











MOST SERIOUS PROBLEM #7

IRS TRANSPARENCY

Lack of Transparency About Processing Delays and Other Key Data Frustrates
Taxpayers and May Undermine Voluntary Compliance

42

PROBLEM

Since fiscal year (FY) 2010, the IRS budget has been reduced by nearly 20 percent after adjusting for inflation,
and its staffing has declined as well. To address some of these deficiencies, Congress recently has given the

IRS significant additional funding to improve tax administration by passage of the Inflation Reduction Act
(IRA). Itis incumbent on the IRS to be transparent about its plans and outcomes, thereby demonstrating
that it is using the funding fairly, equitably, and prudently. Moreover, the IRS also needs to improve the
information it provides taxpayers regarding return and refund status and how to voluntarily comply with their
tax obligations. Additionally, taxpayers struggle to find the information they need on a cluttered IRS.gov,

and when they do find this information, they are surprised to learn they cannot fully rely on some of the
information.

ANALYSIS

The Treasury Department put constraints on how the IRS could use IRA funds in the area of enforcement.
For taxpayers and the public to have confidence that the IRS is using this funding fairly and equitably, it must
be fully transparent to taxpayers, Congress, and other oversight agencies. Additionally, the Secretary of the
Treasury directed that the IRS develop an operational plan that will include how it will allocate IRA funding.
This operational plan must contain details and provide specific performance metrics that outside parties can
monitor and verify to measure the results. The IRS also needs to improve its transparency around the status
of taxpayer refunds and essential information taxpayers need to comply with their tax obligations. Despite
Where’s My Refund? being accessed 557.2 million times in FY 2022, Where’s My Amended Return? being
accessed 20.8 million times, and IRS.gov reporting about 5.3 billion page views, the information taxpayers
obtained from these tools was either limited or difficult to locate, thus diminishing their value. If taxpayers
ultimately find the information they need, such as publications, instructions, or FAQs, the IRS does not
clearly identify the extent to which the information can be relied upon either for penalty relief or in an audit
situation.
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Most Serious Problem #7: IRS Transparency

Communication is key to trust. Taxpayers and practitioners desire open and regular communication, updates
on key factors impacting the filing season, informal and binding guidance, clear language in communications,
and the status of their cases throughout the compliance and enforcement processes.

RECOMMENDATIONS

The National Taxpayer Advocate recommends that the IRS: 1) make the operational plan, due six months
from the enactment of the Inflation Reduction Act, available to the public by posting it on IRS.gov and
allowing stakeholder comments on the plan and future improvements; 2) commit to providing regular reports
regarding the allocation of the increased funding and include performance metrics that show the results

of how the IRS has applied the funds; 3) improve Where’'s My Refund?, IRS2Go, and online accounts by
providing taxpayers increased functionality including specific information about the cause of their refund
delay and an estimated date when the IRS might issue their refund; 4) post a filing season dashboard and
provide weekly information throughout the year on the filing season statistics, including the total number of
returns in inventory, number of returns held beyond normal processing times, number of returns in suspense
status, and the anticipated timeframes for working through them, acknowledging that the situation is fluid
and timeframes may change along with circumstances; 5) clearly state on all guidance the extent to which the
taxpayer can rely upon it for either penalty relief or in an audit situation; and 6) update the Priority Guidance
Plan to be a living document that says the type of guidance the IRS is developing, the issues it will address, the
current status of the guidance, and the estimated date of completion.
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MOST SERIOUS PROBLEM #8
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RETURN PREPARER OVERSIGHT

Taxpayers Are Harmed by the Absence of Minimum Competency Standards for
Return Preparers

PROBLEM

Return preparers prepare over half of individual income tax returns and play a key role in tax administration.
Many taxpayers are ill-equipped to assess a preparer’s expertise in tax laws and tax return preparation. Anyone
can hold themselves out to be a return preparer, and not all return preparers have professional credentials.
Return preparers without credentials are not required to pass any competency tests or take any educational
courses on tax return preparation, and they are not subject to any ethical rules.

The absence of minimum competency standards for preparers of federal tax returns leaves taxpayers,
particularly low-income taxpayers, vulnerable to return preparers’ inadvertent errors that could cause them to
overpay their tax — or to underpay their tax and face IRS enforcement action subjecting them to additional
tax, penalties, and interest. Such standards would also likely professionalize the return preparation industry
and weed out unscrupulous return preparers. Because taxpayers are ultimately financially responsible for
inaccurately prepared returns, minimum competency standards for return preparers are an important taxpayer
protection measure.

ANALYSIS

Recent IRS data shows that taxpayers are harmed by non-credentialed return preparers. Non-credentialed
paid return preparers prepared about 79 percent of 2020 Earned Income Tax Credit (EITC) returns

prepared by a paid return preparer but accounted for over 92 percent of the total amount of EITC audit
adjustments (in dollars) of those returns subject to audit. In addition, during calendar year 2021, the IRS
assessed approximately 76 percent of the return preparer penalties for individual income tax returns against
non-credentialed paid return preparers. Finally, based on a review of IRS Discriminant Index Function

(DIF) scores — an IRS estimate of the likelihood that an audit of the taxpayer’s return would produce an
adjustment — it appears that non-credentialed paid return preparers are preparing returns with a higher level of
noncompliance.
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Most Serious Problem #8: Return Preparer Oversight

Numerous studies have consistently found significant noncompliance on returns prepared by non-credentialed
return preparers. For example, the Government Accountability Office, the Treasury Inspector General for Tax
Administration, and the New York State Department of Taxation and Finance conducted “shopping visits”
during which officials posed as taxpayers seeking return preparation assistance. Each of the shopping visit
studies found significant inaccuracies reported on the returns prepared during those visits by non-credentialed
return preparers.

RECOMMENDATIONS

The National Taxpayer Advocate recommends that the IRS: 1) conduct a robust outreach and education
campaign on how to report suspected violations of Circular 230, with the targeted recipients of these outreach
and education efforts to include taxpayers, tax professionals, and IRS employees; 2) strengthen its taxpayer
awareness campaign immediately before and during the filing season to ensure that taxpayers understand what
to expect from their return preparer (e.g., sign return, provide Preparer Tax Identification Number (PTIN),
furnish copy of return) and where to report preparers who violate the requirements; and 3) prioritize the
assessment and collection of the IRC § 6695 return preparer penalties, especially the IRC § 6695(b) penalty
for failure to sign the return and the IRC § 6695(c) penalty for failure to furnish a PTIN.

The National Taxpayer Advocate recommends that Congress amend title 31, section 330 of the U.S. Code to
authorize the Secretary to establish minimum standards for federal tax return preparers.
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MOST SERIOUS PROBLEM #9

APPEALS

Staffing Challenges and Institutional Culture Remain Barriers to Quality
Taxpayer Service Within the IRS Independent Office of Appeals

PROBLEM

A review by the IRS Independent Office of Appeals (Appeals) represents taxpayers’ last, and often best,
chance to settle their cases administratively within the IRS. However, case delays, inflexible policies, and an
apparent lack of independence are hampering this process. For example, taxpayers may find IRS Counsel
and Compliance invited to their Appeals conference without their consent or may be frustrated to learn that
Compliance sometimes has more transparency into the rationale behind their case settlements than they do.

ANALYSIS

For years, increasing cycle times and case delays have been a challenge for Appeals. Currently, once a case
reaches Appeals, it sits for an average of 48 days before being assigned to an Appeals Officer (AO), and overall
cycle times have increased by 103 percent from fiscal year (FY) 2017 to FY 2022. Because of attrition,

AO:s are often inexperienced and overworked, which exacerbates case delays. Additionally, Appeals’ culture
does not always preserve an appearance of independence. Sometimes taxpayers may feel that the assigned
AQO is simply a conduit between the taxpayer and a technical guidance coordinator who is deciding the

case. Appeals’ policy of inviting Counsel and Compliance personnel to the conference in large cases, even if
taxpayers object, also jeopardizes the appearance and the reality of independence. Further, at the conclusion
of some Appeals proceedings, the AO provides an explanatory Appeals Case Memorandum (ACM) to

the Compliance team or even holds a post-settlement conference, both of which are denied to taxpayers.
Although many of Appeals’ challenges are not of its own making, taxpayers should still have a right to expect
Appeals proceedings and policies that are timely, fair, and independent.
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Most Serious Problem #9: Appeals

RECOMMENDATIONS

The National Taxpayer Advocate recommends that the IRS: 1) continue efforts to increase hiring of Account
and Processing Support personnel and AOs while designing career paths that encourage advancement and
retention within Appeals; 2) dedicate resources, including circuit riding to cities without an Appeals presence,
to provide meaningful in-person conferences expeditiously and without the need for burdensome travel on the
part of taxpayers and practitioners; 3) empower AOs to make independent decisions on their assigned cases,
with technical guidance coordinators and other subject matter experts limited to advisory roles in all but the
rarest situations; and 4) change the Internal Revenue Manual to require that all ACMs be shared with both
the taxpayer and the Compliance function and, where post-settlement conferences are held, taxpayers must be
invited to attend, even if in a monitoring capacity.

The National Taxpayer Advocate recommends that Congress amend IRC § 7803(e) to provide that, where
taxpayers whose cases are nondocketed have a right to a conference with the Independent Office of Appeals,
this conference will only include personnel from the Office of Chief Counsel or the compliance functions of
the IRS if taxpayers consent to that participation.
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MOST SERIOUS PROBLEM #10

| OVERSEAS TAXPAYERS

Taxpayers Outside of the United States Face Significant Barriers to Meeting
Their U.S. Tax Obligations

PROBLEM

All taxpayers face challenges understanding their tax obligations and accessing information and services

from the IRS. However, taxpayers living overseas face additional challenges in virtually every aspect of their
taxpayer experience. Whether they are U.S. citizens or resident aliens living abroad or foreign persons with
U.S. tax obligations, these taxpayers are subject to highly complicated rules for determining whether they
need to file a U.S. tax return and, if they are required to file, determining the correct amount of their U.S. tax
liability. Further compounding their challenges, these taxpayers also have more limited access to support and
resources from both the IRS and private industry.

ANALYSIS

U.S. tax law, as it applies to foreign persons and U.S. citizens and resident aliens living overseas, is highly
complex. This makes compliance challenging for these populations under the best of circumstances.
Unfortunately, taxpayers living overseas lack access to many of the supports available to domestic taxpayers.
Taxpayers living overseas have more limited tax preparation software options and face challenges in locating
qualified return preparers whose services they can afford. They also e-file at substantially lower rates than
domestic taxpayers. The process for obtaining an Individual Taxpayer Identification Number, which many
foreign taxpayers need to file a return, is very long and arduous. Taxpayers living overseas also have more
limited access to customer service: only one telephone line that is not toll-free, long delays in receiving mail,
and no option to receive face-to-face customer service.

RECOMMENDATIONS

The National Taxpayer Advocate recommends that the IRS: 1) develop a comprehensive customer service
strategy for both U.S. citizens and resident aliens living abroad and foreign individuals with U.S. tax
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Most Serious Problem #10: Overseas Taxpayers

obligations; 2) explore ways to partner with the U.S. Department of State to provide customer service and
tax information to U.S. citizens abroad; 3) conduct a study to identify barriers to e-filing for taxpayers
overseas, and use the results of that study to formulate a strategy to reduce barriers and increase e-filing by
that population; 4) ensure that identity proofing requirements do not prevent taxpayers who need to e-file
information returns from accessing the IRS’s platform for electronically filing information returns; 5) offer
customer callback on the international customer service line and provide more detailed information on the
IRS website about the services offered on the international telephone line; 6) to account for postal delays,
provide an extended time for taxpayers living overseas to respond to IRS letters and notices; and 7) offer
virtual Taxpayer Assistance Center appointments to taxpayers living overseas so that such taxpayers have a
face-to-face customer service option.

The National Taxpayer Advocate recommends that Congress amend the IRC § 6213(b)(2)(A) to give
taxpayers living overseas a longer time to request abatement of an assessment made by the IRS under its math
error authority.
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MOST LITIGATED ISSUES

— e

~ MOST LITIGATED ISSUES

RC § 7803(c)(2)(B)(ii)(XI) requires the National Taxpayer Advocate to identify in her Annual Report to
Congress the ten tax issues most litigated in federal courts. To identify the top ten Most Litigated Issues,
TAS used commercial legal research databases to locate and review published opinions involving a substantive
civil tax issue decided on the merits in federal courts during the fiscal year (FY) 2022 period from October

1, 2021, through September 30, 2022 (the reporting period). To provide a more complete picture, we also
reviewed the Statutory Notices of Deficiency (SNDs) for which petitions were filed with the U.S. Tax Court
(Tax Court) during the reporting period.

For the first time this year, we divided our top ten lists by individual and business taxpayers. We also revisited
the most inclusive categories and narrowed the definitions we have used in past reports. We believe this

will provide more nuanced, useful data to readers. Our analysis identified 368 court opinions, with a large
portion, 177 opinions, issued by the Tax Court in the reporting period. We also reviewed 191 court opinions
from other federal courts, including opinions from U.S. District Courts, U.S. Courts of Appeals, the U.S.
Court of Federal Claims, U.S. Bankruptcy Courts, and the U.S. Supreme Court. The total number of
opinions is a 20 percent increase from the 306 cases we identified last year. The second part of our analysis
used data provided by the IRS Independent Office of Appeals and involved the review of 28,807 petitions
seeking judicial review in the Tax Court submitted by taxpayers in FY 2022. Of the 29,254 cases closed in
the Tax Court in FY 2022, more than 99 percent were resolved without a court ruling on the merits.

Figure 3.1 shows the most litigated issues decided by the Tax Court in FY 2022, divided by individual and

business taxpayers, in order from most to least.
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Most Litigated Issues

FIGURE 3.1, Top Ten Tax Court Opinions Issued for Individual and Business Taxpayers

During FY 2022
Top Ten Tax Court Tax Court Top Ten Tax Court Tax Court
Ranking | Opinions Issued for Opinions Ranking | Opinions Issued for Opinions

Individual Taxpayers Discussing Issue Business Taxpayers Discussing Issue

1 Gross Income (IRC § 17 1 Sole Proprietorship 20
61 and related Code Related Schedule C
sections) Income

2 Schedule A Deductions 15 2 Corporate Income 10
(IRC §§ 211-224) (excluding COGS) or

Expenses

3 Failure-to-File Penalty 14 3 Failure-to-File Penalty 10
(IRC § 6651(a)(1)), (IRC § 6651(a)(1)),
Failure-to-Pay Penalty Failure-to-Pay Penalty
(IRC § 6651(a)(2)), and (IRC § 6651(a)(2)), and
Failure-to-Pay Estimated Failure-to-Pay Estimated
Tax Penalty (IRC § 6654) Tax Penalty (IRC § 6654)

4 Innocent Spouse Relief 10 4 Gross Income (IRC § 9
(IRC § 6015) 61 and related Code

sections)

5 Adjusted Gross Income 7 5 Charitable Contribution 8
(AGI) Exclusions and Deductions (IRC § 170)
Deductions

6 Whistleblower award 7 6 Passive Activity 5
determinations (Schedule E) Income and
(IRC § 7623(b)(1)) Expenses

7 Charitable Contribution 5 7 Schedule A Deductions 5
Deductions (IRC § 170) (IRC §§ 211-224)

8 Fraud Penalty (IRC § 4 8 Fraud Penalty (IRC § 5
6663) 6663)

9 Alimony and Separate 3 9 Employment Tax Issues 4
Maintenance Payments
(IRC § 71)

10 Foreign Earned Income 3 10 Partnership Income 4

Exclusion (IRC § 911)

(excluding Cost of
Goods Sold) or Expenses

Figure 3.2 shows the top ten issues petitioned to the Tax Court in FY 2022, divided by individual and

business taxpayers, in order from most to least.
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Most Litigated Issues

FIGURE 3.2, Top Ten Individual and Business Taxpayer Issues Petitioned to the Tax
Court During FY 2022

Top Ten Individual Taxpayer | Total Petitions

Top Ten Business Taxpayer | Total Petitions
Ranking | Issues Petitioned to the Tax | to the Tax

Ranking | Issues Petitioned to the Tax | to the Tax

Court Court Court Court
1 Gross Income (IRC § 61 and 21,215 1 Sole Proprietorship Trade or 2,834
related Code sections) Business Expense
2 Statutory Adjustment 5,897 2 Sole Proprietor Gross 1,223
Income
3 Filing Status and 1,739 3 Corporate or Partnership 371
Dependents (including Trade or Business Expense
personal exemptions
for spouses, dependent
children, and other
dependents)
4 Payments and Credits 1,456 4 Corporate or Partnership 297
Gross Income
5 Family Status Related 1,364 5 Schedule K-1 Flow-Through 74
Credits (including the ltems
Child Tax Credit, Child and
Dependent Care Credit,
Additional Child Tax Credit,
and the Adoption Credit)
6 Earned Income Tax Credit 1,224 6 Charitable Contributions 41
7 Schedule A Itemized 1162 7 Farming and Agriculture 34
Deductions under Activities — Trade or
(IRC §§ 211-224) Business Expenses
8 Passive Activity (Schedule E) 973 8 Balance Sheet — Assets 33
Income and Expenses
9 Federal Income Tax 956 9 Balance Sheet — 25
Withholding Stockholder Equity
10 Taxes and Other Credits 675 10 Balance Sheet - Liabilities 24

Comparing the number of docketed cases among the courts in which taxpayers may litigate federal tax
disputes (i.e., petitions filed), the Tax Court received at least 56 times as many tax cases as district courts and
94 times as many tax cases as the Court of Federal Claims in FY 2022. In nearly 84 percent of the Tax Court
cases docketed in FY 2022, there was less than $50,000 at issue. About one percent of the total docketed
Tax Court cases involved an amount in dispute of more than $10 million, but that represents nearly 84
percent of all dollars in dispute in the Tax Court. Additionally, the vast majority of cases were settled in FY
2022, as has been the trend for the past ten years. While the Tax Court docket has the majority of cases,
there is more money at stake in tax litigation in the district courts and the Court of Federal Claims. Of the
dollars in dispute, Tax Court cases compare about 4:1 to tax cases in the district courts and about 7:1 to tax
cases in the Court of Federal Claims based on the ten-year average. Based on Tax Court petitions from FYs
2013 to 2022, the majority of petitions were settled by Appeals at 52.6 percent while the remainder was split
between settlements by Chief Counsel (23.5 percent), defaults and dismissals (20.1 percent), and trial/other
dispositions (3.1 percent). In FY 2022, about 90 percent of cases petitioned to the Tax Court involved pro se
taxpayers, and in about ten percent of the cases the taxpayers were represented. This is a larger percentage of
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