Deficiency or Notice of Determination (or other appropriate 
IRS determination), and must file a petition within the time authorized by law.  

 
Taxpayer Advocate (TA): The IRS official within the Office of the Taxpayer Advocate whose duty is to 

help citizens resolve disputes with the IRS’s various enforcement functions. The TA has the authority 
to issue a Taxpayer Assistance Order to enforce decisions. See Taxpayer Advocate Service. 

 
Taxpayer Advocate Service (TAS): Established under IRC §7811, the Taxpayer Advocate Service is a 

function entirely separate from, and not answerable to, any enforcement function. The TA has the au-
thority to issue a Taxpayer Assistance Order stopping the IRS from taking action, or ordering the IRS 
to take action, if the taxpayer establishes that the IRS’s actions or failures to act are causing hardship. 
See Office of The Taxpayer Advocate. 

  
Taxpayer Assistance Order (TAO): An order issued by a Taxpayer Advocate requiring the IRS to cease 

action it is taking, refrain from taking threatened action, or take particular action. See Hardship and 
Taxpayer Advocate. 

 
Tolling: The term is used to explain that a statute of limitations has stopped running. As used here, the 

term refers to the stopping of the collection statute of limitations. Actions that stop the statute from 
running are referred to as “tolling events.” See Collection Statute of Limitations. 

 
Transportation Standards (TS): Fixed expenses the IRS has established to standardize the process of ne-

gotiating installment agreements and Offers in Compromise. Transportation Standards apply to vehi-
cle ownership costs, maintenance, operating expenses, and insurance. See National Standards and Lo-
cal Standards. 

 
Trustee: A person with a fiduciary responsibility over assets. When used in connection with the phrase 

TRUST TAXES, it refers to an employer who withheld money from the pay of employees. When 
used in connection with the Bankruptcy Code, it refers to the bankruptcy official responsible for ad-
ministering the estate of the debtor for the benefit of creditors.  

 
Trust Fund Recovery Penalty: The law allowing the IRS to make a personal assessment equal to the trust 

taxes that were withheld from the pay of employees but were not paid. To be assessed with this penal-
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ty, the person must be the company officer or employee with the responsibility of withholding, truth-
fully accounting for, and paying the trust taxes, but who willfully failed to do so. An assessment of 
the Trust Fund Recovery Penalty cannot lawfully include non-trust amounts. IRC §6672. See Will-
fulness. 

 
Trust Taxes: Taxes withheld from the pay of employees on account of their personal income and Social 

Security tax debts. See Non-Trust Taxes. 
 
U 
Uncollectible Status: The process by which the IRS freezes the collection account. This happens when it 

is shown that a person’s allowable personal living expenses meet or exceed his income, thereby mak-
ing any payment impossible. The IRS also refers to this status as “currently not collectible.”  

 
United States Code (USC): The entire body of United States laws. The code is organized by topic, called a 

“title.” Each title is dedicated to a specific area of the law and is given a number. For example, Title 
26 contains all of the laws regarding federal taxes. It is known as the Internal Revenue Code. Title 11 
is known as the Bankruptcy Code. Each title is broken down into sections, which are also numbered. 
Each section is one specific law. Thus, reference to Internal Revenue Code section 6331 is to Title 26, 
United States Code, section 6331.  

 
W 
Wage-Earner’s Plan: A payment plan administered under Chapter 13 of the Bankruptcy Code.  
 
Willfulness: When used in connection with the criminal tax laws, it means a voluntary, intentional viola-

tion of a known legal duty. It is the opposite of mistake, negligence, inadvertence, or misunderstand-
ing. See Criminal Investigation. When used in connection with the Trust Fund Recovery Penalty, it 
means simply that a responsible officer paid another creditor at a time when he knew trust taxes were 
outstanding. In this context, it does not imply a bad purpose or evil motive. 

  




