Three lesserknown
techniques may improve
chances of making a deal.

by Kevan P. McLaughlin, Esq.

creasingly common with the economic difficulties many

viduals and businesses have experienced in recent years.
tax practitioners know that a taxpayer can make an offer in cor
mise, some of the options available in making an offer are not
known. This article addresses three techniques and strategies tha
be useful for CPAs representing clients who owe a federal tax liz
they are unable to pay in full: (1) exploring alternative reasons for
ing an offer in compromise (OIC); (2) considering a collateral ¢
ment with the IRS; and (3) making sure the taxpayer has addr
any issues arising from having transferred assets for less than full
on nonpriority items or debts (“dissipated assets”).

Representing financially distressed individuals is becomi

STRATEGY 1: CONSIDER they think of a “doubt as to collect
ALTERNATIVE REASONS FOR (DATC) offer, where the taxpayer |
SUBMITTING AN OFFER IN sufficient income and assets to pay 1
_COMPROMISH liability and the IRS allows a cash

When most practitioners think of an OIC, ment on that liability. However, dc
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to collectibility is just one of three possi-
ble reasons the IRS can accept an OIC.
Practitioners should explore with their
clients making an offer under the other two
reasons: “effective tax administration” and
“doubt as to liability.”

Promoting Effective Tax
Administration

Perhaps the most flexible alternative reason
for an offer in compromise is to promote
effective tax administration, or ETA.
When considering ETA as an alternative,
practitioners should understand that the
Internal Revenue Manual (IRM) instructs
IRS employees to consider ETA justifica-
tions as a last resort. However, the multi-
ple elements under ETA make it an attrac-
tive alternative for many taxpayers. Under
Treas. Reg. § 301.7122-1(b)(3), the IRS is
allowed to compromise a tax liability based

on ETA if (1) a financial hardship exists; (2)
public policy dictates it; or (3) sufficient eg-
uitable considerations exist.

Financial hardship. A financial hard-
ship, as it applies to ETA offers under
Treas. Reg. § 301.6343-1, exists when a
taxpayer is unable to pay reasonable
basic living expenses. In most circum-
stances, the IRS will determine the exis-
tence of a financial hardship by reducing
a taxpayer’s income (generally consisting
of gross wages, interest and dividends,
net self-employment and rental income)
by the prescribed national and local ex-
pense standards (see IRM 5.15.1 and
tinyurl.com/6jvozz4). However, the IRM
does allow deviations from those stan-
dards if taxpayers can show that they are
inadequate to provide for the specific sit-
uation. Unlike the normal deviation pro-
visions that require reasonable substantia-

tion that an expense is necessary to prov
for the taxpayer’s and the taxpayer's far
Iy’s health and welfare and/or producti
of income, an ETA offer analysis can t:
into account more factors when depart:
from those standards.

A practitioner should consider rais
as a factor the taxpayer’s age, employm
status, dependents, education expen
and any extraordinary circumstan
when presenting the existence of a fin:
cial hardship. Raising these additional cc
siderations is most successful if incluc
both in a cover letter when filing the C
and as an attachment to the financial ¢
closure forms, specifically, Form 433
Collection Information Statement for W
Earners and Self-Employed Individu
Practitioners should also be aware that
nancial hardship ETA offers are availa
only for individuals and not corporatio
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irtnerships or other entities.

Public policy/equitable considera-
ms. The second and third ETA elements
e often lumped together. The IRS can
mpromise a liability based on public pol-
7 and equitable considerations if the tax-
yer can show that forcing full payment
>uld undermine the public’s confidence
at the tax laws are being administered in
air and equitable manner. Specific cases
. these issues are rare, because only in
rited situations can the matter receive ju-
~ial review, for which the standard of re-
w is abuse of discretion. Nevertheless,
> regulations give some examples of
1en public policy and equitable consid-
itions may justify the acceptance of an
A offer in compromise. In one example
eas. Reg. § 301.7122-1(c)(3)(iv), Ex-
iple 1), a taxpayer suffered a serious ill-
s that required continuous hospitaliza-
n for several years and left him unable
manage his financial affairs. Once he re-
7ered, the taxpayer immediately filed his
inquent taxes, and his overall compli-
e history was not so egregious as to out-
igh the justifications for settlement. In
sther example (Example 2), the taxpay-
eceived written instructions from an IRS

ployee related to an IRA rollover peri-

only to discover during an audit that
instructions were incorrect.

Practitioners should also be aware that

A offers based on public policy or equi-

le considerations are considered by a

cial IRS group only after it is determined

t the other reasons do not apply.

If the facts warrant, practitioners
should consider including both ETA and
DATC as justifications on the same Form
656, Offer in Compromise. The IRM in-
structs the IRS to first investigate an offer
for DATC before ETA, so submitting an
OIC under ETA alone may be sufficient to
have it considered on both DATC and
ETA, however, the reverse it not neces-
sarily true. If an offer is submitted only
under DATC, it will not generally be re-
viewed for ETA. Nevertheless, DATC offers
can receive DATC with Special Circum-
stances (“DCSC”) consideration when a tax-
payer has proven special circumstances to
warrant acceptance for less than his or her
reasonable collection potential. As a practi-
cal matter, most IRS offer specialists overlook
ETA offers and instead consider them only
under DCSC. Because ETA can provide
more flexible grounds for a compromise,
practitioners should consider including a
more detailed statement of their position as
an attachment if both ETA and DATC are
used as justifications on the same OIC.

Doubt as to Underlying Tax

Liability

The second alternative reason for making
an OIC is doubt as to the tax liability, or
DATL. A DATL offer can be submitted
when there is a genuine dispute as to the
existence or amount of a taxpayer’s correct
liability: A DATL offer has many attractive
qualities, but it also has unique criteria and
limitations that practitioners should ex-
plore with their clients.

E CUTIVE ! Vi &

One of the initial limitations of DATL
is when it can be used. Under Treas. Reg.
§ 301.7122-1(b)(1), no DATL offer can be
sustained if the merits of the liability have
been adjudicated by a court decision. An-
other limitation of DATL is the procedures
by which it can be submitted. Prior to
2006, Form 656 allowed practitioners to
select among all three reasons for an OIC
on one form. With the revision of Form
656, taxpayers can no longer submit com-
bined DATL offers with other reasons. In-
stead, a Form 656-L must be prepared and
filed separately:

Despite its limitations and criteria, a
DATL offer is an attractive alternative for
some taxpayers for a variety of reasons,
most notably the right to further contest the
merits of their underlying liability. Addi-
tionally, under the other two offer justifi-
cations (DATC and ETA), a taxpayer must
make a full disclosure of all income and as-
sets. Sometimes this disclosure can make
taxpayers uncomfortable. If taxpayers oth-
erwise qualify fora DATC or ETA offer, IRC
§ 7122(d)(3)(B)(ii) allows them to avoid fi-
nancial disclosure in submitting a DATL
offer, whereas the other reasons do not.
Third, the judicial standard of review for a
DATL offer is considerably more lenient to
taxpayers. The U.S. Tax Court can review
ETA and DATC offers in very limited cir-
cumstances, for example, when raised dur-
ing a Collection Due Process Hearing under
section 6330, and the standard of review
is an abuse of discretion. That requires a
taxpayer to show that the IRS’ actions were

When pursuing collection
ternatives for clients with a

x debt, practitioners may be
ost familiar with the “doubt as
collectibility” rubric for making
1 offer in compromise (OIC) to
e IRS. Other grounds for an
IC and associated strategies,
»wever, should also be ex-
ored.

One alternative reason, “ef-
ctive tax administration;” may

offer greater flexibility, since it
can be based on the client's fi-
nancial hardship or on public
policy or equitable considera-
tions. Another alternative
grounds for an OIC, “doubt as
to tax liability,’ should be pur-
sued if the existence or amount
of the underlying tax debt is in
dispute.

B A second strategy that may
be used to improve chances

of acceptance of an OIC is to
negotiate a collateral agreement
with the IRS. A collateral agree-
ment may be based on the tax-
payer's prospect of greater fu-
ture income or a waiver of
unused losses.

M Practitioners should also
aid clients by reckoning at an
early stage with any issue that
might arise concerning a “dissi-
pated asset," one that has been

sold or otherwise transferred on
nonpriority items or debts.

Kevan P. McLaughlin (kevan@
mclaughlinlegal.com) is a tax
attorney in San Diego.

To comment on this article or to

suggest an idea for another arti-
cle, contact Paul Bonner, senior

editor, at pbonner@aicpa.org or

919-402-4434.
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arbitrary, capricious or without sound basis
in fact. However, if the tax liability itself is
an issue, that standard is de novo, mean-
ing the IRS’ actions and fact finding could
be reviewed from the beginning.

In this way, a DATL offer may in some
situations allow a taxpayer a cheaper al-
ternative to contest a tax liability than going
toa U.S. district court or the U.S. Court of
Federal Claims. If taxpayers miss the statu-
tory period for filing a petition to the Tax
Court under section 6213, their remaining
judicial remedies require that they pay the
tax and file a claim for refund before the
court that has jurisdiction. A DATL offer
can in some cases allow an offer to be sub-
mitted based on the merits of the case with-
out first fully paying the liability and filing
a claim for refund.

In reviewing a DATL offer, the IRS treats
the matter much like an audit reconsider-
ation. In so doing, the IRS evaluates the
hazards of possible litigation and the extent
of doubt created in the offer. As a result,
practitioners should consider including a
thorough summary of their legal position
as both an attachment to Form 656-L, Offer
in Compromise (Doubt as to Liability), and an
accompanying letter, including an analysis
of the risk to the IRS.

Sometimes a practitioner will reach an im-
passe with the IRS when representing a fi-
nancially distressed taxpayer. The problem
could arise for any number of reasons, and
a practitioner should be aware of options
to break a potential stalemate by adding
conditional or supplemental terms not typ-
ically included in offer negotiations. The
use of a collateral agreement can provide
such a mechanism by making an offer more
attractive to the IRS with additional, and
somelimes noncash, consideration.

In the context of an OIC, the need for
a collateral agreement arises in several sit-
uations, most often when the IRS antici-
pates a taxpayer’s income will substantial-
ly increase in the future, but there is
disagreement about its likely extent. For ex-
ample, a self-employed taxpayer working

in a volatile industry may have demon-
strated a high earning potential in prior
years but has recently fallen on hard times,
making it difficult to agree on his or her fu-
ture income levels for determining a rea-
sonable collection potential. In this situa-
tion, a future-income collateral agreement
could be procured. The purpose of a fu-
ture-income collateral agreement is to allow
for a fixed percentage of the taxpayer’s an-
nual income over a certain base-level
amount to be paid in addition to the orig-
inally offered sum.

Returning to the example, a practition-
er could present additional consideration
to make acceptance of the OIC more de-
sirable to the IRS, whereby the taxpayer
will agree to pay out of net income 10% of
the amount that exceeds $50,000 for the
next three years. Such an agreement may
alleviate IRS concerns about accepting an
OIC only to watch a taxpayer receive a
windfall in the near future, but still achieve
a taxpayer’s goal in compromising his or
her liability.

Future-income collateral agreements are
generally monitored annually during the
five-year future compliance term for in-
come fluctuations. Future-income collat-

or loan from family. The motivation fo
IRS to accept an offer is reduced whe
external assets can be brought in; ho
er, if a taxpayer has an NOL or capital
carryforward, the potential for relingt
ing it becomes an attractive alternativ
this situation, a collateral agreement c
be reached in which the taxpayer w:
any NOL and/or capital loss deductio:
future years. This provides an incentiv
the IRS to accept a current settlement ir
change for higher revenue from the
payer in future years.

If a taxpayer does not have attractivc
attributes like an NOL or capital loss
ryforward but still faces an impasse, p
titioners could consider structuring a
lateral agreement to offer a downward t
adjustment to specific assets. Like a w
er of tax attributes, this will provide a
tional motivation for the IRS to acce
taxpayer’s OIC because of higher-than-
erwise-attainable taxable gains upon
sale, exchange or other disposition of ¢
cific assets in the future.

Similar to future-income collat
agreements, waiver-of-tax-attribute :
basis-adjustment collateral agreeme
should be discussed early to familia:

“Doubt as to collectibility” is one of three reason:
the IRS can accept an OIC, The others are*effectis
tax administration”and “doubt as to liability.”

eral agreements are not widely offered by
the IRS and are not widely known about
among taxpayers, in part because Form
2261, Collateral Agreement: Future In-
come—Individual, is not available at
www.irs.gov. If one appears appropriate
and necessary, a practitioner should pres-
ent the issue to the IRS and ask the Serv-
ice to begin preparing it.

Another application of collateral agree-
ments in OIC negotiations is when a tax-
payer is sitting on attractive tax attributes
such as a net operating loss (NOL) or cap-
ital loss carryforward. OICs are most suc-
cessful when funded with assets not oth-
erwise attainable by the IRS, such as a gift

the IRS representative with the issue, ¢
a request to procure Form 2261-B, Col
eral Agreement: Adjusted Basis of Specific

sets, or 2261-C, Collateral Agreement: Wi
er of Net Operating Losses, Capital Losses, ¢
Unused Investment Credits, early is reco
mended. Practitioners should consider

cluding information on the additional c
sideration both in a cover letter and

attachment to the filed Form 656 to achie
this. Loss-waiver collateral agreements :
generally limited to prior-year losses,
practitioners should make sure they are r
drafted in 2 way that prohibits the ded:
tion of losses that arise in years after an O
is accepted.
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 practitioner may also use a collateral
ement similarly to break through a ne-
ating roadblock in installment agree-
t negotiations. In addition, an agree-
t can be an advantageous tool in
tiating the deferral or forbearance of
g a notice of federal tax lien, since the
instructs IRS employees to withhold
g anotice of federal tax lien if a taxpayer
entered into a collateral agreement. In
e circumstances, a collateral agreement
s not provide additional consideration
rompt acceptance of a collection alter-

has been transferred for less than full value
in the last 10 years. In choosing how to re-
spond, practitioners should carefully assess
whether the IRS might view an asset trans-
fer as for less than full value and, if so, con-
sider attaching a statement explaining the
taxpayer’s position. If a dissipated-asset
issue cannot be avoided, the financial
analysis and offered amount should be ad-
justed accordingly. The alternative to a
practitioner’s addressing the asset in an
original filing is for an IRS employee to find
it through investigation, creating a situation

OICs are most successful when funded with
assets not otherwise attainable by the IRS,
such as a gift or loan from family.

ve but rather calls for some perform-
> that is ensured by collateral security.
ketable stocks, bonds and letters of
lit are generally acceptable collateral se-
ty for an agreement to prevent a notice
2deral tax lien filing.

it to subsequent or continued non-
1pliance, a “dissipated asset”—one that
taxpayer sold, gifted, transferred or
nt on nonpriority items or debts—is
of the most frequent issues that can de-
y a taxpayer’s chance at a compromise.
1e IRS succeeds in classifying an item
dissipated asset, its whole value could
ncluded in a taxpayer’s reasonable col-
ion potential. By its very definition, a
sipated asset is no longer available to sat-
the tax liability; thus, its inclusion in a
sonable collection potential determina-
1 can spell certain doom for any collec-
1 alternative.
The place to avoid a dissipated asset
1e is at the front end. When preparing
axpayer's financial statements using
m 433-A (or 433-B, Collection Informa-
1 Statement for Businesses), the practi-
1er should pay careful attention to an-
ring question 16 (on Form 433-A) or

(on Form 433-B), which ask if an asset

where arguing for the asset’s noninclusion
often becomes more difficult.

If an asset is disclosed, or if a dissipat-
ed-asset issue arises through an IRS inves-
tigation, a practitioner should consider
several possible arguments against its in-
clusion. First, consider the purpose behind
transferring the asset. A practitioner can
usually argue successfully that an asset did
not go toward a nonpriority item or debt
if the item was a necessary expense, that is,
one that is reasonably necessary to provide
for a taxpayer’s and his or her family’s
health and welfare and/or production of in-
come. For example, a taxpayer may have
no choice but to sell an automobile before
filing an OIC, using the sale proceeds to
help pay for ordinary living expenses like
rent and groceries. If a practitioner can
demonstrate that the sales proceeds went
to pay these expenses, the equity of the au-
tomobile will generally not be included as
a dissipated asset.

Second, practitioners should bring up
when the asset was dissipated, relative to
submitting the offer. Even though Forms
433-A and 433-B request disclosure of as-
sets transferred within the last 10 years, ab-
sent unusual circumstances, an asset will
be included in a taxpayet’s reasonable col-
lection potential only if it was dissipated
within five years of submitting an OIC.

Finally, a practitioner should consider when
the asset was dissipated in relation to the
assessed tax liability at issue.

A recent Tax Court decision, Larry E.
Tucker v. Commissioner (TC Memo 2011-
67), highlights this approach. Although
the Tax Court ultimately upheld the IRS’
determination to reject the taxpayer’s offer
for other reasons, it did explain in detail
the dissipated-asset calculation. The tax-
payer sought to compromise his 1999
through 2003 tax liabilities. The IRS at-
tempted to classify $44,700 as a dissipat-
ed asset because the taxpayer had trans-
ferred that amount into an E-Trade
account in early 2003, eventually losing all
but roughly $22,000 of the deposit. The
court rejected the IRS calculations, ex-
plaining that the amount to be included
as a dissipated asset could not exceed the
tax liability at the time the asset was dis-
posed of. Because, the court held, Tuck-
er’s 2002 and 2003 liabilities had not at
that point accrued, the amount to be in-
cluded as a dissipated asset could not ex-
ceed his 1999 through 2001 labilities,
which were only $14,975. <>
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