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Update
1. New Financial Statement Forms. The Internal Revenue Service (“IRS”) has
issued new financial statement forms 433-A and 433-B, which are effective
January, 2008.
2. New allowable ownership costs for older vehicles
•

Internal Revenue Manual (“IRM”) Section 5.8.5.5.2 allows taxpayer’s an
additional operating expense for older or high mileage vehicles of $200

•

“Older” vehicles are defined as being over 6 years old

•

Vehicles with more than 75,000 miles will also qualify for the ownership
expense

3. New allowable expenses
•

The allowable expense tables had significant changes made during 2007;

•

There is a new “Out-Of-Pocket Costs” table which grants each individual
$57 for out of pocket healthcare costs ($144 if the individual is age 65 or
older)

•

Prior to the change the Allowable Living Expenses were based upon the
number of individuals residing in the taxpayer’s home and the household
gross monthly income

•

The new Allowable Living Expenses are set based upon the number of
people living in the home, regardless of where the taxpayer lives or the
household’s gross monthly income

•

The Allowable Housing Allowance and Transportation Allowance have
been increased slightly

4. New IRS policies/noticed trends.
a)

Returning OICs for Noncompliance
1)

Prior to the enactment of the Tax Increase Prevention and

Reconciliation Act of 2005 (TIPRA), taxpayers had to be in current tax
compliance before filing OIC or OIC would be returned. This included OICs
from in-business taxpayer being current for prior two quarters on employment tax
deposits. TIPRA changed this. See, e.g., FAQs for New Offer in Compromise
Rules, No. 15, which states: “Is compliance no longer a processability criterion
for OIC submissions? Correct. Compliance is not considered to be a
processability criterion for OIC initial submissions….”
The IRS appears to be following this rule now on OICs. However,
this only applies at the time the OIC is received by the IRS. If the taxpayer fails
to maintain compliance during the time an OIC is being considered, the IRS will
still return the offer for noncompliance. IRM 5.8.7.2.2. Given that most OICs
take more than a year to process, the risk is still high that an OIC will be returned

for noncompliance. Per IRM 5.8.7.2.2.1(2), a taxpayer is to be given the
opportunity to remedy insufficient current year withholding/estimated taxes
before an OIC is returned – however, the IRS often does not give a taxpayer the
opportunity to remedy noncompliance in practice. Once an OIC is returned for
any reason – even if contrary to IRM – it is very difficult to have the decision to
return the OIC reversed. IRM 5.8.7.3. Additionally, if the OIC is resubmitted it
can be returned for not being materially different than then prior returned OIC.
Therefore, materially change the OIC before resubmitting.
2)

Noncompliance by Related In-Business Taxpayer
If a responsible officer submits an OIC for a trust fund recovery

penalty (TFRP) and the related business fails to maintains compliance (e.g., late
on a payroll deposit), the IRS often will return the OIC. This is the case despite
that the IRM advises otherwise. (See, e.g., IRM 5.8.3.4.1(1)(A) which states
“[a]n individual taxpayer should not be considered an in-business taxpayer
because he owns or controls a corporation that is not in compliance and Chavez v.
U.S., 93 AFTR2d 2004-2386 (W.D. Tex 2004), Appeals Officer abused his
discretion when he returned an individual’s OIC for the TFRP because his
company has not made payroll taxes ).
b)

IRS’ Trend to Consider Dissipated Assets
Per IRM 5.8.5.4, the IRS can include assets sold by a taxpayer in years

prior to submitting the OIC in computing the reasonable collection potential
(RCP) for an OIC. Generally, the only defense to this per the IRM is if the money
from the sold assets was used for necessary living expenses. Thus, if the taxpayer

sold stock and used the proceeds to pay credit card debt, the stock sales can be
included in the RCP as a dissipated asset. Nonetheless, the IRS only recently
seems to have started utilizing IRM 5.8.5.4 routinely to include dissipated assets
with OICs. See McKenzie, Representation Before the Collection Division of the
IRS, Section 6.22.50 (author has found marked increase in the IRS considering
dissipated assets). If the IRS applies this provision, taxpayers with significant
dissipated assets will likely not be able to satisfy an OIC given assets will be
included in the RCP which no longer exist.
See example of IRS response to recent OIC submitted attached as Exhibit
A. In the attached example, the IRS included the following in the RCP as
dissipated assets:
i)

Proceeds from forced stock sales to cover margin calls on

plummeting dotcom stock sold up to four years prior to when OIC was submitted;
ii)

$500,000 the taxpayer borrowed out of his real estate three

years before the OIC was submitted to pay back state taxes; and
iii)

$1,425,000 – the gross amount of the selling price of the

taxpayer’s real property 80% of which went to mortgages on the property and
20% to states taxes (taxpayer netted zero from sale).

c)

IRS’ Policy Not to Allow Business OICs to Designated Payments Toward

Trust Fund Portion of Employment Tax Debt.
Payments made with an OIC submission and monthly as it is considered
(with deferred payment offers), may be designated toward the trust fund portion
of a debt. IRC 7122(c)(2)(A), Notice 2006-68, IRM 8.23.1.4.1.1(1)(E).

Undesignated payments made with an OIC for employment taxes will be applied
to non-trust fund debts first. IRM 8.23.1.4.1.1(1)(F). However, once the OIC is
accepted, the taxpayer no longer has the right to designate subsequent OIC
payments. IRM 8.23.1.4.1.1(3). Thus, the payment may not be designated
toward the trust fund portion of an employment tax liability. This appears to be a
recent policy change at the IRS. Previously, an in-business taxpayer with an
employment tax liability could designate a payment made on an accepted OIC for
the tax debt toward the trust fund portion of the debt.

Example – ZipCo, Inc. owes $200,000 in employment taxes and has very
little net income and assets. Its reasonable collection potential (RCP) is $25,000.
The trust fund portion of its debt is $100,000. The TFRP has not yet been
assessed against any responsible officer. Previously, one approach was for ZipCo
to submit an OIC an offer to pay both the RCP of the corporation plus the RCP of
the responsible officer (up to the trust fund amount). Thus, in this case, the OIC
would be for $125,000. If the OIC was accepted and the $125,000 OIC payment
was designated first toward the trust fund amount, both ZipCo and the responsible
officer would generally owe no further amounts on the liability.
However, the IRS recently stopped this strategy by creating a policy where
OIC payments cannot be designated toward the trust fund portion of a liability.
Therefore, the responsible officer should first loan the money to ZipCo for the
trust fund liability, have ZipCo make a voluntary payment to the IRS with that
loan and designated it toward the trust fund. Then ZipCo can file and OIC for the
remainder of its employment tax liability.

d)

Number of Months of Future Income in RCP Calculation for OICs
IRS written guidance states that future income for an OIC is calculated as

follows (See, e.g., Form 656 pages 6 and 9, IRM 5.8.5.5):
For lump sum offers “net income” times 48 months;
For short-term (up to two years of payments) deferred payment
offers – “net income” times 60 months; and
For longer term offers – “net income” times number of months left
on collection statute.
IRS now appears to be at least sometimes ignoring the above and uses
number of months left on collection statute with lump sum and all deferred
payment offers. See, e.g., OIC RCP calculation example attached as Exhibit “A”
where IRS uses 89 months for future income calculation on a lump-sum offer.
Other tax practitioners have noted the IRS is increasingly using more than 48-60
months of future income. If length of collection statute will always be used with
RCP calculation, all clients should make deferred payment offer due to time value
of money and, more importantly, ability to pay less with the OIC submission
which is unlikely to be accepted.
e)

Changes in Authority of Taxpayer Advocate
Many practitioners regularly use the Taxpayer Advocate to solve certain

types of collection problems. For example, to reverse a levy if an OIC is about to
be filed or to remove/reduce garnishment on wages/social security payments.
Recently, the IRS changed the authority of the Taxpayer Advocate to limit its
authority in certain limited areas. See Modifications to Delegation Order 267

(effective October 1, 2007) attached as Handout 5. Some of these changes may
limit Taxpayer Advocate’s ability to assist with collection matters.
II.

Strategies
1. Future Earnings. Review the taxpayer’s financial analysis to see if there are
allowable expenses they can take advantage of but have not.
•

Health Insurance – the taxpayer should have health insurance, or if they
do not have health insurance, have them obtain a policy to cover them
and their family

•

Disability Insurance – Self-employed individuals should have long-term
disability insurance, particularly if they are the sole earner for their
family. This expense is an allowable business deduction and may be
taken on Page 6 of either the Form 433-A for Sole Proprietorships or
Form 433-B for entities

•

Health Care Out-of-Pocket Expenses – the taxpayer is allowed $57 per
month for out-of-pocket health care expenses without having to provide
any supporting documentation ($144 if age 65 or older)

•

Term Life Insurance – IRM Section 5.15.1.22 allows a taxpayer to
include in their “Allowable Expenses” a reasonable premium for term
life insurance

•

Cash-Value (Permanent) life insurance, because it is considered an
investment, is not allowed as an expense and will be considered an
available asset to the extent there is cash value

•

Accounting & legal Fees – Under IRM 5.15.1.10 accounting and legal
fees required for the representation of the client before the IRS is a
necessary expense.

•

Other necessary expenses include, but are not limited to, the following:
a. Charitable contributions if they are required as a condition
of employment (Ministers or Rabbis required to donate a
portion of their salary to the institution)
b. Childcare if it is necessary
c. Child support payments are necessary but will only be
allowed if the taxpayer is actually making the payments
d. Court ordered payments are allowable if they are being
paid
e. Dependent care if there is no other alternative
f. Taxes – Federal Income Tax, FICA, Medicare, State and
local taxes are all allowable
g. Student Loan payments are allowed if they are secured by
the federal government and for the taxpayer’s education

2. 2nd Circuit Decision in McNamee and Final Regulation § 301.7701-2. Owner of a
single member LLC failed to pay payroll taxes. The taxpayer argued that only the
trust fund portion should attach to him as a responsible person, pointing to the
IRS proposed regulations under Section 7701 that supported his contention. In
May 2007 the 2nd Circuit Court of Appeals ruled against the taxpayer, concluding
the IRS regulations were only proposed and had been issued after the taxpayer’s

controversy had started. The court concluded the entire payroll liability attached
to him because the SMLLC was treated as a disregarded entity (Sean P. McNamee
v. Department of the Treasury, U.S. Court of Appeals, 2nd Circuit, 05-6151-cv,
May 23, 2007)

The IRS finalized the formerly proposed regulations § 301.7701 on August 15,
2007, which state that, though a single member LLC may be disregarded for
income tax purposes, it will treated as a corporation for purposes of employment
taxes. So unlike the 2nd Circuit Appeals conclusion, only the trust fund portion
of the payroll taxes will attach to a member-owner of an LLC if such member
meets the definition of a responsible party under § 6672.

Consider closing up the company (Corp or LLC) to reduce outstanding tax debts
to those that the individual owner will be responsible for under § 6672 (Trust
Fund Recovery Penalty)

3. Designating Payments.
When tax is owed for multiple years, the strategy is generally to designate tax
payments to the following items:
a)

To the Trust Fund portion of employment taxes that are owed

b)

To debts that are non-dischargeable

c)

To the more recent years where older years may be barred by
the collection statute

Revenue Procedure 2002-26 is where the IRS has restated their position that:

“at the time the taxpayer voluntarily tenders a partial payment that is
accepted by the Service and the taxpayer provides specific written
directions as to the application of the payment, the Service will apply the
payment in accordance with those directions.”

4. Partial Pay Installment Agreements.
•

The IRS in the past informally permitted partial pay installments
agreements in certain circumstances. In 2004, legislation was passed with
codified this procedure – known as the Partial Payment Installment
Agreement (PPIA) for taxpayers who have outstanding federal tax
liabilities. See IRC section 6159. Therefore, if a taxpayer based on his
Form 433-A can only afford to pay $500/month on his tax liability, the
IRS can accept an installment agreement for that amount even if the
payment will not pay off the tax prior to the collection statute expiring.
The agreement will end when the collection statue expires. If a taxpayer’s
facts seem to support an OIC based on Effective Tax Administration, the
taxpayer might want to consider a PPIA instead given ETA OICs are
generally not considered. An example might be an older person on social
security with a personal residence with enough equity in it to pay off the
tax. Based on the RCP, the taxpayer can full pay. The IRS is unlikely to
take the personal residence so maybe a PPIA would be acceptable.

•

Younger taxpayers generally prefer an OIC or bankruptcy to achieve fresh
start instead of a long partial pay installment agreement where the IRS will
take more of their earnings if they are successful in the future.

5. Submit OIC to Service Center vs. via CDP/Equivalent Hearing.


The standard procedure to submit an OIC is to IRC central processing in
Memphis, TN or Holtsville, NY. The OIC is then prescreened for basic
processiblity and, if not returned at that stage, sent to a centralized OIC
processing office near the taxpayer.



Alternatively, an OIC can be proposed at a collection due process (CDP)
hearing or Equivalent Hearing as a collection alternative to a lien/levy
action. A CDP hearing must be requested without thirty days of the
issuance of a Final Notice of Intent to Levy or a certain Notice of Lien
(“CDP Notices”). Notices of Determination issued in a CDP hearing may
be appealed in Tax Court. However, even if the taxpayer misses the 30
day CDP filing date, an “Equivalent Hearing” can be requested within one
year of the relevant levy/lien notice. Regs. 301.6330-1(i)(2) Q&A No. I7.
The determination from an Equivalent Hearing, however, cannot be
appealed in Tax Court.



Suggestion – If you are hired by a new client for an OIC, immediately get
transcripts for all years with balances when new client is engaged to
determine if CDP Notices have been issued yet for any of the years. If so,

file for CDP/Equivalent Hearing if within 30 day/one year deadlines and
submit OIC to Settlement Officer as part of hearing - even if just one year
of a multi-year OIC is eligible for a CDP/Equivalent Hearing.

•

Using CDP/Equivalent Hearing is generally slightly better than the
centralized processing OIC route. First, the IRS Appeals/Settlement
Officer will probably be a higher level IRS employee and not as focused
on finding returning the OIC instead of considering it. Second, the OIC
will likely be acted on sooner if submitted via a CDP/Equivalent Hearing.

6. Trust Fund Recovery Penalty (the “100% Penalty”).
•

The liability for the Trust Fund Recovery Penalty is joint and several
between all taxpayers determined to be a “responsible person” under
IRC § 6672.

•

In cases where there are multiple responsible persons, the IRS may
assess and recover the Trust Fund Recovery Penalty from only one of
the responsible parties.

•

If the IRS does proceed against multiple responsible persons, they are
entitled to recover the full amount of the penalty only once.

•

The IRS is authorized to collect the maximum amount it can from each
responsible party and then abate the excess recovered from any one
party after it has ceased its collection activity.

•

Where more than one person is liable for the Trust Fund Recovery
Penalty, one responsible party is allowed a federal right of contribution

to recover a proportionate share of the Trust Fund Recovery Penalty
from the other responsible person(s).
•

In order to set forth a claim for contribution against others, the person
seeking contribution must show that the others are responsible persons,
and that they willfully failed to collect or truthfully account for and pay
over the payroll taxes.

•

Where there is more than one responsible person, the IRS can disclose to
those responsible persons: (1) the names of any other persons
determined to be liable for the Trust Fund Recovery Penalty; and (2)
whether the IRS has attempted to collect the Trust Fund Recovery
Penalty from the other person, the nature of the collection actions taken,
and the amount collected. IRC § 6103(e)(9).

7.

Qualified Offers and Recovery of Attorney Fees. Consider using a
qualified offer to put pressure on the IRS to settle the taxpayer’s case.

IRC § 7430(c)(4)(E) provides a qualified offer rule, which treats the
taxpayer as the prevailing party and allows for the recovery of reasonable
administrative and litigation costs if the taxpayer made a “qualified offer”
which was rejected by the government and the taxpayer’s subsequent
liability determined by the court is less than or equal to the amount
offered.

A “qualified offer” is an offer designated as a qualified offer and made in
writing to the United States at some time during the period beginning on
the date the 30 day letter was sent and ending 30 days before the date the
case is first set for trial. IRC § 7430(g).

8.

Transferring Property Subject to Tax Debt (Legal/Ethical Issues)
a)

Selling assets of business with tax debt for market value.
Example:
i)

Bob is sole shareholder and president of ZipCo, Inc.

ZipCo owes $200,000 in payroll taxes, $100,000 of which are trust
fund. ZipCo has no valuable assets and is not profitable. Bob has
sufficient assets to pay the trust fund portion of ZipCo’s debt.
Bob’s objective is to try and return ZipCo to profitability but
cannot afford $200,000 back tax debt. What should Bob do?
ii)

What if he sold ZipCo to unrelated third party for

$50,000, ZipCo paid the $50,000 toward the trust fund portion of
its debt and the Bob formed ZipCo LLC to compete with ZipCo?
iii)

What if Bob obtained appraisal of ZipCo at $50,000

and his son bought the business for $50,000 (which it paid toward
the trust fund liability) and hired Bob to run the company?
b)

Transfers of property between spouses.
Example:
i)

Bob and Jane are recently married. Bob owes $1M

in back income taxes from pre-marriage years. Bob and Jane

realized that their community income is subject to the income tax
debt. Can you advise them to divorce? Can you advice them to
enter into a post-nuptial agreement starting that their income is not
community?
ii)

What about if the $1M in tax debt is incurred during

marriage.
iii)

Can you advise clients to change property to joint

tenants to limit exposure of asset to separate tax liability of one
spouse?
c)

Keeping assets safe.
You are working on an OIC for a client who owes $1M in
back income taxes and is subject to tax liens and final notice of
intent to levy has been issued over year ago (levy could occur at
any time). Client receives a small inheritance of $100,000. Can
you tell the client to keep it out of his bank accounts that the IRS
knows about (keep in cash or open a new account)? Can you
suggest that he place $50,000 of it in your attorney trust account as
a retainer for future legal fees related to this tax matter?

Handouts:
1.
2.
3.
4.
5.

New 433-A and 433-B
Allowable Expense Tables
IRM Section on older vehicles
IRM section regarding offers from Partners
Change in Taxpayer Advocate’s Authority (Order 267)

