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I. LEGISLATIVE BACKGROUND
A. COMMITTEE ACTION

Committee consideration

The Committee on Finance marked up H.R. 2676 (the “Internal
Revenue Service Restructuring and Reform Act of 1998”) on March
31, 1998. The Committee adopted Chairman Roth’s amendment in
the nature of a substitute, as amended, and ordered the bill, as
amended, favorably reported by a roll call vote of 12-0 (20-0 in-
cluding proxy votes). The bill also includes tax technical corrections
provisions.

Committee and subcommittee hearings

The Committee held several public hearings during the 105th
Congress as part of its investigation of the operations and structure
of the Internal Revenue Service (“IRS’). A series of investigative
hearings were held by the full committee on September 23-25,
1997, which examined both the internal and public conduct of the
IRS. The Finance Committee’s Subcommittee on Taxation and IRS
Oversight held a field hearing in Oklahoma City, Oklahoma on De-
cember 3, 1997, regarding IRS management and operations in the
Oklahoma-Arkansas District.

The Finance Committee continued public hearings on IRS admin-
istration, including taxpayer rights, on January 28 and 29 and on
February 5, 11, and 25, 1998. The hearing on February 11, 1998,
focused on the tax treatment of “innocent spouses.”

B. COMMISSION REPORT

The National Commission on Restructuring the Internal Revenue
Service (the “Commission”) was established to review the practices
of the IRS and to make recommendations for modernizing and im-
proving its efficiency and taxpayer services. The Commission report
was issued on June 25, 1997, and contained recommendations re-
lating to executive branch governance and management of the IRS,
Congressional oversight of the IRS, personnel flexibilities, customer
service and compliance, technology modernization, electronic filing,
tax law simplification, taxpayer rights and financial accountability.

S. 1096 (the “Internal Revenue Service Restructuring and Re-
form Act of 1997”), introduced on July 30, 1997, by Senators Kerrey
and Grassley, generally followed the Commission’s recommenda-
tions. A similar bill, H.R. 2676, was passed by the House on No-
vember 5, 1997.2

1Report of the National Commission on Restructuring the Internal Revenue Service, “A Vision
for a New IRS,” June 25, 1997.

2The House Committee on Ways and Means reported H.R. 2676 on October 31, 1997 (H. Rept.
105-364). H.R. 2676 was amended by the House to include (as new Title VI) the provisions of
H.R. 2645 (“Tax Technical Corrections Act of 1997”) as reported by the House Committee on
Ways and Means on October 29, 1997 (H. Rept. 105-356).
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II. EXPLANATION OF THE BILL

TITLE I. EXECUTIVE BRANCH GOVERNANCE AND MANAGEMENT OF
THE IRS

A. IRS RESTRUCTURING AND CREATION OF IRS OVERSIGHT BOARD
1. IRS mission and restructuring (secs. 1001 and 1002 of the bill)

Present Law

IRS mission statement
The IRS mission statement provides that:

The purpose of the Internal Revenue Service is to collect
the proper amount of tax revenue at the least cost; serve
the public by continually improving the quality of our
products and services; and perform in a manner warrant-
ing the highest degree of public confidence in our integrity
and fairness.

IRS organizational plan

Under Reorganization Plan No. 1 of 1952, the Internal Revenue
Service (“IRS”) is organized into a 3-tier geographic structure with
a multi-functional National Office, Regional Offices, and District
Offices. A number of IRS reorganizations have occurred since then,
but no major changes have been made to the basic 3-tier structure.
Presently, as a result of a 1995 reorganization, there is a Regional
Commissioner, a Regional Counsel and a Regional Director of Ap-
peals for each of the following 4 regions: (1) the Northeast Region
(headquartered in New York); (2) the Southeast Region (Atlanta);
(3) the Midstates Region (Dallas); and (4) the Western Region (San
Francisco). There are 33 District Offices, 10 service centers, and 3
computing centers.

Reasons for Change

The Committee believes that a key reason for taxpayer frustra-
tion with the IRS is the lack of appropriate attention to taxpayer
needs. At a minimum, taxpayers should be able to receive from the
IRS the same level of service expected from the private sector. For
example, taxpayer inquiries should be answered promptly and ac-
curately; taxpayers should be able to obtain timely resolutions of
problems and information regarding activity on their accounts; and
taxpayers should be treated fairly and courteously at all times. The
Commissioner of Internal Revenue has indicated his interest in im-
proving customer service. The Committee believes that taxpayer
service is of such importance that the Committee should not only
support the Commissioner’s efforts, but also mandate that a key
part of the IRS mission must be taxpayer service.

The Commissioner has announced a broad outline of a plan to re-
organize the structure of the IRS in order to help make the IRS
more oriented toward assisting taxpayers and providing better tax-
payer service. Under this plan, the present regional structure
would be replaced with a structure based on units that serve par-
ticular groups of taxpayers with similar needs. The Commissioner
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has currently identified four different groups of taxpayers with
similar needs: individual taxpayers, small businesses, large busi-
nesses, and the tax-exempt sector (including employee plans, ex-
empt organizations and State and local governments). Under this
structure, each unit would be charged with end-to-end responsibil-
ity for serving a particular group of taxpayers. The Commissioner
believes that this type of structure will solve many of the problems
taxpayers encounter now with the IRS. For example, each of the
33 district offices and 10 service centers are now required to deal
with every kind of taxpayer and every type of issue. The proposed
plan would enable IRS personnel to understand the needs and
problems affecting particular groups of taxpayers, and better ad-
dress those issues. The present-law structure also impedes continu-
ity and accountability. For example, if a taxpayer moves, the re-
sponsibility for the taxpayer’s account moves to another geographi-
cal area. Further, every taxpayer is serviced by both a service cen-
ter and at least one district. Thus, many taxpayers have to deal
with different IRS offices on the same issues. The proposed struc-
ture would eliminate many of these problems.

The Committee believes that the current IRS organizational
structure is one of the factors contributing to the inability of the
IRS to properly serve taxpayers and the proposed structure would
help enable the IRS to better serve taxpayers and provide the nec-
essary level of services and accountability to taxpayers. The Com-
mittee supports the Commissioner in his efforts to modernize and
update the IRS and believes it appropriate to provide statutory di-
rection for the reorganization of the IRS.

Explanation of Provision

The IRS is directed to revise its mission statement to provide
greater emphasis on serving the public and meeting the needs of
taxpayers.

The IRS Commissioner is directed to restructure the IRS by
eliminating or substantially modifying the present-law three-tier
geographic structure and replacing it with an organizational struc-
ture that features operating units serving particular groups of tax-
payers with similar needs. The plan is also required to ensure an
independent appeals function within the IRS. As part of ensuring
an independent appeals function, the reorganization plan is to pro-
hibit ex parte communications between appeals officers and other
IRS employees to the extent such communications appear to com-
promise the independence of the appeals officers. The legality of
IRS actions will not be affected pending further appropriate statu-
tory changes relating to such a reorganization (e.g., eliminating
statutory references to obsolete positions).

Effective Date

The provision is effective on the date of enactment.
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2. Establishment and duties of IRS Oversight Board (sec. 1101 of
the bill and sec. 7802 of the Code)

Present Law

Under present law, the administration and enforcement of the in-
ternal revenue laws are performed by or under the supervision of
the Secretary of the Treasury.3 The Secretary has delegated the re-
sponsibility to administer and enforce the Internal Revenue laws to
the Commissioner. The Commissioner has the final authority of the
IRS concerning the substantive interpretation of the tax laws as re-
flected in legislative and regulatory proposals, revenue rulings, let-
ter rulings, and technical advice memoranda. Under present law,
the duties of the Chief Counsel of the IRS are prescribed by the
Secretary. The Secretary has delegated authority over the Chief
Counsel to General Counsel of the Treasury. The General Counsel
has delegated authority to serve as the legal adviser to the Com-
missioner to the Chief Counsel.

Federal employees are subject to rules designed to prevent con-
flicts of interest or the appearance of conflicts of interest. The rules
applicable to any particular employee depend in part on whether
the employee is a regular, full-time Federal Government employee
or a special government employee, the length of service of the em-
ployee and the pay grade of the employee. A “special government
employee” is, in general, an officer or employee of the executive or
legislative branch of the U.S. government who is appointed or em-
ployed to perform (with or without compensation) for not to exceed
130 days during any period of 365 days, temporary duties either on
a full-time or intermittent basis. Violations of the ethical conduct
rules are generally punishable by imprisonment for up to 1 year (5
years in the case of wilful conduct), a civil fine, or both. The
amount of the fine with respect to each violation cannot exceed the
greater of $50,000 or the compensation received by the employee in
connection with the prohibited conduct.

Under the ethical conduct rules, all Federal Government employ-
ees (including special government employees) are precluded from
participating in a matter in which the employee (or a related party)
has a financial interest. In addition, special government employees
cannot represent a party (whether or not for compensation) or re-
ceive compensation for representation of a party4 in relation to a
matter (1) in which the employee has at any time participated per-
sonally and substantially, or (2) which is pending in the depart-
ment or agency of the Government in which the special government
employee is serving. In the case of a special government employee
who has served in a department no more than 60 days during the
immediately preceding 365 days, item (2) does not apply. Thus, for
example, such an individual can receive compensation for represen-
tational services with respect to matters pending in the department
in which the employee serves, as long as it is not a matter involv-

3Code sec. 7801(a).

4The prohibition on receipt of compensation applies regardless of whether the services are
performed by the Federal employee or someone else. For example, it would preclude a Federal
employee from sharing in the compensation received by a partner of the Federal employee with
respect to covered matters.



11

ing parties in which the employee personally and substantially par-
ticipated.5

The conflict of interest rules also impose restrictions on what a
Federal Government employee can do after leaving the Govern-
ment. Under these rules, senior level officers and employees (in-
cluding special government employees) who served at least 60 days
cannot represent anyone other than the United States before the
individual’s former department or agency for 1 year after terminat-
ing employment. Whether an employee is a senior level officer or
employee is determined by pay grade. The one-year post employ-
ment restriction does not apply to special government employees
who serve less than 60 days during the 365—day period before ter-
mination of employment.6

Federal employees with pay grades above certain levels (and who
have at least 60 days of service) are required to file annually public
financial disclosures.

Reasons for Change

The Committee believes that a well-run IRS is critical to the op-
eration of our tax system. Public confidence in the IRS must be re-
stored so that our system of voluntary compliance will not be com-
promised. The Committee believes that most Americans are willing
to pay their fair share of taxes, and that public confidence in the
IRS is key to maintaining that willingness.

The National Commission on Restructuring the IRS (the “Re-
structuring Commission”) conducted a year-long study of the IRS
and found that a number of factors contribute to current IRS man-
agement problems. The Restructuring Commission found that,
while the Treasury is responsible for IRS oversight, it has gen-
erally provided little consistent strategic oversight or guidance to
the IRS. The Secretary and Deputy Secretary have many other
broad responsibilities and generally leave the IRS largely inde-
pendent. The average tenure of an IRS Commissioner is under 3
years, as is the average tenure of senior Treasury officials respon-
sible for IRS oversight. Many of the issues that need to be ad-
dressed by the IRS require expertise in various areas, particularly
management and technology.

The Restructuring Commission concluded the following:

problems throughout the IRS cannot be solved without
focus, consistency and direction from the top. The current

5More stringent rules apply to regular Federal Government employees. Such employees can-
not receive compensation for representational services (whether rendered by the individual or
another) in matters in which the United States is a party or has a direct and substantial inter-
est before any department, agency or court. In addition, a Federal Government employee cannot
act as agent or attorney (whether or not for compensation) for prosecuting any claim against
the United States or act as agent or attorney for anyone before any department, agency, or court
in which the United States is a party or has a direct and substantial interest.

6 All Federal Government employees are permanently prohibited from representing a party
other than the government in connection with a particular matter (1) in which the government
is a party or has an interest, (2) in which the individual participated personally and substan-
tially, and (3) which involved a specific party or parties at the time of their participation. In
addition, Federal employees cannot, within 2 years after terminating employment, represent any
person other than the United States in connection with any matter (1) in which the government
is a party or has a direct and substantial interest, (2) which the person knows or reasonably
should know was actually pending under his or her official responsibility within one year before
terrgination of employment, and (3) which involved a specific party or parties at the time it was
pending
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structure, which includes Congress, the President, the De-
partment of the Treasury, and the IRS itself, does not
allow the IRS to set and maintain consistent long-term
strategy and priorities, nor to develop and execute focused
plans for improvement. Additionally, the structure does
not ensure that the IRS budget, staffing and technology
are targeted toward achieving organizational success.

The Committee shares the concerns of the Commission, and be-
lieves that fundamental change in IRS management and oversight
is essential. The Committee believes that a new management
structure that will bring greater expertise in needed areas, and
more focus and continuity will help the IRS to become an efficient,
responsive, and respected agency that acts appropriately in carry-
ing out its functions.

The Committee believes that private sector input is a necessary
part of any new management structure. The Committee believes
that appropriate ethics rules should be applied to the private sector
members of the new IRS management in order to enhance the abil-
ity of such members to demonstrate impartiality in the perform-
ance of their duties, while not unduly restricting the available pool
of potential candidates.

The Committee is aware that the taxpaying public does not rel-
ish contacts with the agency responsible for collecting taxes. Never-
theless, by establishing a new management structure that will bet-
ter enable the IRS to develop and fulfill long-term goals, the Com-
mittee believes the IRS will provide better service and reduce IRS
contact with taxpayers. The Committee is also aware that changes
being made to IRS management structure are not the final step,
and that continued oversight of the IRS, by Congress as well as the
Administration, is necessary in order to ensure long-term progress.

Explanation of Provision

Duties, responsibilities, and powers of the IRS Oversight Board

The bill provides for the establishment within the Treasury De-
partment of the Internal Revenue Service Oversight Board (re-
ferred to as the “Board”). The general responsibilities of the Board
are to oversee the IRS in the administration, management, con-
duct, direction, and supervision of the execution and application of
the internal revenue laws. As part of its oversight responsibilities,
the Board has the responsibility to ensure that the organization
and operation of the IRS allows it to carry out its mission. The
Board will sunset September 30, 2008.

The Board has the following specific responsibilities: (1) to review
and approve strategic plans of the IRS, including the establishment
of mission and objectives (and standards of performance) and an-
nual and long-range strategic plans; (2) to review the operational
functions of the IRS, including plans for modernization of the tax
administration system, outsourcing or managed competition, and
training and education; (3) to review and approve the Commis-
sioner’s plans for major reorganization of the IRS (except that the
approval authority does not apply to the reorganization provided
for under the bill); and (4) to review operations of the IRS in order
to ensure the proper treatment of taxpayers. The Board also has
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the following specific responsibilities relating to management: (1) to
recommend to the President candidates for Commissioner (and to
recommend the removal of the Commissioner); (2) taking into ac-
count the recommendations, if any, of the Commissioner, to rec-
ommend to the Secretary 3 candidates for appointment as the Na-
tional Taxpayer Advocate from individuals who have a background
in customer service and tax law, and experience representing indi-
vidual taxpayers (and to recommend the removal of the National
Taxpayer Advocate); (3) to review the Commissioner’s selection,
evaluation, and compensation of IRS senior executives who have
program management responsibility over significant functions of
the IRS; (4) and to review procedures of the IRS relating to finan-
cial audits.

In addition, the Board will review and approve the budget re-
quest of the IRS prepared by the Commissioner, submit such budg-
et request to the Secretary, and ensure that the budget request
supports the annual and long-range strategic plans of the IRS. The
Secretary is required to submit the budget request approved by the
Board to the President, who is required to submit such request,
without revision, to the Congress together with the President’s an-
nual budget request for the IRS. The bill does not affect the ability
of the President to include, in addition, his own budget request re-
lating to the IRS.

It is intended that the Board will reach a formal decision on all
matters subject to its review. With respect to those matters over
which the Board has approval authority, the Board’s decisions will
be determinative.

The Board has no responsibilities or authority with respect to the
development and formulation of Federal tax policy relating to exist-
ing or proposed internal revenue laws. In addition, the Board has
no authority (1) to intervene in specific taxpayer cases, including
compliance activities involving specific taxpayers such as criminal
investigations, examinations, and collection activities, (2) to engage
in specific procurement activities of the IRS (e.g., selecting vendors
or awarding contracts), or (3) to intervene in specific individual
personnel matters.

Board members would have limited access to confidential tax re-
turn and return information under section 6103. This limited ac-
cess would permit the Board to receive such information (i.e., infor-
mation that has not been redacted to remove confidential tax re-
turn and return information) from the Treasury IG for Tax Admin-
istration or the Commissioner in connection with reports made to
the Board. This access to section 6103 information does not include
the taxpayer’s name, address, or taxpayer or employer identifica-
tion number. The Board members are subject to the anti-browsing
rules applicable to IRS employees under present law.”

In exercising its duties, it is expected that the members of the
Board shall maintain appropriate confidentiality (e.g., regarding
enforcement matters).

The Board is required to report each year regarding the conduct
of its responsibilities. The annual report shall be provided to the

7The provision does not affect the Secretary’s (or Deputy Secretary’s) or the Commissioner’s
access to section 6103 information or the application of the anti-browsing rules to the Secretary
(or Deputy Secretary) or the Commissioner.
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President and the House Committees on Ways and Means, Govern-
ment Reform and Oversight, and Appropriations and the Senate
Committees on Finance, Governmental Affairs, and Appropriations.
In addition, the Board is required to report to the Ways and Means
and Finance Committees if the IRS does not address problems
identified by the Board.

It is expected that the Treasury Department will no longer uti-
lize the IRS Management Board once the new Board created by the
bill is in place, as the functions of the IRS Management Board
would be taken over by the new Board.

Composition of the Board

The Board is composed of 9 members. Six of the members are so-
called “private-life” members who are not otherwise Federal officers
or employees. These private-life members are appointed by the
President, with the advice and consent of the Senate. The other
members are: (1) the Secretary (or, if the Secretary so designates,
the Deputy Secretary); (2) the Commissioner; and (3) a representa-
tive from an employee organization that represents a substantial
number of IRS employees and who is appointed by the President,
with the advice and consent of the Senate. In appointing the rep-
resentative of an employee organization, the President is not re-
quired to choose an individual recommended by the employee orga-
nization, but may choose whoever the President determines to be
an appropriate representative of the employee organization.

The private-life members of the Board will be appointed without
regard to political affiliation and based solely on their expertise in
the following areas: (1) management of large service organizations;
(2) customer service; (3) the Federal tax laws, including adminis-
tration and compliance; (4) information technology; (5) organization
development; and (6) the needs and concerns of taxpayers. In the
aggregate, the private-life members of the Board should collectively
bring to bear expertise in these enumerated areas.

A private-life Board member and the employee representative
Board member may be removed at the will of the President. In ad-
dition, the Secretary (or Deputy Secretary) and the IRS Commis-
sioner are automatically removed from the Board upon his or her
termination of employment as such.

Compensation of Board members

The private-life members of the Board will be compensated at a
rate of $30,000 per year, except that the Chair would be com-
pensated at a rate of $50,000 a year. The other Board members
will receive no compensation for their services as a Board member.
All members of the Board are entitled to travel expenses for pur-
poses of attending Board meetings or visiting IRS offices in connec-
tion with Board functions.

Ethical conduct rules

Private-life members

Under the bill, the private-life Board members are subject to the
public financial disclosure rules applicable to Federal government
employees above certain pay grades and who have at least 60 days
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of service. Thus, the private-life Board members are required to file
a public financial disclosure report for purposes of confirmation, an-
nually during their tenure on the Board, and upon termination of
appointment.

The ethical conduct rules applicable to private-life Board mem-
bers depend on whether or not such members are determined to be
“special government employees” under the present-law rules. It is
expected that they generally will be. In that case, they will be sub-
ject, at a minimum, to the ethical conduct rules applicable to spe-
cial government employees. In addition, during their term as a
Board member, a private-life Board member cannot represent any
party (whether or not for compensation) with respect to (1) any
matter before the Board or the IRS, (2) any tax-related matter be-
fore the Treasury Department or (3) any court proceeding with re-
spect to a matter described in (1) or (2). Thus, for example, the day
after appointment to the Board, a private-life Board member could
not meet with representatives of the IRS or Treasury on behalf of
a client or the Board member’s corporate employer with respect to
proposed tax regulations. On the other hand, the Board member
could, for example, represent clients before the U.S. Customs Serv-
ice. The special rules applicable to private-life Board members gen-
erally do not preclude the Board member from sharing in com-
pensation from representation of clients by another person (e.g., a
partner of the Board member) before the IRS or Treasury.8

In addition, private-life Board members are subject to the 1-year
post employment restriction applicable to individuals above certain
pay grades and who have served at least 60 days (whether or not
the members are special government employees under the present-
law rules).

If the Board members are determined not to be special govern-
ment employees under the present-law rules, then they will be sub-
ject to the ethical conduct rules relating to regular Federal Govern-
ment employees.

Representative of employee organization

In general, the bill provides that the employee representative or
Board member is subject to the same ethical conduct rules as the
private-life Board members. However, the bill modifies the other-
wise applicable ethical conduct rules so that they do not preclude
the employee representative from carrying out his or her duties as
a Board member and his or her duties with respect to the employee
organization. In particular, the employee representative is not pro-
hibited from (1) representing the interests of the employee organi-
zation before the Federal Government on any matter, or (2) acting
on a Board matter because the employee organization has a finan-
cial interest in the matter. In addition, the employee representative

8Certain limitations to this exception to the otherwise applicable ethical rules would apply.
For example, this exception would not apply if the matter was one in which the Board member
personally and substantially participated. Similarly, the Board member could not act with re-
spect to a matter in which he or she has a personal financial interest, including the potential
to receive a share in compensation as a result of another’s representation.
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can continue to receive his or her compensation from the employee
organization.®

The employee representative is subject to the same public finan-
cial disclosure rules as the private-life Board members. In addition,
the employee organization is required to provide an annual finan-
cial report with the House Ways and Means Committee and the
Senate Finance Committee. Such report is required to include the
compensation paid to the individual serving on the Board, the com-
pensation of individuals employed by the employee organization,
and membership dues collected by the organization.

The employee representative is subject to the same 1-year post
employment restriction applicable to the private-life Board mem-
bers, except to the extent the representative is acting in his capac-
ity as a representative of the employee organization.

Administrative matters

Term of appointments

The 6 private-life Board members will be appointed for 5-year
terms. The private-life members may serve no more than two 5-
year terms. Board member terms will be staggered, as a result of
a special rule providing that some private-life members first ap-
pointed to the Board would serve terms of less than 5 years. Under
this rule, 2 members first appointed will have a term of 2 years,
2 for a term of 4 years, and 2 for a term of 5 years. The terms of
the initial Board members will run from the date of employment.
Subsequent terms will run from expiration of the previous term. A
Board member appointed to fill a vacancy before the expiration of
a term will be appointed to the remainder of the term. Of course,
such a member could be appointed to subsequent 5-year term.

Chair of the Board

The members of the Board are to elect a Chair from the private-
life members for a 2-year term. Except as otherwise provided by a
majority of the Board, the authority of the Chair includes the au-
thority to hire appropriate staff, call meetings, establish commit-
tees, establish the agenda for meetings, and develop rules for the
conduct of business.

Meetings

The Board is required to meet on a regular basis (as determined
necessary by the Chair), but no less frequently than quarterly. The
Foard can meet privately, and is not subject to public disclosure
aws.

A quorum of 5 members is required in order for the Board to con-
duct business. Actions of the Board can be taken by a majority vote
of those members present and voting.

Staffing
The Chair is authorized to hire (and terminate) such personnel
as the Chair finds necessary to enable the Board to carry out its

9Certain limitations on this exception would apply. For example, the rules relating to bribery
would continue to apply. In addition, the employee representative would be precluded from act-
ing on a matter in which he or she has a financial interest.
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duties. In addition, the Board will have such staff as detailed by

the Commissioner or from another Federal agency at the request

of the Chair of the Board. The Chair can procure temporary and

icntgrmittent services under section 3109(b) of title 5 of the U.S.
ode.

Claims against Board members

The private-life members of the Board have no personal liability
under Federal law with respect to any claim arising out of or re-
sulting form an act or omission by the Board member within the
scope of service as a Board member. The bill does not limit per-
sonal liability for criminal acts or omissions, wilful or malicious
conduct, acts or omissions for private gain, or any other act or
omission outside the scope of service as a Board member. The bill
does not affect any other immunities and protections that may be
available under applicable law or any other right or remedy against
the United States under applicable law, or limit or alter the immu-
nities that are available under applicable law for Federal officers
and employees.

Effective Date

The provision relating to the Board is effective on the date of en-
actment. The President is directed to submit nominations for Board
members to the Senate within 6 months of the date of enactment.
The legality of the actions of the IRS are not affected pending ap-
pointment of the Board.

B. APPOINTMENT AND DUTIES OF IRS COMMISSIONER AND CHIEF
COUNSEL AND OTHER PERSONNEL

1. IRS Commissioner and other personnel (secs. 1102(a) and 1104
of the bill and secs. 7803 and 7804 of the Code)

Present Law

Within the Department of the Treasury is a Commissioner of In-
ternal Revenue, who is appointed by the President, with the advice
and consent of the Senate. The Commissioner has such duties and
powers as may be prescribed by the Secretary.l© The Secretary has
delegated to the Commissioner the administration and enforcement
of the internal revenue laws.1l The Commissioner generally does
not have authority with respect to tax policy matters.12

The Secretary is authorized to employ such persons as the Sec-
retary deems appropriate for the administration and enforcement
of the internal revenue laws and to assign posts of duty.

Explanation of Provision

As under present law, the Commissioner is appointed by the
President, with the advice and consent of the Senate, and may be

10Code sec. 7802(a).

11 Treasury Order 150-10 (April 22, 1982).

12See, e.g., Treasury Order 111-2 (March 16, 1981), which delegates to the Assistant Sec-
retary (Tax Policy) the exclusive authority to make the final determination of the Treasury De-
partment’s position with respect to issues of tax policy arising in connection with regulations,
published Revenue Rulings and Revenue Procedures, and tax return forms and to determine the
time, form and manner for the public communication of such position.
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removed at will by the President. Under the bill, one of the quali-
fications of the Commissioner is demonstrated ability in manage-
ment. The Commissioner is appointed to a 5-year term, beginning
with the date of appointment. The Commissioner may be re-
appointed for more than one 5-year term. The Board recommends
candidates to the President for the position of Commissioner; how-
ever, the President is not required to nominate for Commissioner
a candidate recommended by the Board. The Board has the author-
ity to recommend the removal of the Commissioner.

The Commissioner has such duties and powers as prescribed by
the Secretary. Unless otherwise specified by the Secretary, such
duties and powers include the power to administer, manage, con-
duct, direct, and supervise the execution and application of the in-
ternal revenue laws or related statutes and tax conventions to
which the United States is a party, to exercise the IRS’ final au-
thority concerning the substantive interpretation of the tax laws, to
recommend to the President a candidate for Chief Counsel (and
recommend the removal of the Chief Counsel), and to recommend
candidates for the position of National Taxpayer Advocate to the
IRS Board. If the Secretary determines not to delegate such speci-
fied duties to the Commissioner, such determination will not take
effect until 30 days after the Secretary notifies the House Commit-
tees on Ways and Means, Government Reform and Oversight, and
Appropriations, and the Senate Committees on Finance, Govern-
mental Affairs, and Appropriations. The Commissioner is to consult
with the Board on all matters within the Board’s authority (other
than the recommendation of candidates for Commissioner and the
recommendation to remove the Commissioner).

Unless otherwise specified by the Secretary, the Commissioner is
authorized to employ such persons as the Commissioner deems
proper for the administration and enforcement of the internal reve-
nue laws and is required to issue all necessary directions, instruc-
tions, orders, and rules applicable to such persons. Unless other-
wise provided by the Secretary, the Commissioner will determine
and designate the posts of duty.

Effective Date

The provisions relating to the Commissioner are effective on the
date of enactment. The provision relating to the 5-year term of of-
fice applies to the Commissioner in office on the date of enactment.
The 5-year term runs from the date of appointment.

2. IRS Chief Counsel (sec. 1102(a) and sec. 7803 of the Code)

Present Law

The President is authorized to appoint, by and with the consent
of the Senate, an Assistant General Counsel of the Treasury, who
is the Chief Counsel of the IRS. The Chief Counsel is the chief law
officer for the IRS and has such duties as may be prescribed by the
Secretary. The Secretary has delegated authority over the Chief
Counsel to the Treasury General Counsel. The Chief Counsel does
not report to the Commissioner, but to the Treasury General Coun-
sel. As delegated by the Treasury General Counsel, the duties of
the Chief Counsel include: (1) to be the legal advisor to the Com-
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missioner and his or her officers and employees; (2) to furnish such
legal opinions as may be required in the preparation and review of
rulings and memoranda of technical advice and the performance of
other duties delegated to the Chief Counsel; (3) to prepare, review,
or assist in the preparation of proposed legislation, treaties, regula-
tions and Executive Orders relating to laws affecting the IRS; (4)
to represent the Commissioner in cases before the Tax Court; (5)
to determine what civil actions should be brought in the courts
under the laws affecting the IRS and to prepare recommendations
to the Department of Justice for the commencement of such actions
and to authorize or sanction commencement of such actions.

Explanation of Provision

As under present law, the Chief Counsel is appointed by the
President, with the advice and consent of the Senate. Under the
bill, the Chief Counsel is not an Assistant General Counsel of the
Treasury and reports directly to the Commissioner.

The Chief Counsel has such duties and powers as prescribed by
the Secretary. Unless otherwise specified by the Secretary, these
duties include the duties currently delegated to the Chief Counsel
as described above. If the Secretary determined not to delegate
such specified duties to the Chief Counsel, such determination is
subject to the same notice requirement applicable to changes in the
delegation of authority with respect to the Commissioner.

Effective Date

The provision is generally effective on the date of enactment. The
provision providing that the Chief Counsel reports directly to the
Commissioner is effective 90 days after the date of enactment.

C. STRUCTURE AND FUNDING OF THE EMPLOYEE PLANS AND EXEMPT
ORGANIZATIONS DIVISION (“EP/EO”) (SEC. 1102 OF THE BILL AND SEC.
7803 OF THE CODE)

Present Law

Prior to 1974, no one specific office in the IRS had primary re-
sponsibility for employee plans and tax-exempt organizations. As
part of the reforms contained in the Employee Retirement Income
Security Act of 1974 (“ERISA”), Congress statutorily created the
Office of Employee Plans and Exempt Organizations (“EP/EO”)
under the direction of an Assistant Commissioner.13 EP/EO was
created to oversee deferred compensation plans governed by sec-
tions 401-414 of the Code and organizations exempt from tax
under Code section 501(a).

In general, EP/EO was established in response to concern about
the level of IRS resources devoted to oversight of employee plans
and exempt organizations. The legislative history of Code section
7802(b) states that, with respect to administration of laws relating
to employee plans and exempt organizations, “the natural tendency
is for the Service to emphasize those areas that produce revenue

13Code section 7802(b).
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rather than those areas primarily concerned with maintaining the
integrity and carrying out the purposes of exemption provisions.” 14
To provide funding for the new EP/EO office, ERISA authorized
the appropriation of an amount equal to the sum of the section
4940 excise tax on investment income of private foundations (as-
suming a rate of 2 percent) as would have been collected during the
second preceding year plus the greater of the same amount or $30
million.15 However, amounts raised by the section 4940 excise tax
have never been dedicated to the administration of EP/EO, but are
transferred instead to general revenues. Thus, the level of EP/EO
funding, like that of the rest of the IRS, is dependent on annual
Congressional appropriations to the Treasury Department.

Reasons for Change

To facilitate the reorganization of the IRS along functional lines,
the Committee believes that the statutory provision requiring the
establishment of the Office of Employee Plans and Exempt Organi-
zations under the direction of an Assistant Commissioner should be
eliminated. In addition, because the funding formula for EP/EO set
forth in section 7802(b)(2) would, if utilized, result in an unstable
level of funding that may bear little or no relation to the amount
of financial resources actually required by the EP/EO division, the
Committee believes that it is appropriate to repeal the funding
mechanism.

Explanation of Provision

The bill eliminates the statutory requirement contained in sec-
tion 7802(b) that there be an “Office of Employee Plans and Ex-
empt Organizations” under the supervision and direction of an As-
sistant Commissioner. The Committee intends that a comparable
structure be created administratively to ensure that adequate re-
sources within the IRS are devoted to oversight of the tax-exempt
sector.

In addition, because the funding formula for EP/EO set forth in
section 7802(b)(2) would, if utilized, result in an unstable level of
funding that may bear little or no relation to the amount of finan-
cial resources actually required by the EP/EO division, the bill re-
peals the funding mechanism. Thus, the appropriate level of fund-
ing for EP/EO is, consistent with current practice, subject to an-
nual Congressional appropriations, as are other functions within
the IRS. In this regard, however, the Committee believes that,
given the magnitude of the sectors EP/EO is charged with regulat-
ing, as well as the unique nature of its mandate, an adequately
funded EP/EO is extremely important to the efficient and fair ad-
ministration of the Federal tax system. Accordingly, financial re-
sources for EP/EO should not be constrained on the basis that EP/
EO is a “non-core” IRS function; rather, EP/EO, like all functions
of the IRS, should be funded so as to promote the efficient and fair
administration of the Federal tax system.

For example, it is important to allocate sufficient funds for EP/
EO staffing adequately to monitor and assist businesses in estab-

14S. Rept. 93-383, 108 (1973). See also H. Rept. 93-807, 104 (1974).
15Code section 7802(b)(2).
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lishing and maintaining retirement plans. Recently, in Revenue
Procedure 98-22, the IRS announced the expansion of the self-cor-
rection programs it offers employers to encourage companies to
identify and correct errors without incurring significant penalties.
These changes are welcomed, and it is not intended that the elimi-
nation of the statutory requirement contained in section 7802(b)(1)
or the self-funding mechanism described in section 7802(b)(2) im-
pede the implementation of these and EP/EO’s other programs and
activities. Rather, it is intended that there be adequate funding for
EP/EO, including these self-correction programs that will encour-
age the establishment and continuation of retirement plans to in-
crease coverage of American workers while protecting the rights of
employees to benefits under these plans and maintaining the integ-
rity and purposes of the exemption provisions.

Effective Date
The provision is effective on the date of enactment.

D. TAXPAYER ADVOCATE (SECS. 1102 (A), (C), AND (D) OF THE BILL AND
SEC. 7803(C) OF THE CODE)

Present Law

Taxpayer Advocate

In 1996, the Taxpayer Bill of Rights 2 (“I'BOR 2”) established the
position of Taxpayer Advocate, which replaced the position of Tax-
payer Ombudsman, created in 1979 by the IRS. The Taxpayer Ad-
vocate is appointed by and reports directly to the IRS Commis-
sioner.

TBOR 2 also created the Office of the Taxpayer Advocate. The
functions of the office are (1) to assist taxpayers in resolving prob-
lems with the IRS, (2) to identify areas in which taxpayers have
problems in dealings with the IRS, (3) to propose changes (to the
extent possible) in the administrative practices of the IRS that will
mitigate those problems, and (4) to identify potential legislative
changes that may mitigate those problems.

Taxpayer assistance orders

Taxpayers can request that the Taxpayer Advocate issue a tax-
payer assistance order (“TAO”) if the taxpayer is suffering or about
to suffer a significant hardship as a result of the manner in which
the internal revenue laws are being administered. A TAO may re-
quire the IRS to release property of the taxpayer that has been lev-
ied upon, or to cease any action, take any action as permitted by
law, or refrain from taking any action with respect to the taxpayer.

Under present law, the direct point of contact for taxpayers seek-
ing taxpayer assistance orders is a problem resolution officer ap-
pointed by a District Director or a Regional Director of Appeals.
The Taxpayer Advocate has designated the authority to issue tax-
payer assistance orders to the local and regional problem resolution
officers.
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Reports of the Taxpayer Advocate

The Taxpayer Advocate is required to report annually to the
House Committee on Ways and Means and the Senate Finance
Committee on the objectives of the Taxpayer Advocate for the up-
coming fiscal year. This report is required to be provided no later
than June 30 of each calendar year and is to contain full and sub-
stantive analysis, in addition to statistical information.

The Taxpayer Advocate is also required to report annually to the
House Committee on Ways and Means and the Senate Finance
Committee on the activities of the Taxpayer Advocate during the
most recently ended fiscal year. This report is required to be pro-
vided no later than December 31 of each calendar year, and is to
contain full and substantive analysis, in addition to statistical in-
formation. This report is also required to: (1) identify the initiatives
the Taxpayer Advocate has taken on improving taxpayer services
and IRS responsiveness; (2) contain recommendations received
from individuals with the authority to issue TAOs; (3) contain a
summary of at least 20 of the most serious problems encountered
by taxpayers, including a description of the nature of such prob-
lems; (4) contain an inventory of the items described in (1), (2), and
(3) for which action has been taken and the result of such action;
(5) contain an inventory of the items described in (1), (2), and (3)
for which action remains to be completed and the period during
which each item has remained on such inventory; (6) contain an in-
ventory of the items described in (1), (2) and (3) for which no action
has been taken, the period during which the item has remained on
the inventory, the reasons for the inaction, and identify any IRS of-
ficial who is responsible for the inaction; (7) identify any TAO that
was not honored by the IRS in a timely manner; (8) contain rec-
ommendations for such administrative and legislative action as
may be appropriate to resolve problems encountered by taxpayers;
(9) describe the extent to which regional problem resolution officers
participate in the selection and evaluation of local problem resolu-
tion officers, and (10) include such other information as the Tax-
payer Advocate deems advisable.

The reports of the Taxpayer Advocate are to be submitted
directly to the Congressional Committees without prior review or
comment from the Commissioner, Secretary, any other officer or
employee of the Treasury, or the Office of Management and Budg-
et.

Reasons for Change

The Committee believes that the Taxpayer Advocate serves an
important role within the IRS in terms of preserving taxpayer
rights and solving problems that taxpayers encounter in their deal-
ings with the IRS. To that end, it is appropriate that the IRS Over-
sight Board have input in the selection of the Taxpayer Advocate.
Due to the enhanced powers of the Taxpayer Advocate in TBOR2
and this bill, the Committee has been advised that the Taxpayer
Advocate should be appointed by the Secretary to avoid constitu-
tional problems. In addition, the Committee believes that the Tax-
payer Advocate should have experience appropriate to the position
and that the Taxpayer Advocate’s objectivity would be best pre-
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served by limiting prior and future employment with the IRS. The
Committee also believes that the reporting requirements of the
Taxpayer Advocate should be targeted not only towards solving
problems with the IRS but also towards preventing problems before
they arise.

The Committee believes that the Taxpayer Advocate must have
broad discretion to provide relief to taxpayers. In determining
whether a taxpayer assistance order should be issued, the Tax-
payer Advocate should consider certain factors as constituting a
“significant hardship” for the taxpayer. In addition to providing re-
lief if the taxpayer is about to suffer a significant hardship, the
Taxpayer Assistance Order should be issued in other appropriate
situations, such as if there is an immediate threat of adverse ac-
tion, if there has been a delay of more than 30 days in resolving
the taxpayer’s account problems, the taxpayer will have to pay sig-
nificant costs if relief is not granted, or the taxpayer will suffer ir-
reparable injury, or long-term adverse impact, if relief is not grant-
ed. The Committee believes that the Taxpayer Advocate should
have flexibility to issue a TAO under any appropriate cir-
cumstances, not only when one of the listed factors exists.

Explanation of Provision

National Taxpayer Advocate

The bill renames the Taxpayer Advocate the “National Taxpayer
Advocate.” The bill provides that the IRS Oversight Board is to rec-
ommend to the Secretary 3 candidates for National Taxpayer Advo-
cate from among individuals with a background in customer service
as well as tax law and with experience representing individual tax-
payers. The Secretary is required to choose a National Taxpayer
Advocate from among the individuals recommended by the Over-
sight Board. An individual may be appointed as the National Tax-
payer Advocate only if the individual was not an officer or em-
ployee of the IRS during the 2-year period ending with such ap-
pointment and the individual agrees not to accept employment with
the IRS for at least 5 years after ceasing to be the National Tax-
payer Advocate.

The bill replaces the present-law problem resolution system with
a system of local Taxpayer Advocates who report directly to the Na-
tional Taxpayer Advocate and who will be employees of the Tax-
payer Advocate’s Office, independent from the IRS examination,
collection, and appeals functions. The National Taxpayer Advocate
has the responsibility to evaluate and take personnel actions (in-
cluding dismissal) with respect to any local Taxpayer Advocate or
any employee in the Office of the National Taxpayer Advocate. In
conjunction with the Commissioner, the National Taxpayer Advo-
cate is required to develop career paths for local Taxpayer Advo-
cates.

The National Taxpayer Advocate is required to monitor the cov-
erage and geographical allocation of the local Taxpayer Advocates,
develop guidance to be distributed to all IRS officers and employees
outlining the criteria for referral of taxpayer inquires to local tax-
payer advocates, ensure that the local telephone number for the
local taxpayer advocate is published and available to taxpayers.



24

Each local Taxpayer Advocate may consult with the appropriate
supervisory personnel of the IRS regarding the daily operation of
the office of the Taxpayer Advocate. At the initial meeting with any
taxpayer seeking the assistance of the Office of the Taxpayer Advo-
cate, the local taxpayer advocate is required to notify the taxpayer
that the Office operated independently of any other IRS office and
reports directly to Congress through the National Taxpayer Advo-
cate. At the discretion of the local taxpayer advocate, the advocate
shall not disclose to the IRS any contact with or information pro-
vided by the taxpayer. Each local office of the Taxpayer Advocate
is to maintain a separate phone, facsimile, and other electronic
communication access, and a separate post office address.

The IRS would be required to publish the taxpayer’s right to con-
tact the local Taxpayer Advocate on the statutory notice of defi-
ciency.

Taxpayer assistance orders

The provision expands the circumstances under which a TAO
may be issued. The bill provides that a “significant hardship” is
deemed to occur if one of the following four factors exists: (1) there
is an immediate threat of adverse action; (2) there has been a delay
of more than 30 days in resolving the taxpayer’s account problems;
(3) the taxpayer will have to pay significant costs (including fees
for professional services) if relief is not granted; or (4) the taxpayer
will suffer irreparable injury, or a long-term adverse impact, if re-
lief is not granted. These factors are not an exclusive list of what
constitutes a significant hardship; a TAO may also be issued in
other circumstances in which it is determined that the taxpayer is
or will suffer a significant hardship. The Taxpayer Advocate is also
authorized to issue a TAO in any circumstances that the Taxpayer
Advocate considers appropriate for the issuance of a TAO.

In determining whether to issue a TAO in cases in which the IRS
failed to follow applicable published guidance (including procedures
set forth in the Internal Revenue Manual), the Taxpayer Advocate
is to construe the matter in a manner most favorable to the tax-

payer.
Reports of the National Taxpayer Advocate

The provision requires the annual report regarding the activities
of the National Taxpayer Advocate for the most recently ended fis-
cal year to (in addition to the information required under present
law): (1) identify areas of the tax law that impose significant com-
pliance burdens on taxpayers or the IRS, including specific rec-
ommendations for remedying such problems; and (2) identify the 10
most litigated issues for each category of taxpayers, including rec-
ommendations for mitigating such disputes.

Effective Date

The provision is generally effective on the date of enactment.
During the period before the appointment of the IRS Oversight
Board, the National Taxpayer Advocate shall be appointed by the
Secretary (taking into consideration individuals nominated by the
Commissioner) from among individuals who have a background in
customer service as well as tax law and experience in representing
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individual taxpayers. The provision providing that the Taxpayer
Advocate reports directly to the Commissioner, the provision pro-
viding that the Taxpayer Advocate is appointed by the Secretary,
and the restrictions on previous and subsequent employment of the
Taxpayer Advocate do not apply to the individual serving as the
Taxpayer Advocate on the date of enactment.

E. TREASURY OFFICE OF INSPECTOR GENERAL; IRS OFFICE OF THE
CHIEF INSPECTOR (SECS. 1102 AND 1103 OF THE BILL, SEC. 7803(D) OF
THE CODE, AND SECS. 2, 8D, AND 9 OF THE INSPECTOR GENERAL ACT
OF 1978)

Present Law

Treasury Inspector General

The Treasury Office of Inspector General (“Treasury IG”) was es-
tablished in 1988 and charged with conducting independent audits,
investigations and review to help the Department of Treasury ac-
complish its mission, improve its programs and operations, promote
economy, efficiency and effectiveness, and prevent and detect fraud
and abuse. The Treasury IG derives its statutory authority under
the Inspector General Act of 1978, as amended (“IG Act of 1978”).

Appointment and qualifications

The IG Act of 1978 provides that the Treasury IG is selected by
the President, with the advice and consent of the Senate, without
regard to political affiliation and solely on the basis of integrity and
demonstrated ability in accounting, auditing, financial analysis,
law, management analysis, public administration, or investigations.
The Treasury IG can be removed from office by the President. The
President must communicate the reasons for such removal to both
Houses of Congress.

Duties and responsibilities

The Treasury IG generally is authorized to conduct, supervise
and coordinate internal audits and investigations relating to the
programs and operations of the Treasury, including all of its bu-
reaus and offices.1® Special rules apply, however, with respect to
the Treasury IG’s jurisdiction over ATF, Customs, the Secret Serv-
ice and the IRS—the four so-called “law enforcement bureaus.”
Upon its establishment, the Treasury IG assumed the internal
audit functions previously performed by the offices of internal af-
fairs of ATF, Customs and the Secret Service. Although the Treas-
ury IG was granted oversight responsibility for the internal inves-
tigations performed by the Office of Internal Affairs of ATF, the Of-
fice of Internal Affairs of Customs, and the Office of Inspections of
the Secret Service, the internal investigation or inspection func-
tions of these offices remained with the respective bureaus. The
Treasury IG did not assume responsibility for either the internal

16The Treasury Department organization includes the Departmental offices as well as the Bu-
reau of Alcohol, Tobacco and Firearms (“ATF”), the Office of the Comptroller of the Currency
(“OCC”), the U.S. Customs Service (“Customs”), the Bureau of Engraving and Printing, the Fed-
eral Law Enforcement Training Center, the Financial Management Service, the U.S. Mint, the
Bureau of the Public Debt, the U.S. Secret Service (“Secret Service”), the Office of Thrift Super-
vision, and the IRS.
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audit or inspection functions of the IRS Office of the Chief Inspec-
tor. However, it was directed to oversee the internal audits and in-
ternal investigations performed by the IRS Office of the Chief In-
spector.

The Commissioner and the Treasury IG have entered into two
Memorandums of Understanding (“MOUs”)17 to clarify the respec-
tive roles of the IRS Office of the Chief Inspector and the Treasury
IG in two primary areas: (1) the investigation of allegations of
wrongdoing by IRS executives and employees in situations where
the independence of the Office of the Chief Inspector could be ques-
tioned, and (2) oversight by the Treasury IG of the IRS Office of
the Chief Inspector.1®8 Pursuant to the 1990 MOU, the Commis-
sioner agreed to transfer 21 FTEs and $1.9 million from the IRS
appropriation to the Treasury IG appropriation to be used for the
following purposes: (1) oversight of the operations of the Office of
the Chief Inspector; (2) conduct of special reviews of IRS oper-
ations; (3) investigation of allegations of misconduct concerning the
Commissioner, the Senior Deputy Commissioner, and employees of
the IRS Office of the Chief Inspector; and (4) investigation of alle-
gations of misconduct where the independence of the IRS Office of
the Chief Inspector might be questioned. With respect to item (4),
the Commissioner and Treasury IG agreed that all allegations of
misconduct involving IRS executives and managers (Grade 15 and
above), as well as any other allegation involving “significant or no-
torious” matters were to be referred to the Treasury IG, and that
investigations arising out of such referrals generally would be con-
ducted by the Treasury IG.

In general, under the IG Act of 1978, Inspectors General are in-
structed to report expeditiously to the Attorney General whenever
the Inspector General has reasonable grounds to believe there has
been a violation of Federal criminal law. However, in matters in-
volving criminal violations of the Internal Revenue Code, the
Treasury IG may report to the Attorney General only those of-
fenses under section 7214 of the Code (unlawful acts of revenue of-
ficers or agents, including extortion, bribery and fraud) without the
consent of the Commissioner.

Authority

The Treasury IG reports to and is under the general supervision
of the Secretary of the Treasury, acting through the Deputy Sec-
retary. In general, the Secretary cannot prevent or prohibit the
Treasury IG from initiating, carrying out, or completing any audit
or investigation or from issuing any subpoena during the course of
any audit or investigation.

However, section 8D of the IG Act of 1978 grants the Secretary
authority to prohibit audits or investigations by the Treasury IG
under certain circumstances. In particular, the Treasury IG is
under the authority, direction, and control of the Secretary with re-

17The first MOU was entered into in 1990 and the second in 1994.

18Treasury Directive 40-01 (September 21, 1992) reiterates that the Treasury IG is respon-
sible for investigating alleged misconduct on the part of IRS employees at the grade 15 level
and above, all employees of the Office of the Chief Inspector. In addition, Treasury Directive
40-01 states that the Treasury IG is responsible for investigating alleged misconduct on the
pfgﬁ; of ({ﬁ)ice of Chief Counsel employees (excluding employees of the National Director, Office
of Appeals).
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spect to audits or investigations, or the issuance of subpoenas,
which require access to sensitive information concerning: (1) ongo-
ing criminal investigations or proceedings; (2) undercover oper-
ations; (3) the identity of confidential sources, including protected
witnesses; (4) deliberations and decisions on policy matters, includ-
ing documented information used as a basis for making policy deci-
sions, the disclosure of which could reasonably be expected to have
a significant influence on the economy or market behavior; (5) in-
telligence or counterintelligence matters; (6) other matters the dis-
closure of which would constitute a serious threat to national secu-
rity or to the protection of certain persons. With respect to audits,
investigations or subpoenas that require access to the above-listed
information, the Secretary may prohibit the Treasury IG from car-
rying out such audit, investigation or subpoena if the Secretary de-
termines that such prohibition is necessary to prevent the disclo-
sure of such information or to prevent significant impairment to
the national interests of the United States. The Secretary must
provide written notice of such a prohibition to the Treasury IG,
who must, in turn, transmit a copy of such notice to the Commit-
tees on Government Reform and Oversight and Ways and Means
of the House and the Committees on Governmental Affairs and Fi-
nance of the Senate.

Access to taxpayer returns and return information

The Treasury IG has access to taxpayer returns and return infor-
mation under section 6103(h)(1) of the Code. However, such access
is subject to certain special requirements, including the require-
ment that the Treasury IG notify the IRS Office of the Chief In-
spector (or the Deputy Commissioner in certain circumstances) of
its intent to access returns and return information.

Reporting requirements

Under the IG Act of 1978, the Treasury IG reports to the Con-
gress semiannually on its activities. Reports from the Treasury IG
are transmitted to the Committees on Government Reform and
Oversight and Ways and Means of the House and the Committees
on Governmental Affairs and Finance of the Senate.

Resources

For fiscal year 1997, the Treasury IG had 296 FTEs and total
funding of $29.7 million. 174 FTEs were assigned to the Treasury
IG’s audit function and 61 were assigned to the investigative func-
tion. The remaining FTEs were divided among the following func-
tions: evaluations, legal, program, technology and administrative
support. Of the total Treasury IG FTEs, approximately 23 were
used for IRS oversight activities in fiscal year 1997.

IRS Office of Chief Inspector

The IRS Office of the Chief Inspector (also known as the “Inspec-
tion Service”) was established on October 1, 1951, in response to
publicity revealing widespread corruption in the IRS. At the time
of its creation, President Harry S. Truman stated, “A strong, vigor-
ous inspection service will be established and will be made com-
pletely independent of the rest of the Internal Revenue Service.”
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Appointment of the Chief Inspector

In 1952, the Office of the Assistant Commissioner (Inspection)
was established. The office was redesignated as the Office of the
Chief Inspector on March 25, 1990. The Chief Inspector is ap-
pointed by the Commissioner. In this regard, pursuant to Treasury
Director 40-01, the Commissioner must consult with the Treasury
IG before selecting candidates for the position of Chief Inspector
(and all other senior executive service (“SES”) positions in the Of-
fice of the Chief Inspector). The Commissioner must also consult
with the Treasury IG regarding annual performance appraisals for
the Chief Inspector and other SES officials.

The Office of the Chief Inspector consists of a National Office and
the offices of the Regional Inspectors. The offices of the Regional
Inspectors are located in the same cities and have the same geo-
graphic boundaries as the offices of the four IRS Regional Commis-
sioners. The Regional Inspectors report directly to the Chief Inspec-
tor.

Duties and responsibilities

The Office of the Chief Inspector generally is responsible for car-
rying out internal audits and investigations that: (1) promote the
economic, efficient, and effective administration of the nation’s tax
laws; (2) detect and deter fraud and abuse in IRS programs and op-
erations; and (3) protect the IRS against external attempts to cor-
rupt or threaten its employees. The Chief Inspector reports directly
to the Commissioner and Deputy Commissioner of the IRS.

The IRS Inspection Service is divided into three functions: Inter-
nal Security, Internal Audit, and Integrity Investigations and Ac-
tivities. Internal Security’s responsibilities include criminal inves-
tigations (employee conduct, bribery, assault and threat and inves-
tigations of non-IRS employees for acts such as impersonation,
theft, enrolled agent misconduct, disclosure, and anti-domestic ter-
rorism) investigative support activities (including forensic lab, com-
puter investigative support, and maintenance of law enforcement
equipment), protection, and background investigations.

Internal Audit is responsible for providing IRS management with
independent reviews and appraisals of all IRS activities and oper-
ations. In addition, Internal Audit makes recommendations to im-
prove the efficiency and effectiveness of programs and to assist IRS
officials in carrying out their program and operational responsibil-
ities. In this regard, Internal Audit generally conducts performance
reviews (program audits, system development audits, internal con-
trol audits) and financial reviews (financial statement audits and
financial related reviews).

Integrity Investigations and Activities are joint internal audit
and internal security operations undertaken as a proactive effort to
detect and deter fraud and abuse within the IRS. Integrity Inves-
tigations and Activities also includes the UNAX Central Case De-
velopment Center. The Center was developed in October, 1997, in
response to the Taxpayer Browsing Protection Act of 1997. Its pur-
pose is to detect unauthorized accesses to IRS computer systems by
IRS employees and to refer such instances to Internal Security in-
vestigators for further investigation.
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Authority

The Chief Inspector derives specific and general authority from
delegation by the Commissioner and Deputy Commissioner. In ad-
dition, under section 7608(b) of the Code, the Chief Inspector is au-
thorized to perform certain functions in connection with the duty
of enforcing any of the criminal provisions of the Code, including
executing and serving search and arrest warrants, serving subpoe-
nas and summonses, making arrests without warrant, carrying
firearms, and seizing property subject to forfeiture under the Code.

Access to taxpayer returns and return information

The Office of the Chief Inspector has full access to taxpayer re-
turns and return information.

Reporting requirements

The Office of the Chief Inspector reports facts developed through
its internal audit and internal security activities to IRS manage-
ment officials, who are charged with the responsibility of reviewing
IRS activities. The results of the Chief Inspector’s internal audit
and internal security activities also are reported to the Treasury IG
and are included in the Treasury IG’s semiannual reports to Con-
gress.

Internal audit reports prepared by the Office of the Chief Inspec-
tor are provided monthly to the Government Accounting Office, as
well as to the House and Senate Appropriations Committees. In ad-
dition, a monthly list of Internal Audit reports is provided to Treas-
ury and the Office of Management and Budget. Reports of Inves-
tigation regarding criminal conduct are referred to the Department
of Justice for prosecution.

Resources

The IRS Office of the Chief Inspector had 1,202 FTEs for 1997
and total funding of $100.1 million. Of these FTEs, approximately
442 performed Internal Audit functions, 511 performed Internal Se-
curity functions, and 94 performed Integrity Investigations and Ac-
tivities. Of the remaining FTEs, approximately 95 were dedicated
to information technology functions and 60 staffed the offices of the
Chief Inspector and the Regional Inspectors.

Reasons for Change

The Committee believes that the current IRS Office of the Chief
Inspector lacks sufficient structural and actual autonomy from the
agency it is charged with monitoring and overseeing. Further, the
current relationship between the Treasury IG and the IRS Office
of the Chief Inspector does not foster appropriate oversight over
the IRS. The Committee believes that the establishment of an inde-
pendent Inspector General within the Department of Treasury
whose primary focus and responsibility will be to audit, investigate,
and evaluate IRS programs will improve the quality as well as the
credibility of IRS oversight.
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Explanation of Provision

In general

The bill establishes a new, independent, Treasury Inspector Gen-
eral for Tax Administration (“Treasury IG for Tax Administration”)
within the Department of Treasury. The IRS Office of the Chief In-
spector is eliminated, and all of its powers and responsibilities are
transferred to the Treasury IG for Tax Administration. The Treas-
ury IG for Tax Administration has the powers and responsibilities
generally granted to Inspectors General under the IG Act of 1978,
without the limitations that currently apply to the Treasury IG
under section D of the Act. The role of the existing Treasury IG is
redefined to exclude responsibility for the IRS. The Treasury IG for
Tax Administration is under the supervision of the Secretary of
Treasury, with certain additional reporting to the Board and the
Congress.

Appointment and qualifications of Treasury IG for Tax Administra-
tion

The Treasury IG for Tax Administration is selected by the Presi-
dent, with the advice and consent of the Senate. The Treasury IG
for Tax Administration can be removed from office by the Presi-
dent. The President must communicate the reasons for such re-
moval to both Houses of Congress.

The Treasury IG for Tax Administration must be selected with-
out regard to political affiliation and solely on the basis of integrity
and demonstrated ability in accounting, auditing, financial analy-
sis, law, management analysis, public administration, or investiga-
tions. In addition, however, the Treasury IG for Tax Administra-
tion should have experience in tax administration and dem-
onstrated ability to lead a large and complex organization. The
Treasury IG for Tax Administration may not be employed by the
IRS within the two years preceding and the five years following his
or her appointment.

The Treasury IG for Tax Administration is required to appoint
an Assistant Inspector General for Auditing and an Assistant In-
spector for Inspections. Under the bill, such appointees, as well as
any Deputy Inspector General(s) appointed by the Treasury IG for
Tax Administration, may not be employed by the IRS within the
two years preceding and the five years following their appoint-
ments.

Duties and responsibilities of Treasury IG for Tax Administration

The Treasury IG for Tax Administration has the present-law du-
ties and responsibilities currently delegated to the Treasury IG
with respect to the IRS. In addition, the Treasury IG for Tax Ad-
ministration assumes all of the duties and responsibilities cur-
rently delegated to the IRS Office of the Chief Inspector. The
Treasury IG for Tax Administration has jurisdiction over IRS mat-
ters, as well as matters involving the Board.

Accordingly, the Treasury IG for Tax Administration is charged
with conducting audits, investigations, and evaluations of IRS pro-
grams and operations (including the Board) to promote the eco-
nomic, efficient and effective administration of the nation’s tax
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laws and to detect and deter fraud and abuse in IRS programs and
operations. In this regard, the Treasury IG for Tax Administration
specifically is directed to evaluate the adequacy and security of IRS
technology on an ongoing basis. In addition, the Treasury IG for
Tax Administration is responsible for protecting the IRS against
external attempts to corrupt or threaten its employees. The Treas-
ury IG for Tax Administration is charged with investigating allega-
tions of criminal misconduct (e.g., Code sections 7212 , 7213, 7214,
7216 and new section 7217), as well as administrative misconduct
(e.g., violations of the Taxpayer Bill of Rights and the Taxpayer
Bill of Rights 2, the Office of Government Ethics Standards of Ethi-
gal ()Jonduct and the IRS Supplemental Standards of Ethical Con-
uct).

In addition, the bill directs the Treasury IG for Tax Administra-
tion to implement a program periodically to audit at least one per-
cent of all determinations (identified through a random selection
process) where the IRS has asserted either section 6103 (directly
or in connection with the Freedom of Information Act or the Pri-
vacy Act) or law enforcement considerations (i.e., executive privi-
lege) as a rationale for refusing to disclose requested information.
The program must be implemented within 6 months after estab-
lishment of the Treasury IG for Tax Administration. The Treasury
IG for Tax Administration is directed to report any findings of im-
proper assertion of section 6103 or law enforcement considerations
to the Board.

Further, the Treasury IG for Tax Administration is directed to
establish a toll-free confidential telephone number for taxpayers to
register complaints of misconduct by IRS employees and to publish
the telephone number in IRS Publication 1.

There are no restrictions on the Treasury IG for Tax Administra-
tion’s ability to refer matters to the Department of Justice. Thus,
the Treasury IG for Tax Administration is required to report to the
Attorney General whenever the Treasury IG for Tax Administra-
tion has reasonable grounds to believe that there has been a viola-
tion of Federal criminal law.

Authority of Treasury IG for Tax Administration

The Treasury IG for Tax Administration reports to and is under
the general supervision of the Secretary of Treasury. Under the
bill, the Secretary cannot prevent or prohibit the Treasury IG for
Tax Administration from initiating, carrying out, or completing any
audit or investigation or from issuing any subpoena during the
course of any audit or investigation.

Under the bill, the Treasury IG for Tax Administration must pro-
vide to the Board all reports regarding IRS matters on a timely
basis and conduct audits or investigations requested by the Board.
The Treasury IG for Tax Administration also must, in a timely
manner, conduct such audits or investigations and provide such re-
ports as may be requested by the Commissioner.

In carrying out the duties and responsibilities described above,
the Treasury IG for Tax Administration has the present-law au-
thority generally granted to Inspectors General under the IG Act
of 1978. The limitations on the authority of the Treasury IG under
such Act do not apply to the Treasury IG for Tax Administration.
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In addition, the Treasury IG for Tax Administration has the au-
thority granted to the IRS Office of the Chief Inspector under
present-law Code section 7608, including the right to execute and
serve search and arrest warrants, to serve subpoenas and sum-
monses, to make arrests without warrant, to carry firearms, and to
seize property subject to forfeiture under the Code.

Resources

To ensure that the Treasury IG for Tax Administration has suffi-
cient resources to carry out his or her duties and responsibilities
under the bill, all but 300 FTEs from the IRS Office of the Chief
Inspector are transferred to the Treasury IG for Tax Administra-
tion. Such FTEs include all of the FTEs performing investigative
functions in the Office of the Chief Inspector Internal Security and
Integrity Investigations and Activities. In addition, the 21 FTEs
previously transferred from Inspection to Treasury IG pursuant to
the 1990 MOU to perform oversight of the IRS are transferred to
the Treasury IG for Tax Administration.

The Commissioner will retain approximately 300 FTEs from the
IRS Office of the Chief Inspector to staff an audit function (includ-
ing support staff) for internal IRS management purposes. Like
other IRS functions, however, this audit function is subject to over-
sight and review by the Treasury IG for Tax Administration.

Access to taxpayer returns and return information

Taxpayer returns and return information are available for in-
spection by the Treasury IG for Tax Administration pursuant to
section 6103(h)(1). Thus, the Treasury IG for Tax Administration
has the same access to taxpayer returns and return information as
does the Chief Inspector under present law.

Reporting requirements

The Treasury IG for Tax Administration is subject to the semi-
annual reporting requirements set forth in section 5 of the IG Act
of 1978. As under present law, reports are made to the Committees
on Government Reform and Oversight and Ways and Means of the
House and the Committees on Governmental Affairs and Finance
of the Senate. The reports must contain the information that is re-
quired to be reported by the Treasury IG with respect to the IRS
under present law, as well as information regarding the source, na-
ture and status of taxpayer complaints and allegations of serious
misconduct by IRS employees received by the IRS or by the Treas-
ury IG for Tax Administration. In addition, the Treasury IG for
Tax Administration is required to report annually on certain addi-
tional information (e.g., regarding the use of enforcement statistics
in evaluating IRS employees, the implementation of various tax-
payer rights protections, and IRS employee terminations and miti-
gations) required by the bill.

Treasury IG

The Treasury IG generally continues to have its present-law re-
sponsibilities and authority with respect to all Treasury functions
other than the IRS and the Board. However, the Treasury IG gen-
erally does not have access to taxpayer returns and return informa-
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tion under section 6103 (unless the Secretary specifically author-
izes such access).

The Treasury IG for Tax Administration operates independently
of the Treasury IG. The Secretary of Treasury is directed to estab-
lish procedures pursuant to which the Treasury IG for Tax Admin-
istration and the Treasury IG shall coordinate audits and inves-
tigations in cases involving overlapping jurisdiction.

The Treasury IG continues to have responsibility for providing
an opinion on the Department of Treasury’s consolidated financial
statement as required under the Chief Financial Officer Act. The
Treasury IG for Tax Administration is responsible for rendering an
opinion on the IRS custodial and administrative accounts (to the
extent the Government Accounting Office does not exercise its op-
tion to preempt under the CFO Act).

Effective Date
The provision is effective 180 days after the date of enactment.

F. PROHIBITION ON EXECUTIVE BRANCH INFLUENCE OVER TAXPAYER
AUDITS (SEC. 1105 OF THE BILL AND NEW SEC. 7217 OF THE CODE)

Present Law

There is no explicit prohibition in the Code on high-level Execu-
tive Branch influence over taxpayer audits and collection activity.

The Internal Revenue Code prohibits disclosure of tax returns
and return information, except to the extent specifically authorized
by the Internal Revenue Code (sec. 6103). Unauthorized disclosure
is a felony punishable by a fine not exceeding $5,000 or imprison-
ment of not more than five years, or both (sec. 7213). An action for
civil damages also may be brought for unauthorized disclosure (sec.
7431).

Reasons for Change

The Committee believes that the perception that it is possible
that high-level Executive Branch influence over taxpayer audits
and collection activity could occur has a negative influence on tax-
payers’ views of the tax system. Accordingly, the Committee be-
lieves that it is appropriate to prohibit such influence.

Explanation of Provision

The bill makes it unlawful for a specified person to request that
any officer or employee of the IRS conduct or terminate an audit
or otherwise investigate or terminate the investigation of any par-
ticular taxpayer with respect to the tax liability of that taxpayer.
The prohibition applies to the President, the Vice President, and
employees of the executive offices of either the President or Vice
President, as well as any individual (except the Attorney General)
serving in a position specified in section 5312 of Title 5 of the
United States Code (these are generally Cabinet-level positions).
The prohibition applies to both direct requests and requests made
through an intermediary. In the case of a law enforcement action
authorized by the Attorney General, discussions involving specified
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persons with respect to that law enforcement action shall not be
considered to be requests made through an intermediary.

Any request made in violation of this rule must be reported by
the IRS employee to whom the request was made to the Chief In-
spector of the IRS. The Chief Inspector has the authority to inves-
tigate such violations and to refer any violations to the Department
of Justice for possible prosecution, as appropriate. Anyone con-
victed of violating this provision will be punished by imprisonment
of not more than 5 years or a fine not exceeding $5,000 (or both).

Three exceptions to the general prohibition apply. First, the pro-
hibition does not apply to a request made to a specified person by
or on behalf of a taxpayer that is forwarded by the specified person
to the IRS. This exception is intended to cover two types of situa-
tions. The first situation is where a taxpayer (or a taxpayer’s rep-
resentative) writes to a specified person seeking assistance in re-
solving a difficulty with the IRS. This exception permits the speci-
fied person who receives such a request to forward it to the IRS
for resolution without violating the general prohibition. The second
situation that this first exception is intended to cover is an audit
or investigation by the IRS of a Presidential nominee. Under
present law (sec. 6103(c)), nominees for Presidentially appointed
positions consent to disclosure of their tax returns and return infor-
mation so that background checks may be conducted. Sometimes
an audit or other investigation is initiated as part of that back-
ground check. The Committee anticipates that any such audit or
investigation that is part of such a background check will be en-
compassed within this first exception.

The second exception to the general prohibition applies to re-
quests for disclosure of returns or return information under section
6103 if the request is made in accordance with the requirements
of section 6103.

The third exception to the general prohibition applies to requests
made by the Secretary of the Treasury as a consequence of the im-
plementation of a change in tax policy.

Effective Date

The provision applies to violations occurring after the date of en-
actment.

G. IRS PERSONNEL FLEXIBILITIES (SECS. 1201—1205 OF THE BILL AND
NEW CHAPTER 95 OF TITLE 5, U.S.C.)

Present Law

The IRS is subject to the personnel rules and procedures set
forth in title 5, United States Code. Under these rules, IRS employ-
ees generally are classified under the General Schedule or the Sen-
ior Executive Service.

Reasons for Change

The Committee believes that as part of restructuring the IRS,
the Commissioner should have the ability to bring in experts and
the flexibility to revitalize the current IRS workforce. The current
hiring practices often inhibit the ability of the Commissioner to
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change the IRS’ institutional culture. Commissioner Rossotti has
indicated that in order to maximize efforts to transform the IRS
into an efficient, modern and responsive agency, the ability to re-
cruit and retain a top-notch leadership and technical team is criti-
cal.

The Committee believes the IRS needs the flexibility to recruit
employees from the private sector, to redesign its salary and incen-
tive structures to reward employees who meet their objectives, and
to hold non-performers accountable. Personnel and pay flexibilities
are necessary prerequisites for larger fundamental changes in the
IRS.

The Committee wants to support the Commissioner’s initiatives
to reposition the current IRS workforce as part of implementing a
new organization designed around the needs of taxpayers.

Explanation of Provision

In general

The bill amends title 5 of the United States Code to provide cer-
tain personnel flexibilities to the IRS. In general, the bill provides
that the IRS exercise the personnel flexibilities consistently with
existing rules relating to merit system principles, prohibited per-
sonnel practices, and preference eligibles. In those cases where the
exercise of personnel flexibilities would affect members of the em-
ployees’ union, such employees’ will not be subject to the exercise
of any flexibility unless there is a written agreement between the
IRS and the employees’ union. Negotiation impasses between the
IRS and the employees’ union may be appealed to the Federal
Services Impasse Panel.

Senior management and technical positions

Streamlined critical pay authority

The bill provides a streamlined process for the Secretary of the
Treasury, or his delegate, to fix the compensation of, and appoint
up to 40 individuals to, designated critical technical and profes-
sional positions, provided that: (1) the positions require expertise
of an extremely high level in a technical, administrative or profes-
sional field and are critical to the IRS; (2) exercise of the authority
is necessary to recruit or retain an individual exceptionally well
qualified for the position; (3) designation of such positions is ap-
proved by the Secretary; (4) the terms of such appointments are
limited to no more than four years; (5) appointees to such positions
are not IRS employees immediately prior to such appointment; and
(6) the total annual compensation for any position (including per-
formance bonuses) does not exceed the rate of pay of the Vice Presi-
dent (currently $175,400).

These appointments are not subject to the otherwise applicable
requirements under title 5. All such appointments will be excluded
from the collective bargaining unit and the appointments will not
be subject to approval of the Office of Management and Budget
(“OMB?”) or the Office of Personnel Management (“OPM?”).

The streamlined authority will be limited to a period of 10 years.
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Critical pay authority

The bill provides OMB with authority to set the pay for certain
critical pay positions requested by the Secretary under section 5377
of title 5 of the United States Code at levels higher than authorized
under current law. These critical pay positions would be critical,
technical, administrative and professional positions other than
those designated under the streamlined authority. Under the bill,
OMB is authorized to approve requests for critical position pay up
to the rate of pay of the Vice President (currently $175,400).

Recruitment, retention and relocation incentives

The bill authorizes the Secretary to vary from the existing provi-
sions governing recruitment, retention and relocation incentives.
The authority will be for a period of 10 years and will be subject
to OPM approval.

Career-reserve Senior Executive Service (“SES”) positions

The bill broadens the definition of a “career reserved position” in
the SES to include a limited emergency appointee or a limited term
appointee who, immediately upon entering the career-reserved po-
sition, was serving under a career or a career-conditional appoint-
ment outside the SES or whose limited emergency or limited term
appointment is approved in advance by OPM. The number of ap-
pointments to these SES positions will be limited to up to 10 per-
cent of the total number of SES positions available to the IRS.
These positions will be limited to a 3-year term, with the option of
extending the term for 2 more 3-year terms.

Variable compensation

The bill provides the Secretary with the authority to provide per-
formance bonus awards to IRS senior executives of up to one-third
of the individual’s annual compensation. The bonus award would
be based on meeting preset performance goals established by the
IRS. An individual’s total annual compensation, including the
bonus, cannot exceed the rate of pay of the Vice President. The au-
thority will not be subject to OPM approval.

It is anticipated that the bonuses will not be available to more
than 25 IRS senior executives annually.

General workforce

Performance management system

The bill permits the Secretary to establish a new performance
management system which will maintain individual accountability
by: (1) establishing one or more retention standards for each em-
ployee related to the work of the employee and expressed in terms
of performance; (2) providing for periodic performance evaluations
to determine whether employees are meeting the applicable reten-
tion standard; and (3) taking appropriate action, in accordance with
applicable laws, with respect to any employee whose performance
does not meet established retention standards.

The bill requires that the performance management system pro-
vide for: (1) establishing goals or objectives for individual, group or
organizational performance and taxpayer service surveys; (2) com-
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municating such goals or objectives to employees; and (3) using
such goals or objectives to make performance distinctions among
employees or groups of employees.

It is intended that in no event will performance measures be
used which rank employees or groups of employees based on en-
forcement results, establish dollar goals for assessments or collec-
tions, or otherwise undermine fair treatment of taxpayers.

Awards

The bill provides the Secretary the authority to establish an
awards program for IRS employees. The program will be designed
to provide incentives for and recognition of individual, group and
organizational achievements. The Secretary will have the authority
to provide awards between $10,000 and $25,000 without OPM ap-
proval.

These awards will be based on performance under the new per-
formance management system, and in no case will awards be made
(or performance measured) based on tax enforcement results.

Workforce classification and pay banding

The bill provides the Secretary with authority to establish one or
more broad band pay systems covering all or any portion of the IRS
workforce, subject to OPM criteria. At a minimum, the OPM cri-
teria will have to: (1) ensure that the pay band system maintain
the concept of equal pay for substantially equal work; (2) establish
the minimum and maximum number of grades that may be com-
bined into pay bands; (3) establish requirements for setting mini-
mum and maximum rates of pay in a pay band; (4) establish re-
quirements for adjusting the pay of an employee within a pay
band; (5) establish requirements for setting the pay of a super-
visory employee in a pay band; and (6) establish requirements and
methodologies for setting the pay of an employee upon conversion
to a broad-banded system, initial appointment, change of position
or type of appointment and movement between a broad-banded sys-
tem and another pay system.

Workforce staffing

The bill provides the IRS with flexibility in filling certain perma-
nent appointments with qualified temporary employees. A qualified
temporary employee is defined as a temporary employee of the IRS
with at least two years of continuous service, who has met all ap-
plicable retention standards and who meets the minimum quali-
fications for the vacant position.

The bill authorizes the IRS to establish category rating systems
for evaluating job applicants, under which qualified candidates are
divided into two or more quality categories on the basis of relative
degrees of merit, rather than assigned individual numerical rat-
ings. Managers will be authorized to select any candidate from the
highest quality category, and will not be limited to the three high-
est ranked candidates. In administering these category rating sys-
tems, the IRS generally will be required to list preference eligibles
ahead of other individuals within each quality category. The ap-
pointing authority, however, could select any candidate from the
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highest quality category, as long as existing requirements relating
to passing over preference eligibles are satisfied.

The bill authorizes the IRS to establish probation periods for IRS
employees of up to 3 years, when it is determined that a shorter
period will not be sufficient for an employee to demonstrate pro-
ficiency in a position.

Voluntary separation incentives

The bill provides authority to the IRS to use Voluntary Separa-
tion Incentive Pay (“buyouts”) through December 31, 2002. The use
of voluntary separation incentive is not intended to necessarily re-
duciz1 the Stotal number of Full Time Equivalents (“FTE”) positions
in the IRS.

Demonstration projects

The bill provides the IRS with authority to conduct one or more
demonstration projects through a streamlined process. The author-
ity will enable the IRS to test new approaches to Human Resource
Management. The bill provides authority to the Secretary and
OPM to waive the termination of a demonstration project, thereby
making it permanent. At least 90 days prior to waiving the termi-
nation date OPM will be required to publish a notice of such intent
in the Federal Register and inform the appropriate Committees (in-
cluding the House Ways and Means Committee, the House Govern-
ment Reform and Oversight Committee, the Senate Finance Com-
mittee and the Senate Governmental Affairs Committee) of both
Houses of Congress in writing.

Performance measures

The IRS is directed to develop employee performance measures
that favor taxpayer service and prohibit awarding merit pay or bo-
nuses that are based on enforcement quotas, goals, or statistics.

Violations for which IRS employees may be terminated

The bill requires the IRS to terminate an employee for certain
proven violations committed by the employee in connection with
the performance of official duties. The violations include: (1) failure
to obtain the required approval signatures on documents authoriz-
ing the seizure of a taxpayer’s home, personal belongings, or busi-
ness assets; (2) providing a false statement under oath material to
a matter involving a taxpayer; (3) falsifying or destroying docu-
ments to avoid uncovering mistakes made by the employee with re-
spect to a matter involving a taxpayer; (4) assault or battery on a
taxpayer or other IRS employee; (5) violation of the civil rights of
a taxpayer or other IRS employee; (6) violations of the Internal
Revenue Code, Treasury Regulations, or policies of the IRS (includ-
ing the Internal Revenue Manual) for the purpose of retaliating or
harassing a taxpayer or other IRS employee; and (7) wilful misuse
of section 6103 for the purpose of concealing data from a Congres-
sional inquiry.

The bill provides non-delegable authority to the Commissioner to
determine that mitigating factors exist, that, in the Commissioner’s
sole discretion, mitigate against terminating the employee. The bill
also provides that the Commissioner, in his sole discretion, may es-
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tablish a procedure which will be used to determine whether an in-
dividual should be referred for such a determination by the Com-
missioner. The Treasury IG is required to track employee termi-
nations and terminations that would have occurred had the Com-
missioner not determined that there were mitigation factors and
include such information in the IG’s annual report.

IRS employee training program

The bill requires the IRS to place a high priority on employee
training and to adequately fund employee training programs. The
bill also requires the IRS to provide to the Congressional tax writ-
ing committees a comprehensive multi-year plan to: (1) ensure ade-
quate customer service training; (2) review the organizational de-
sign of customer service; (3) implement a performance development
system; and (4) provide, in fiscal year 1999, sixteen to twenty-four
hours of conflict management training for collection employees.

Effective Date

The provision, other than the IRS employee training program
provision, is effective on the date of enactment. The provision relat-
ing to the IRS employee training program is effective 90 days after
the date of enactment.

TiTLE II. ELECTRONIC FILING

A. ELECTRONIC FILING OF TAX AND INFORMATION RETURNS (SEC. 2001
OF THE BILL)

Present Law

Treasury Regulations section 1.6012-5 provides that the Com-
missioner may authorize a taxpayer to elect to file a composite re-
turn in lieu of a paper return. An electronically filed return is a
composite return consisting of electronically transmitted data and
certain paper documents that cannot be electronically transmitted.

The IRS periodically publishes a list of the forms and schedules
that may be electronically transmitted, as well as a list of forms,
schedules, and other information that cannot be electronically filed.

During the 1997 tax filing season, the IRS received approxi-
mately 20 million individual income tax returns electronically.

Reasons for Change

The Committee believes that the implementation of a comprehen-
sive strategy to encourage electronic filing of tax and information
returns holds significant potential to benefit taxpayers and make
the IRS returns processing function more efficient. For example,
the error rate associated with processing paper tax returns is ap-
proximately 20 percent, half of which is attributable to the IRS and
half to error in taxpayer data. Because electronically-filed returns
usually are prepared using computer software programs with built-
in accuracy checks, undergo pre-screening by the IRS, and experi-
ence no key punch errors, electronic returns have an error rate of
less than one percent. Thus, the Committee believes that an expan-
sion of electronic filing will significantly reduce errors (and the re-
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sulting notices that are triggered by such errors). In addition, tax-
payers who file their returns electronically receive confirmation
from the IRS that their return was received.

Explanation of Provision

The provision states that the policy of Congress is to promote
paperless filing, with a long-range goal of providing for the filing
of at least 80 percent of all tax returns in electronic form by the
year 2007. The provision requires the Secretary of the Treasury to
establish a strategic plan to eliminate barriers, provide incentives,
and use competitive market forces to increase taxpayer use of elec-
tronic filing. The provision requires all returns prepared in elec-
tronic form but filed in paper form to be filed electronically, to the
extent feasible, by the year 2002.

The provision requires the Secretary to create an electronic com-
merce advisory group and to report annually to the tax-writing
committees on the IRS’s progress in implementing its plan to meet
the goal of 80 percent electronic filing by 2007.

Effective Date
The provision is effective on the date of enactment.

B. DUE DATE FOR CERTAIN INFORMATION RETURNS (SEC. 2002 OF THE
BILL AND SEC. 6071 OF THE CODE)

Present Law

Information such as the amount of dividends, partnership dis-
tributions, and interest paid during the calendar year must be sup-
plied to taxpayers by the payors by January 31 of the following cal-
endar year. The payors must file an information return with the
IRS with the information by February 28 of the year following the
calendar year for which the return must be filed. Under present
law, the due date for filing information returns with the IRS is the
same whether such returns are filed on paper, on magnetic media,
or electronically. Most information returns are filed on magnetic
media (such as computer tapes), which are physically shipped to
the IRS.

Reasons for Change

The Committee believes that encouraging information return fil-
ers to file electronically will substantially increase the efficiency of
the tax system by avoiding the need to convert the information
from magnetic media or paper to electronic form before return
matching.

Explanation of Provision

The provision provides an incentive to filers of information re-
turns to use electronic filing by extending the due date for filing
such returns from February 28 (under present law) to March 31 of
the year following the calendar year to which the return relates.

The provision also requires the Treasury to issue a study evalu-
ating the merits and disadvantages, if any, of extending the dead-
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line for providing taxpayers with copies of information returns from
January 31 to February 15 (Forms W-2 would still be required to
be furnished by January 31).

Effective Date

The extension of the due date for filing returns applies to infor-
mation returns required to be filed after December 31, 1999. The
Treasury study is due by December 31, 1998.

C. PAPERLESS ELECTRONIC FILING (SEC. 2003 OF THE BILL AND SEC.
6061 OF THE CODE)

Present Law

Code section 6061 requires that tax forms be signed as required
by the Secretary. The IRS will not accept an electronically filed re-
turn unless it has also received a Form 8453, which is a paper form
that contains signature information of the filer.

A return generally is considered timely filed when it is received
by the IRS on or before the due date of the return. If the require-
ments of Code section 7502 are met, timely mailing is treated as
timely filing. If the return is mailed by registered mail, the dated
registration statement is prima facie evidence of delivery. As an
electronically filed return is not mailed, section 7502 does not
apply.

The IRS periodically publishes a list of the forms and schedules
that may be electronically transmitted, as well as a list of forms,
schedules, and other information that cannot be electronically filed.

Reasons for Change

Electronically filed returns cannot provide the maximum effi-
ciency for taxpayers and the IRS under current rules that require
signature information to be filed on paper. Also, taxpayers need to
know how the IRS will determine the filing date of a return filed
electronically. The Committee believes that more types of returns
could be filed electronically if proper procedures were in place.
Also, as the IRS shifts to a paperless tax return system, the Com-
mittee intends for the IRS to assist taxpayers in shifting to
paperless record retention.

Explanation of Provision

The provision requires the Secretary to develop procedures that
would eliminate the need to file a paper form relating to signature
information. Until the procedures are in place, the provision au-
thorizes the Secretary to provide for alternative methods of signing
all returns, declarations, statements, or other documents. An alter-
native method of signature would be treated identically, for both
civil and criminal purposes, as a signature on a paper form.

The provision also provides rules for determining when electronic
returns are deemed filed and to make it possible for taxpayers to
authorize, on electronically filed returns, persons (such as return
preparers) to whom information may be disclosed pursuant to sec-
tion 6103.
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The provision requires the Secretary to establish procedures, to
the extent practicable, to receive all forms electronically for taxable
periods beginning after December 31, 1998.

Effective Date
The provision is effective on the date of enactment.
D. RETURN-FREE TAX SYSTEM (SEC. 2004 OF THE BILL)

Present Law

Under present law, taxpayers generally are required to calculate
their own tax liabilities and submit returns showing their calcula-
tions.

Reasons for Change

The Committee believes that it would benefit taxpayers to be re-
lieved, to the extent feasible, from the burden of determining tax
liability and filing returns.

Explanation of Provision

The provision requires the Secretary or his delegate to study the
feasibility of, and develop procedures for, the implementation of a
return-free tax system for appropriate individuals for taxable years
beginning after 2007. The Secretary is required annually to report
to the tax-writing committees on the progress of the development
of such system. The Secretary is required to make the first report
on the development of the return-free tax system to the tax-writing
committees by June 30, 2000.

Effective Date
The provision is effective on the date of enactment.

E. ACCESS TO ACCOUNT INFORMATION (SEC. 2005 OF THE BILL)

Present Law

Taxpayers who file their returns electronically cannot review
their accounts electronically.

Reasons for Change

The Committee believes that it would be desirable for a taxpayer
(or the taxpayer’s designee) to be able to review that taxpayer’s ac-
count electronically, but only if all necessary privacy safeguards are
in place.

Explanation of Provision

The provision requires the Secretary to develop procedures not
later than December 31, 2006, under which a taxpayer filing re-
turns electronically (or the taxpayer’s designee under section
6103(c)) could review the taxpayer’s own account electronically, but
only if all necessary privacy safeguards are in place by that date.
The Secretary is required to issue an interim progress report to the
tax-writing committees by December 31, 2003.
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Effective Date

The provision is effective on the date of enactment.

TITLE III. TAXPAYER PROTECTION AND RIGHTS

A. BURDEN OF PROOF (SEC. 3001 OF THE BILL AND NEW SEC. 7491 OF
THE CODE)

Present Law

Under present law, a rebuttable presumption exists that the
Commissioner’s determination of tax liability is correct.1® “This pre-
sumption in favor of the Commissioner is a procedural device that
requires the plaintiff to go forward with prima facie evidence to
support a finding contrary to the Commissioner’s determination.
Once this procedural burden is satisfied, the taxpayer must still
carry the ultimate burden of proof or persuasion on the merits.
Thus, the plaintiff not only has the burden of proof of establishing
that the Commissioner’s determination was incorrect, but also of
establishing the merit of its claims by a preponderance of the evi-
dence”.20

The general rebuttable presumption that the Commissioner’s de-
termination of tax liability is correct is a fundamental element of
the structure of the Internal Revenue Code. Although this pre-
sumption is judicially based, rather than legislatively based, there
is considerable evidence that the presumption has been repeatedly
considered and approved by the Congress. This is the case because
the Internal Revenue Code contains a number of civil provisions
that explicitly place the burden of proof on the Commissioner in
specifically designated circumstances. The Congress would have en-
acted these provisions only if it recognized and approved of the
general rule of presumptive correctness of the Commissioner’s de-
termination. A list of these civil provisions follows.

(1) Fraud.—Any proceeding involving the issue of whether the
taxpayer has been guilty of fraud with intent to evade tax (secs.
7454(a) and 7422(e)).

(2) Required reasonable verification of information returns.—In
any court proceeding, if a taxpayer asserts a reasonable dispute
with respect to any item of income reported on an information re-
turned filed with the Secretary by a third party and the taxpayer
has fully cooperated with the Secretary (including providing, within
a reasonable period of time, access to and inspection of all wit-
nesses, information, and documents within the control of the tax-
payer as reasonably requested by the Secretary), the Secretary has
the burden of producing reasonable and probative information con-
cerning such deficiency in addition to such information return (sec.
6201(d)).

(3) Foundation managers.—Any proceeding involving the issue of
whether a foundation manager has knowingly participated in pro-
hibited transactions (sec. 7454(b)).

1®9Welch v. Helvering, 290 U.S. 111, 115 (1933).
20 Danville Plywood Corp. v. U.S., U.S. Cl. Ct., 63 AFTR 2d 89-1036, 1043 (1989); citations
omitted.
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(4) Transferee liability.—Any proceeding in the Tax Court to
show that a petitioner is liable as a transferee of property of a tax-
payer (sec. 6902(a)).

(5) Review of jeopardy levy or assessment procedures.—Any pro-
ceeding to review the reasonableness of a jeopardy levy or jeopardy
assessment (sec. 7429(g)(1)).

(6) Property transferred in connection with performance of serv-
ices.—In the case of property subject to a restriction that by its
terms will never lapse and that allows the transferee to sell only
at a price determined under a formula, the price is deemed to be
fair market value unless established to the contrary by the Sec-
retary (sec. 83(d)(1)).

(7) Illegal bribes, kickbacks, and other payments.—As to whether
a payment constitutes an illegal bribe, illegal kickback, or other il-
legal payment (sec. 162(c) (1) and (2)).

(8) Golden parachute payments.—As to whether a payment is a
parachute payment on account of a violation of any generally en-
forced securities laws or regulations (sec. 280G(b)(2)(B)).

(9) Unreasonable accumulation of earnings and profits.—In any
Tax Court proceeding as to whether earnings and profits have been
permitted to accumulate beyond the reasonable needs of the busi-
ness, provided that the Commissioner has not fulfilled specified
procedural requirements (sec. 534).

(10) Expatriation.—As to whether it is reasonable to believe that
an individual’s loss of citizenship would result in a substantial re-
duction in the individual’s income taxes or transfer taxes (secs.
877(e), 2107(e), 2501(a)(4)).

(11) Public inspection of written determinations.—In any proceed-
ing seeking additional disclosure of information (sec. 6110(f)(4)(A)).

(12) Penalties for promoting abusive tax shelters, aiding and abet-
ting the understatement of tax liability, and filing a frivolous in-
come return.—As to whether the person is liable for the penalty
(sec. 6703(a)).

(13) Income tax return preparers’ penalty.—As to whether a pre-
parer has willfully attempted to understate tax liability (sec. 7427).

(14) Status as employees.—As to whether individuals are employ-
ees for purposes of employment taxes (pursuant to the safe harbor
provisions of section 530 of the Revenue Act of 1978).21

Reasons for Change

The Committee is concerned that individual and small business
taxpayers frequently are at a disadvantage when forced to litigate
with the Internal Revenue Service. The Committee believes that
the present burden of proof rules contribute to that disadvantage.
The Committee believes that, all other things being equal, facts as-
serted by individual and small business taxpayers who cooperate
with the IRS and satisfy relevant recordkeeping and substantiation
requirements should be accepted. The Committee believes that
shifting the burden of proof to the Secretary in such circumstances
will create a better balance between the IRS and such taxpayers,
without encouraging tax avoidance.

21 Public Law 95-600 (November 6, 1978), as amended by section 1122 of the Small Business
Job Protection Act of 1996 (Public Law 104-188; August 20, 1996).
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The Committee believes that it is inappropriate for the IRS to
rely solely on statistical information on unrelated taxpayers to re-
construct unreported income of an individual taxpayer. The Com-
mittee also believes that, in a court proceeding, the IRS should not
be able to rest on its presumption of correctness if it does not pro-
vide any evidence whatsoever relating to penalties.

Explanation of Provision

The provision provides that the Secretary shall have the burden
of proof in any court proceeding with respect to a factual issue if
the taxpayer introduces credible evidence with respect to the fac-
tual issue relevant to ascertaining the taxpayer’s income tax liabil-
ity. Four conditions apply. First, the taxpayer must comply with
the requirements of the Internal Revenue Code and the regulations
issued thereunder to substantiate any item (as under present law).
Second, the taxpayer must maintain records required by the Code
and regulations (as under present law). Third, the taxpayer must
cooperate with reasonable requests by the Secretary for meetings,
interviews, witnesses, information, and documents (including pro-
viding, within a reasonable period of time, access to and inspection
of witnesses, information, and documents within the control of the
taxpayer, as reasonably requested by the Secretary). Cooperation
also includes providing reasonable assistance to the Secretary in
obtaining access to and inspection of witnesses, information, or doc-
uments not within the control of the taxpayer (including any wit-
nesses, information, or documents located in foreign countries 22). A
necessary element of cooperating with the Secretary is that the tax-
payer must exhaust his or her administrative remedies (including
any appeal rights provided by the IRS). The taxpayer is not re-
quired to agree to extend the statute of limitations to be considered
to have cooperated with the Secretary. Cooperating also means that
the taxpayer must establish the applicability of any privilege.
Fourth, taxpayers other than individuals must meet the net worth
limitations that apply for awarding attorney’s fees (accordingly, no
net worth limitation would be applicable to individuals). Corpora-
tions, trusts, and partnerships whose net worth exceeds $7 million
are not eligible for the benefits of the provision. The taxpayer has
the burden of proving that it meets each of these conditions, be-
cause they are necessary prerequisites to establishing that the bur-
den of proof is on the Secretary.

The burden will shift to the Secretary under this provision only
if the taxpayer first introduces credible evidence with respect to a
factual issue relevant to ascertaining the taxpayer’s income tax li-
ability. Credible evidence is the quality of evidence which, after
critical analysis, the court would find sufficient upon which to base
a decision on the issue if no contrary evidence were submitted
(without regard to the judicial presumption of IRS correctness). A
taxpayer has not produced credible evidence for these purposes if
the taxpayer merely makes implausible factual assertions, frivolous
claims, or tax protestor-type arguments. The introduction of evi-
dence will not meet this standard if the court is not convinced that

22 Cooperation also includes providing English translations, as reasonably requested by the
Secretary.
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it is worthy of belief. If after evidence from both sides, the court
believes that the evidence is equally balanced, the court shall find
that the Secretary has not sustained his burden of proof.

Nothing in the provision shall be construed to override any re-
quirement under the Code or regulations to substantiate any item.
Accordingly, taxpayers must meet applicable substantiation re-
quirements, whether generally imposed 23 or imposed with respect
to specific items, such as charitable contributions 24 or meals, enter-
tainment, travel, and certain other expenses.25 Substantiation re-
quirements include any requirement of the Code or regulations
that the taxpayer establish an item to the satisfaction of the Sec-
retary. 26 Taxpayers who fail to substantiate any item in accordance
with the legal requirement of substantiation will not have satisfied
the legal conditions that are prerequisite to claiming the item on
the taxpayer’s tax return and will accordingly be unable to avail
themselves of this provision regarding the burden of proof. Thus,
if a taxpayer required to substantiate an item fails to do so in the
manner required (or destroys the substantiation), this burden of
proof provision is inapplicable.2?

The provision also provides that in any instance in which the
Secretary uses statistical information from unrelated taxpayers
solely to reconstruct an individual taxpayer’s income (such as aver-
age income for taxpayers in the area in which the taxpayer lives),
the burden of proof is on the Secretary with respect to the item of
income that was reconstructed by the Secretary.

Further, the provision provides that, in any court proceeding, the
Secretary must initially come forward with evidence that it is ap-
propriate to apply a particular penalty to the taxpayer before the
court can impose the penalty. This provision is not intended to re-
quire the Secretary to introduce evidence of elements such as rea-
sonable cause or substantial authority. Rather, the Secretary must
come forward initially with evidence regarding the appropriateness
of applying a particular penalty to the taxpayer; if the taxpayer be-
lieves that, because of reasonable cause, substantial authority, or
a similar provision, it is inappropriate to impose the penalty, it is
the taxpayer’s responsibility (and not the Secretary’s obligation) to
raise those issues.

Effective Date

The provision applies to court proceedings arising in connection
with examinations commencing after the date of enactment.

23 See e.g., Sec. 6001 and Treas. Reg. sec. 1.6001-1 requiring every person liable for any tax
imposed by this Title to keep such records as the Secretary may from time to time prescribe,
and secs. 6038 and 6038A requiring United States persons to furnish certain information the
Secretary may prescribe with respect to foreign businesses controlled by the U.S. person.

24 Sec. 170(a)(1) and ()(8) and Treas. Reg. sec. 1.170A-13.

25 See e.g., Sec. 274(d) and Treas. Reg. sec. 1.274(d)-1, 1.274-5T, and 1.274-5A.

26 For example, sec. 905(b) of the Code provides that foreign tax credits shall be allowed only
if the taxpayer establishes to the satisfaction of the Secretary all information necessary for the
verification and computation of the credit. Instructions for meeting that requirement are set
forth in Treas. Reg. sec. 1.905-2.

27 If, however, the taxpayer can demonstrate that he had maintained the required substan-
tiation but that it was destroyed or lost through no fault of the taxpayer, such as by fire or
flood, existing tax rules regarding reconstruction of those records would continue to apply.



47

B. PROCEEDINGS BY TAXPAYERS

1. Expansion of authority to award costs and certain fees (sec. 3101
of the bill and sec. 7430 of the Code)

Present Law

Any person who substantially prevails in any action by or
against the United States in connection with the determination,
collection, or refund of any tax, interest, or penalty may be award-
ed reasonable administrative costs incurred before the IRS and rea-
sonable litigation costs incurred in connection with any court pro-
ceeding. Reasonable administrative costs are defined as (1) any ad-
ministrative fees or similar charges imposed by the IRS and (2) ex-
penses, costs and fees related to attorneys, expert witnesses, and
studies or analyses necessary for preparation of the case, to the ex-
tent that such costs are incurred before earlier of the date of the
notice of decision by IRS Appeals or the notice of deficiency (sec.
7430(c)(2)). Net worth limitations apply.

Reasonable litigation costs include reasonable fees paid or in-
curred for the services of attorneys, except that the attorney’s fees
will not be reimbursed at a rate in excess of $110 per hour (indexed
for inflation) unless the court determines that a special factor, such
as the limited availability of qualified attorneys for the proceeding,
justifies a higher rate.

Rule 68 of the Federal Rules of Civil Procedure (FRCP) provides
a procedure under which a party may recover costs if the party’s
offer for judgment was rejected and the subsequent court judgment
was less favorable to the opposing party than the offer. The offer-
ing party’s costs are limited to the costs (excluding attorney’s fees)
incurred after the offer was made. The FRCP generally apply to tax
litigation in the district courts and the United States Court of Fed-
eral Claims.

Code section 7431 permits the award of civil damages for unau-
thorized inspection or disclosure of return information. The Federal
appellate courts are split over whether a party who substantially
prevails over the United States in an action under Code section
7431 is eligible for an award of fees and reasonable costs.28

Reasons for Change

The Committee believes that taxpayers should be allowed to re-
cover the reasonable administrative costs they incur where the IRS
takes a position against the taxpayer that is not substantially justi-
fied, beginning at the time that the IRS establishes its initial posi-
tion by issuing a letter of proposed deficiency which allows the tax-
payer an opportunity for administrative review by the IRS Office
of Appeals.

The Committee believes that the pro bono publicum representa-
tion of taxpayers should be encouraged and the value of the legal
services rendered in these situations should be recognized. Where
the IRS takes positions that are not substantially justified, it

28See McLarty v. United States, 6 F.2d 545 (8th Cir. 1993) (holding that the taxpayer may
not recover fees and costs) and Huckaby v. United States Department of Treasury, 804 F.2d 297
(5th Cir. 1986) (holding that the taxpayer may recover fees and costs).
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should not be relieved of its obligation to bear reasonable adminis-
trative and litigation costs because representation was provided the
taxpayer on a pro bono basis.

The Committee is concerned that the IRS may continue to liti-
gate issues that have previously been decided in favor of taxpayers
in other circuits. The Committee believes that this places an undue
burden on taxpayers that are required to litigate such issues. Ac-
cordingly, the Committee believes it is important that the court
take into account whether the IRS has lost in the courts of appeals
of other circuits on similar issues in determining whether the IRS
has taken a position that is not substantially justified and thus lia-
ble for reasonable administrative and litigation costs.

The Committee believes that settlement of tax cases should be
encouraged whenever possible. Accordingly, the Committee believes
that the application of a rule similar to FRCP 68 is appropriate to
provide an incentive for the IRS to settle taxpayers” cases for ap-
propriate amounts, by requiring reimbursement of taxpayer’s costs
when the IRS fails to do so.

The Committee believes that when the IRS violates taxpayer’s
right to privacy by engaging in unauthorized inspection or disclo-
sure activities, it is appropriate to reimburse taxpayers for the
costs of their damages.

Explanation of Provision

The provision:

(1) moves the point in time after which reasonable adminis-
trative costs can be awarded to the date on which the first let-
ter of proposed deficiency which allows the taxpayer an oppor-
tunity for administrative review in the IRS Office of Appeals
is sent;

(2) permits awards of reasonable attorney’s fees by deleting
the hourly rate caps (and the exceptions to those caps);

(3) permits the award of reasonable attorney’s fees to speci-
fied persons who represent for no more than a nominal fee a
taxpayer who is a prevailing party;

(4) provides that in determining whether the position of the
United States was substantially justified, the court shall take
into account whether the United States has lost in other courts
of appeal on substantially similar issues;

(5) provides that if a taxpayer makes an offer after the tax-
payer has a right to administrative review in the IRS Office of
Appeals, the IRS rejects the offer, and later the IRS obtains a
judgment 29 against the taxpayer in an amount that is equal to
or less than the taxpayer’s offer for the amount of the tax li-
ability (excluding interest), reasonable costs and attorney’s fees
from the date of the offer would be awarded; and

(6) permits the award of attorney’s fees in actions for civil
damages for unauthorized inspection or disclosure of taxpayer
returns and return information.

The above rules for making awards apply subject to the same net
worth limitations as under present law.

29 A judgment pursuant to a stipulation or a settlement will not be treated as a judgment for
this purpose.
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Effective Date

The provision applies to eligible costs and services incurred more
than 180 days after the date of enactment.

2. Civil damages for collection actions (sec. 3102 of the bill and
secs. 7426 and 7433 of the Code)

Present Law

A taxpayer may sue the United States for up to $1 million of civil
damages caused by an officer or employee of the IRS who recklessly
or intentionally disregards provisions of the Internal Revenue Code
or Treasury regulations in connection with the collection of Federal
tax with respect to the taxpayer.

Reasons for Change

The Committee believes that taxpayers should also be able to re-
cover economic damages they incur as a result of the negligent dis-
regard of the Code or regulations by an officer or employee of the
IRS in connection with a collection matter. The Committee also be-
lieves that taxpayers should be able to recover civil damages they
incur as a result of a willful violation of the Bankruptcy Code by
an officer or employee of the IRS. As third parties may also be sub-
ject to IRS collection actions, the Committee believes that it is ap-
propriate to afford them the opportunity to recover damages for un-
authorized collection actions.

Explanation of Provision

The provision permits (1) up to $100,000 in civil damages caused
by an officer or employee of the IRS who negligently disregards
provisions of the Internal Revenue Code or Treasury regulations in
connection with the collection of Federal tax with respect to the
taxpayer, and (2) up to $1 million in civil damages caused by an
officer or employee of the IRS who willfully violates provisions of
the Bankruptcy Code relating to automatic stays or discharges. The
provision also provides that persons other than the taxpayer may
sue for civil damages for unauthorized collection actions. No person
is entitled to seek civil damages in a court of law without first ex-
hausting administrative remedies.

Effective Date

The provision is effective with respect to actions of officers or em-
ployees of the IRS occurring after the date of enactment.

3. Increase in size of cases permitted on small case calendar (sec.
3103 of the bill and sec. 7463 of the Code)

Present Law

Taxpayers may choose to contest many tax disputes in the Tax
Court. Special small case procedures apply to disputes involving
$10,000 or less, if the taxpayer chooses to utilize these procedures
(and the Tax Court concurs) (sec. 7463). The IRS cannot require
the taxpayer to use the small case procedures. The Tax Court gen-
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erally concurs with the taxpayer’s request to use the small case
procedures, unless it decides that the case involves an issue that
should be heard under the normal procedures. After the case has
commenced, the Tax Court may order that the small case proce-
dures should be discontinued only if (1) there is reason to believe
that the amount in controversy will exceed $10,000 or (2) justice
would require the change in procedure.

Small tax cases are conducted as informally as possible. Neither
briefs nor oral arguments are required and strict rules of evidence
are not applied. Most taxpayers represent themselves in small tax
cases, although they may be represented by anyone admitted to
practice before the Tax Court. Decisions in a case conducted under
small case procedures are neither precedent for future cases nor re-
viewable upon appeal by either the government or the taxpayer.

Reasons for Change

The Committee believes that use of the small case procedures
should be expanded.

Explanation of Provision

The provision increases the cap for small case treatment from
$10,000 to $50,000. The Committee recognizes that an increase of
this size may encompass a small number of cases of significant
precedential value. Accordingly, the Committee anticipates that the
Tax Court will carefully consider IRS objections to small case treat-
ment, such as objections based upon the potential precedential
value of the case.

Effective Date

The provision applies to proceedings commenced after the date of
enactment.

4. Expansion of Tax Court jurisdiction to responsible person pen-
alties (sec. 3104 of the bill and sec. 6672 of the Code)

Present Law

In general, employers are required to withhold income taxes (sec.
3402) and social security taxes (sec. 3102) from their employee’s
wages. These withheld taxes constitute a trust in favor of the
United States from the time that the employer deducts them from
the employee’s wages, and the employer is liable to the government
for the payment of such taxes (sec. 7501(a)). Section 6672 subjects
all persons considered responsible for the withholding and payment
of taxes to a penalty equal to the amount of taxes due where the
employer fails to turn over such funds to the government (the “re-
sponsible person” penalty, also known as the “100 percent” pen-
alty). Generally, the determination of whether a person is a “re-
sponsible person” is a question of the person’s status, duty, and au-
thority in the context of the business which has failed to collect and
pay over taxes required to be withheld. A responsible person pen-
alty may also be imposed on a payroll lender (sec. 3505).

The Tax Court has no jurisdiction over the determination of the
correctness of the assessment of the responsible person penalty. Ac-
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cordingly, as the Tax Court is the only pre-payment forum for the
determination of tax liability, the imposition of the responsible per-
son penalty can only be challenged in a refund suit in the appro-
priate district court or the U.S. Court of Federal Claims after pay-
ment of such penalty. The responsible person penalty is a divisible
tax. Thus, unlike a refund suit for income taxes, a responsible per-
son need not pay the full amount of the assessment to invoke the
jurisdiction of the district court or the U.S. Court of Federal
Claims. Instead, the alleged responsible person may commence a
refund suit after payment of the portion of the penalty attributable
to one employee for one quarter.

Reasons for Change

The Committee is concerned that persons who have a responsible
person penalty assessed against them must pay a portion of the
penalty before challenging the imposition of the penalty, before
there is a judicial determination that they have any liability.

Explanation of Provision

The provision provides Tax Court jurisdiction over the “respon-
sible person” penalty. Accordingly, the responsible person does not
have to make a payment before challenging the imposition of the
penalty.

Effective Date

The provision applies to penalties imposed after the date of en-
actment.

5. Actions for refund with respect to certain estates which have
elected the installment method of payment (sec. 3105 of the bill
and sec. 7422 of the Code)

Present Law

In general, the U.S. Court of Federal Claims and the U.S. district
courts have jurisdiction over suits for the refund of taxes, as long
as full payment of the assessed tax liability has been made. Flora
v. United States, 357 U.S. 63 (1958), affd on reh’g, 362 U.S. 145
(1960). Under Code section 6166, if certain conditions are met, the
executor of a decedent’s estate may elect to pay the estate tax at-
tributable to certain closely-held businesses over a 14-year period.
Courts have held that U.S. district courts and the U.S. Court of
Federal Claims do not have jurisdiction over claims for refunds by
taxpayers deferring estate tax payments pursuant to section 6166
unless the entire estate tax liability has been paid (i.e., timely pay-
ment of the installments due prior to the bringing of an action is
not sufficient to invoke jurisdiction). See, e.g., Rocovich v. United
States, 933 F.2d 991 (Fed. Cir. 1991), Abruzzo v. United States, 24
Ct. Cl. 668 (1991). Under section 7479, the U.S. Tax Court has lim-
ited authority to provide declaratory judgments regarding initial or
continuing eligibility for deferral under section 6166.
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Reasons for Change

The Committee believes that the refund jurisdiction of the U.S.
Court of Federal Claims and the U.S. district courts should apply
without regard to whether the taxpayer has elected, and the Sec-
retary accepted, the payment of that tax in installments.

Explanation of Provision

The provision grants the U.S. Court of Federal Claims and the
U.S. district courts jurisdiction to determine the correct amount of
estate tax liability (or refund) in actions brought by taxpayers de-
ferring estate tax payments under section 6166, as long as certain
conditions are met. In order to qualify for the provision, (1) the es-
tate must have made an election pursuant to section 6166, (2) the
estate must have fully paid each installment of principal and/or in-
terest due (and all non-6166-related estate taxes due) before the
date the suit is filed, (3) no portion of the payments due may have
been accelerated, (4) there must be no suits for declaratory judg-
ment pursuant to section 7479 pending, and (5) there must be no
outstanding deficiency notices against the estate. In general, to the
extent that a taxpayer has previously litigated its estate tax liabil-
ity, the taxpayer would not be able to take advantage of this proce-
dure under principles of res judicata. Taxpayers are not relieved of
the liability to make any installment payments that become due
during the pendency of the suit (i.e., failure to make such pay-
ments would subject the taxpayer to the existing provisions of sec-
tion 6166(g)(3)).

The provision further provides that once a final judgment has
been entered by a district court or the U.S. Court of Federal
Claims, the IRS is not permitted to collect any amount disallowed
by the court, and any amounts paid by the taxpayer in excess of
the amount the court finds to be currently due and payable are re-
funded to the taxpayer, with interest. Lastly, the provision provides
that the two-year statute of limitations for filing a refund action is
suspended during the pendency of any action brought by a tax-
payer pursuant to section 7479 for a declaratory judgment as to an
estate’s eligibility for section 6166.

Effective Date

The provision is effective with respect to claims for refunds filed
after the date of enactment.

6. Tax Court jurisdiction to review an adverse IRS determination
of a bond issue’s tax-exempt status (sec. 3106 of the bill and
sec. 7478 of the Code)

Present Law

Interest on debt incurred by States or local governments gen-
erally is excluded from gross income if the proceeds of the borrow-
ing are used to carry out governmental functions of those entities
and the debt is repaid with governmental funds (sec. 103). Interest
on debt incurred by those governments where the proceeds are
used to finance activities of other persons and the repayment of
which is derived from the funds of such other person (e.g., private
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activity bonds) is taxable unless a specific exception is included in
the Code.

In general, an initial determination of whether interest on State
or local government bonds is tax-exempt is made by issuers when
the bonds are issued. This initial determination is made by ref-
erence to how the bond proceeds are “to be used” (sec. 141). Inten-
tional acts after the date of issuance to use bond-financed property
(indirectly, a use of bond proceeds) in a manner not qualifying for
tax exemption may render interest on the bonds taxable, retro-
active to the date of issuance. Like other tax positions taken by
taxpayers, this initial determination, and issuer decisions relating
to the effect of subsequent actions are subject to review and chal-
lenge by the IRS under regular examination procedures.

A State or local government that seeks to issue bonds, the inter-
est on which is intended to be excludable from gross income under
section 103, can request a ruling from the IRS regarding the eligi-
bility of such bonds for tax-exemption. The prospective issuer can
challenge the IRS’s determination (or failure to make a timely de-
termination) in a declaratory judgment proceeding in the Tax
Court under Code section 7478. Because bondholders, not issuers,
are the parties whose tax liability is affected, issuers are not al-
lowed to litigate the tax-exempt status of the bonds directly after
the bonds are issued.

Reasons for Change

The Committee believes that issuers of governmental bonds, as
parties with a strong incentive to ensure the continued tax-exemp-
tion of outstanding bonds, should have the opportunity to challenge
IRS revocations of the tax-exempt status of the bonds, to protect
the holders of those bonds and the market better.

Explanation of Provision

The provision extends the declaratory judgment procedures cur-
rently applicable to prospective bond issuers to issuers of outstand-
ing bonds. The issuer must provide adequate notice 3 to outstand-
ing bondholders, and the bondholders are authorized to intervene
in court proceedings brought under this provision. The statute of
limitations on assessment and collection of the tax liability of the
bondholders is suspended during the pendency of the proceeding.

Effective Date

The provision applies to determinations of tax-exempt status
made after the date of enactment. A special rule provides that, in
the case of a determination under a technical advice memorandum
the public release of which occurs within one year of the date of
enactment, a pleading may be filed not later than 90 days after the
date of enactment.

30The Committee anticipates that the Tax Court will determine whether the issuer’s provision
of notice to the bondholders comported with the statutory requirements. Notice provided pursu-
ant to this provision has no effect on any notice that may be required pursuant to any other
provision of law.
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7. Civil action for release of erroneous lien (sec. 3107 of the bill and
sec. 6325 of the Code)

Present Law

Prior to 1995, the provisions governing jurisdiction over refund
suits had generally been interpreted to apply only if an action was
brought by the taxpayer against whom tax was assessed. Remedies
for third parties from whom tax was collected (rather than as-
sessed) were found in other provisions of the Internal Revenue
Code. The Supreme Court held in Williams v. United States, 115
S.Ct. 1611 (1995), however, that a third party who paid another
person’s tax under protest to remove a lien on the third party’s
property could bring a refund suit, because she had no other ade-
quate administrative or judicial remedy. In Williams, the IRS had
filed a nominee lien against property that was owned by the tax-
payer’s former spouse and that was under a contract for sale. In
order to complete the sale, the former spouse paid the amount of
the lien under protest, and then sued in district court to recover
the amount paid. The Supreme Court held that parties who are
forced to pay another’s tax under duress could bring a refund suit,
because no other judicial remedy was adequate.

Reasons for Change

The Committee believes that third parties should have a mecha-
nism to release an erroneous tax lien. Accordingly, the Committee
believes it is appropriate to provide relief similar to that provided
to third parties who are subject to wrongful levy of property.

Explanation of Provision

The provision creates an administrative procedure similar to the
wrongful levy remedy for third parties in section 7426. Under this
procedure, a record owner of property against which a Federal tax
lien had been filed could obtain a certificate of discharge of prop-
erty from the lien as a matter of right. The third party would be
required to apply to the Secretary of the Treasury for such a certifi-
cate and either to deposit cash or to furnish a bond sufficient to
protect the lien interest of the United States. Although the Sec-
retary would determine the amount of the bond necessary to pro-
tect the Government’s lien interest, the Secretary would have no
discretion to refuse to issue a certificate of discharge if this proce-
dure was followed, thus curing the defect in this remedy that the
Supreme Court found in Williams. A certificate of discharge of
property from a lien issued pursuant to the procedure would enable
the record owner to sell the property free and clear of the Federal
tax lien in all circumstances. The provision also authorizes the re-
fund of all or part of the amount deposited, plus interest at the
same rate that would be made on an overpayment of tax by the
taxpayer, or the release of all or part of the bond, if the tax liability
is satisfied or the Secretary determines that the United States does
not have a lien interest or has a lesser lien interest than the
amount initially determined.

The provision also establishes a judicial cause of action for third
parties challenging a lien that is similar to the wrongful levy rem-
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edy in section 7426. The period within which such an action must
be commenced would be 120 days after the date the certificate of
discharge is issued to ensure an early resolution of the parties’ in-
terests. Upon conclusion of the litigation, the IRS would be author-
ized to apply the deposit or bond to the assessed liability and to
refund to the third party any amount in excess of the liability, plus
interest, or to release the bond. Actions to quiet title under 28
U.S.C. §2410 would still be available to persons who did not seek
the expedited review permitted under the new statutory procedure.

Effective Date
The provision is effective on the date of enactment.

C. RELIEF FOR INNOCENT SPOUSES AND FOR TAXPAYERS UNABLE TO
MANAGE THEIR FINANCIAL AFFAIRS DUE TO DISABILITIES

1. Spousal election to limit joint and several liability on joint return
(sec. 3201 of the bill and new sec. 6015 of the Code)

Present Law

Relief from liability for tax, interest and penalties is available for
“innocent spouses” in certain circumstances. To qualify for such re-
lief, the innocent spouse must establish: (1) that a joint return was
made; (2) that an understatement of tax, which exceeds the greater
of $500 or a specified percentage of the innocent spouse’s adjusted
gross income for the preadjustment (most recent) year, is attrib-
utable to a grossly erroneous item of the other spouse; (3) that in
signing the return, the innocent spouse did not know, and had no
reason to know, that there was an understatement of tax; and (4)
that taking into account all the facts and circumstances, it is in-
equitable to hold the innocent spouse liable for the deficiency in
tax. The specified percentage of adjusted gross income is 10 percent
if adjusted gross income is $20,000 or less. Otherwise, the specified
percentage is 25 percent.

The proper forum for contesting the Secretary’s denial of inno-
cent spouse relief is determined by whether an underpayment is
asserted or the taxpayer is seeking a refund of overpaid taxes. Ac-
cordingly, the Tax Court may not have jurisdiction to review all de-
nials of innocent spouse relief.

Reasons for Change

The Committee is concerned that the innocent spouse provisions
of present law are inadequate. The Committee believes that a sys-
tem based on separate liabilities will provide better protection for
innocent spouses than the current system. The Committee gen-
erally believes that an electing spouse’s liability should be satisfied
by the payment of the tax attributable to that spouse’s income and
that an election to limit a spouse’s liability to that amount is ap-
propriate.

The Committee intends that this election be available to limit the
liability of spouses for tax attributable to items of which they had
no knowledge. The Committee is concerned that taxpayers not be
allowed to abuse these rules by knowingly signing false returns, or
by transferring assets for the purpose of avoiding the payment of



56

tax by the use of this election. The Committee believes that rules
restricting the ability of taxpayers to limit their liability in such
situations are appropriate.

The Committee believes that taxpayers need to be informed of
their right to make this election and that the IRS is the best source
of that information. The Committee also believes that the IRS
should take appropriate steps to insure that both spouses are made
aware of their tax situation, and not rely on a single notice sent
to a single address to inform both spouses.

Explanation of Provision

In general

The bill modifies the innocent spouse provisions to permit a
spouse to elect to limit his or her liability for unpaid taxes on a
joint return to the spouse’s separate liability amount. In the case
of a deficiency arising from a joint return, a spouse would be liable
only to the extent items giving rise to the deficiency are allocable
to the spouse. Special rules apply to prevent the inappropriate use
of the election.

Items are generally allocated between spouses in the same man-
ner as they would have been allocated had the spouses filed sepa-
rate returns. The Secretary may prescribe other methods of alloca-
tion by regulation. The allocation of items is to be accomplished
without regard to community property laws.

The election applies to all unpaid taxes under subtitle A of the
Internal Revenue Code, including the income tax and the self-em-
ployment tax. The election may be made at any time not later than
2 years after collection activities begin with respect to the electing
spouse. The Committee intends that 2 year period not begin until
collection activities have been undertaken against the electing
spouse that have the effect of giving the spouse notice of the IRS’s
intention to collect the joint liability from such spouse. For exam-
ple, garnishment of wages, a notice of intent to levy against the
property of the electing spouse would constitute collection activity
against the electing spouse. The mailing of a notice of deficiency
and demand for payment to the last known address of the electing
spouse, addressed to both spouses, would not.

The Tax Court has jurisdiction of disputes arising from the sepa-
rate liability election. For example, a spouse who makes the sepa-
rate liability election may petition the Tax Court to determine the
limits on liability applicable under this provision. The Tax Court
is authorized to establish rules that would allow the Secretary of
the Treasury and the electing spouse to require, with adequate no-
tice, the other spouse to become a party to any proceeding before
the Tax Court. The Secretary of the Treasury is required to develop
a separate form with instructions for taxpayers to use in electing
to limit liability.

Allocations of items

Under the bill, allocation of items of income and deduction fol-
lows the present-law rules determining which spouse is responsible
for reporting an item when the spouses use the married, filing sep-
arate filing status. The Secretary of the Treasury is granted au-
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thority to prescribe regulations providing simplified methods of al-
locating items.

In general, apportionment of items of income are expected to fol-
low the source of the income. Wage income is allocated to the
spouse performing the job and receiving the Form W-2. Business
and investment income (including any capital gains) is allocated in
the same proportion as the ownership of the business or invest-
ment that produces the income. Where ownership of the business
or investment is held by both spouses as joint tenants, it is ex-
pected that any income 1s allocated equally to each spouse, in the
absence of clear and convincing evidence supporting a different al-
location.

The allocation of business deductions is expected to follow the
ownership of the business. Personal deduction items are expected
to be allocated equally between spouses, unless the evidence shows
that a different allocation is appropriate. For example, a charitable
contribution normally would be allocated equally to both spouses.
However, if the wife provides evidence that the deduction relates
to the contribution of an asset that was the sole property of the
husband, any deficiency assessed because it is later determined
that the value of the property was overstated would be allocated
to the husband.

Items of loss or deduction are allocated to a spouse only to the
extent that income attributable to the spouse was offset by the de-
duction or loss. Any remainder is allocated to the other spouse.

Income tax withholding is allocated to the spouse from whose
paycheck the tax was withheld. Estimated tax payments are gen-
erally expected to be allocated to the spouse who made the pay-
ments. If the payments were made jointly, the payments are ex-
pected to be allocated equally to each spouse, in the absence of evi-
dence supporting a different allocation.

The allocation of items is to be made without regard to the com-
munity property laws of any jurisdiction.

If the electing spouse establishes that he or she did not know,
and had no reason to know, of an item and, considering all the
facts and circumstances, it is inequitable to hold the electing
spouse responsible for any unpaid tax or deficiency attributable to
such item, the item may be equitably reallocated to the other
spouse. In cases where the IRS proves fraud, the IRS may distrib-
ute, apportion, or allocate any item between spouses.

Tax deficiencies

If a spouse makes the separate liability election, the liability for
deficiencies determined after a joint return is filed is allocated to
the spouse whose item gives rise to the deficiency. For example, if
a deficiency is assessed after an IRS audit that relates to the hus-
band’s income that he failed to report on the return, the entire defi-
ciency is allocated to the husband. If the wife elects separate liabil-
ity, she owes none of the deficiency. The deficiency is the sole re-
sponsibility of the husband who failed to report the income.

If the deficiency relates to the items of both spouses, the separate
liability for the deficiency is allocated between the spouses in the
same proportion as the net items taken into account in determining
the deficiency. If the deficiency arises as a result of the denial of
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an item of deduction or credit, the amount of the deficiency allo-
cated to the spouse to whom the item of deduction or credit is allo-
cated is limited to the amount of income or tax allocated to such
spouse that was offset by the deduction or credit. The remainder
of the liability is allocated to the other spouse to reflect the fact
that income or tax allocated to that spouse was originally offset by
a portion of the disallowed deduction or credit.

For example, a married couple files a joint return with wage in-
come of $100,000 allocable to the wife and $30,000 of self employ-
ment income allocable to the husband. On examination, a $20,000
deduction allocated to the husband is disallowed, resulting in a de-
ficiency of $5,600. Under the provision, the liability is allocated in
proportion to the items giving rise to the deficiency. Since the only
item giving rise to the deficiency is allocable to the husband, and
because he reported sufficient income to offset the item of deduc-
tion, the entire deficiency is allocated to the husband and the wife
has no liability with regard to the deficiency, regardless of the abil-
ity of the IRS to collect the deficiency from the husband.

If the joint return had shown only $15,000 (instead of $30,000)
of self employment income for the husband, the income offset limi-
tation rule discussed above would apply. In this case, the dis-
allowed $20,000 deduction entirely offsets the $15,000 of income of
the husband, and $5,000 remains. This remaining $5,000 of the
disallowed deduction offsets income of the wife. The liability for the
deficiency is therefore divided in proportion to the amount of in-
come offset for each spouse. In this example, the husband is liable
for %4 of the deficiency ($4,200), and the wife is liable for the re-
maining V4 ($1,400).

The rule that the election will not apply to the extent any defi-
ciency is attributable to an item the electing spouse had actual
knowledge of is expected to be applied by treating the item as fully
allocable to both spouses. For example a married couple files a joint
return with wage income of $150,000 allocable to the wife and
$30,000 of self employment income allocable to the husband. On ex-
amination, an additional $20,000 of the husband’s self employment
income is discovered, resulting in a deficiency of $9,000. The IRS
proves that the wife had actual knowledge of $5,000 of this addi-
tional self employment income, but had no knowledge of the re-
maining $15,000. In this case, the husband would be liable for the
full amount of the deficiency, since the item giving rise to the defi-
ciency is fully allocable to him. In addition, the wife would be liable
for the amount that would have been calculated as the deficiency
based on the $5,000 of unreported income of which she had actual
knowledge. The IRS would be allowed to collect that amount from
either spouse, while the remainder of the deficiency could be col-
lected from only the husband.

Tax shown on a return, but not paid

The separate liability election also applies in situations where
the tax shown on a joint return is not paid with the return. In this
case, the amount determined under the separate liability election
equals the amount that would have been reported by the electing
spouse on a separate return. However, if any item of credit or de-
duction would be disallowed solely because a separate return is
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filed, the item of credit or deduction will be computed without re-
gard to such prohibition.3? Similarly, a base amount and an ad-
justed base amount will be allowed in the determination of the tax-
able portion of social security and tier 1 railroad retirement bene-
fits without regard to the rule in section 86(c). The calculation of
the tax that would be shown on the separate return does not con-
stitute the filing of a separate return. Other actions whose char-
acter may have been dependent upon the joint filing status of the
taxpayer (for example, the making of a deductible IRA contribution
under section 219) are unaffected by the election.

The separate liability election may not be used to create a re-
fund, or to direct a refund to a particular spouse.

Special rules

Special rules apply to prevent the inappropriate use of the elec-
tion.

First, if the IRS demonstrates that assets were transferred be-
tween the spouses in a fraudulent scheme joined in by both
spouses, neither spouse is eligible to make the election under the
provision (and consequently joint and several liability applies to
both spouses).

Second, if the IRS proves that the electing spouse had actual
knowledge that an item on a return is incorrect, the election will
not apply to the extent any deficiency is attributable to such item.
Such actual knowledge must be established by the evidence and
shall not be inferred based on indications that the electing spouse
had a reason to know.

Third, the limitation on the liability of an electing spouse is in-
creased by the value of any disqualified assets received from the
other spouse. Disqualified assets include any property or right to
property that was transferred to an electing spouse if the principle
purpose of the transfer is the avoidance of tax (including the avoid-
ance of payment of tax). A rebuttable presumption exists that a
transfer is made for tax avoidance purposes if the transfer was
made less than one year before the earlier of the payment due date
or the date of the notice of proposed deficiency. The rebuttable pre-
sumption does not apply to transfers pursuant to a decree of di-
vorce or separate maintenance. The presumption may be rebutted
by a showing that the principal purpose of the transfer was not the
avoidance of tax or the payment of tax.

Notification of taxpayers

The Internal Revenue Service is required to notify all taxpayers
who have filed joint returns of their rights to elect to limit their
joint and several liability under this provision. It is expected that
notice will appear in appropriate IRS publications, including IRS
Publication 1, and in collection related notices sent to taxpayers.

The Internal Revenue Service should, whenever practicable, send
appropriate notifications separately to each spouse. For example,

31 For example, provisions requiring the filing of a joint return in order to claim a credit such
as section 21(e)(2) (dependent care credit), section 22(e)(1) (credit for the elderly and perma-
nently disabled), section 23(f)(1) (adoption credit), section 25A(f)(6) (Hope and lifetime learning
credits) and section 32(d) (earned income credit) would not apply under this provision. Section
221(f)(2) (deductions for interest on education loans) would be an example of a rule disallowing
a deduction that would not apply.
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where notifications are being sent by registered mail, it is expected
a separate notice will be sent by registered mail to each spouse.
This is intended to increase the likelihood that separated or di-
vorced spouses will each receive such notices, as well as increase
the likelihood that the Internal Revenue Service will be made
aware of address changes that apply to one, but not both spouses.

Effective Date

The provision applies to any liability for tax arising after the
date of enactment and any liability for tax arising on or before such
date, but remaining unpaid as of such date.

The period in which an election may be made under the provision
will not expire before the date that is 2 years after the date of the
first collection action undertaken against the electing spouse on or
after the date of enactment that has the effect of giving the spouse
notice of the IRS’ intention to collect the joint liability from the
spouse. However, this rule does not extend the statute of limita-
tions.

An individual may elect under the provision without regard to
whether such individual has previously been denied innocent
spouse relief under present law.

2. Suspension of statute of limitations on filing refund claims dur-
ing periods of disability (sec. 3202 of the bill and sec. 6511 of
the Code)

Present Law

In general, a taxpayer must file a refund claim within three
years of the filing of the return or within two years of the payment
of the tax, whichever period expires later (if no return is filed, the
two-year limit applies) (sec. 6511(a)). A refund claim that is not
filed within these time periods is rejected as untimely.

There is no explicit statutory rule providing for equitable tolling
of the statute of limitations. The U.S. Supreme Court has held that
Congress did not intend the equitable tolling doctrine to apply to
tllle statutory limitations of section 6511 on the filing of tax refund
claims.

Reasons for Change

The Committee believes that, in cases of severe disability, equi-
table tolling should be considered in the application of the statu-
tory limitations on the filing of tax refund claims.

Explanation of Provision

The provision permits equitable tolling of the statute of limita-
tions for refund claims of an individual taxpayer during any period
of the individual’s life in which he or she is unable to manage his
or her financial affairs by reason of a medically determinable phys-
ical or mental impairment that can be expected to result in death
or to last for a continuous period of not less than 12 months. Toll-
ing does not apply during periods in which the taxpayer’s spouse
or another person is authorized to act on the taxpayer’s behalf in
financial matters.
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Effective Date

The provision applies to periods of disability before, on, or after
the date of enactment but does not apply to any claim for refund
or credit which (without regard to the provision) is barred by the
statute of limitations as of January 1, 1998.

D. PROVISIONS RELATING TO INTEREST AND PENALTIES

1. Elimination of interest differential on overlapping periods of in-
terest on income tax overpayments and underpayments (sec.
3301 of the bill and sec. 6621 of the Code)

Present Law

A taxpayer that underpays its taxes is required to pay interest
on the underpayment at a rate equal to the Federal short term in-
terest rate plus three percentage points. A special “hot interest”
rate equal to the Federal short term interest rate plus five percent-
age points applies in the case of certain large corporate underpay-
ments.

A taxpayer that overpays its taxes receives interest on the over-
payment at a rate equal to the Federal short term interest rate
plus two percentage points. In the case of corporate overpayments
in excess of $10,000, this is reduced to the Federal short term in-
terest rate plus one-half of a percentage point.

If a taxpayer has an underpayment of tax from one year and an
overpayment of tax from a different year that are outstanding at
the same time, the IRS will typically offset the overpayment
against the underpayment and apply the appropriate interest to
the resulting net underpayment or overpayment. However, if either
the underpayment or overpayment has been satisfied, the IRS will
not typically offset the two amounts, but rather will assess or cred-
it interest on the full underpayment or overpayment at the under-
payment or overpayment rate. This has the effect of assessing the
underpayment at the higher underpayment rate and crediting the
overpayment at the lower overpayment rate. This results in the
taxpayer being assessed a net interest charge, even if the amounts
of the overpayment and underpayment are the same.

The Secretary has the authority to credit the amount of any over-
payment against any liability under the Code.32 Congress has pre-
viously directed the Internal Revenue Service to implement proce-
dures for “netting” overpayments and underpayments to the extent
a portion of tax due is satisfied by a credit of an overpayment. 33

Reasons for Change

The Committee believes that taxpayers should be charged inter-
est only on the amount they actually owe, taking into account over-
payments and underpayments from all open years. The Committee

32Code sec. 6402.

33Pursuant to TBOR2 (1996), the Secretary conducted a study of the manner in which the
IRS has implemented the netting of interest on overpayments and underpayments and the pol-
icy and administrative implications of global netting. The legislative history to the General
Agreement on Trade and Tariffs (GATT) (1994) stated that the Secretary should implement the
most comprehensive crediting procedures that are consistent with sound administrative practice,
and should do so as rapidly as is practicable. A similar statement was included in the Con-
ference Report to the Omnibus Budget Reconciliation Act of 1990.



62

does not believe that the different interest rates provided for over-
payments and underpayments were ever intended to result in the
charging of the differential on periods of mutual indebtedness.

The Committee is also concerned that current practices provide
an incentive to taxpayers to delay the payment of underpayments
they do not contest, so that the underpayments will be available to
offset any overpayments that are later determined. The Committee
believes that this is contrary to sound tax administrative practice
and that taxpayers should not be disadvantaged solely because
they promptly pay their tax bills.

Explanation of Provision

The provision establishes a net interest rate of zero on equivalent
amounts of overpayment and underpayment that exist for any pe-
riod. Each overpayment and underpayment is considered only once
in determining whether equivalent amounts of overpayment and
underpayment exist. The special rules that increase the interest
rate paid on large corporate underpayments and decrease the inter-
est rate received on corporate underpayments in excess of $10,000
do not prevent the application of the net zero rate. The provision
applies to income taxes and self-employment taxes.

Effective Date

The provision applies to interest for calendar quarters beginning
after the date of enactment. Until such time as procedures are im-
plemented that allow for the automatic application of this provision
by the IRS, the Committee expects that the Secretary will promptly
and carefully consider any taxpayer’s request to have interest
charges recalculated in accordance with this provision. It is ex-
pected that the Secretary will extend the statute of limitations on
assessment where necessary to allow for the consideration of such
requests.

In light of past Congressional statements urging the Secretary to
eliminate interest rate differentials in these circumstances, and
taking into consideration Congress’ belief that the Secretary may
do so, the Committee continues to expect that the Secretary will
implement the most comprehensive interest netting procedures
that are consistent with sound administrative practice, and not
only those affected by this provision.

2. Increase in overpayment rate payable to taxpayers other than
corporations (sec. 3302 of the bill and sec. 6621(a)(1) of the
Code)

Present Law

A taxpayer that underpays its taxes is required to pay interest
on the underpayment at a rate equal to the Federal short-term in-
terest rate (AFR) plus three percentage points. A taxpayer that
overpays its taxes receives interest on the overpayment at a rate
equal to the Federal short-term interest rate (AFR) plus two per-
centage points.
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Reasons for Change

The Committee believes that the interest differential for noncor-
porate taxpayers should be eliminated.

Explanation of Provision

The provision provides that the overpayment interest rate will be
AFR plus three percentage points, except that for corporations, the
rate remains at AFR plus two percentage points.

Effective Date

The provision applies to interest for calendar quarters beginning
after the date of enactment.

3. Elimination of penalty for individu