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Offers in Compromise: Advocating for Victims of  
Payroll Service Provider Failures 

(edited transcript) 
 
Jill MacNabb: Thank you, everyone, for coming to our presentation today. Just by a little 

bit more background about our office. Code section 7803 creates the 
Office of the Taxpayer Advocate, and that code section requires the 
National Taxpayer Advocate, who is Nina Olson, to report to Congress 
two times each year, one on June 30th and one on December 31st. And the 
December 31st report is required to include a description of at least 20 of 
the most serious problems encountered by taxpayers. And so, Nina Olson  
has included, on several occasions, the problems of PSPs, when they fail, 
and the problems that creates for employers. 
 
But getting started today, as we all know, outsourcing your payroll and 
your related tax duties to third-party payroll service providers is a 
common business practice, especially among small businesses. And the 
reason is using the PSP helps the employer to focus on their core business 
practice. A PSP is just a third party that is administering the payroll and 
the employment taxes and reporting and collecting and depositing the 
taxes with the state and federal authorities. 
 

 Here are some examples of some of the services a PSP might provide. 
Preparing the paychecks; preparing the Form 940 that is the employer's 
annual federal unemployment (or the FUTA) tax return; the employer's 
quarterly tax return; and then filing the Forms 940 and 941 for the 
employer. Both of these are done using the employer's EIN (Employer 
Identification Number), and the returns are signed by the employer. 
 
The PSP may also make the federal tax deposits and the payments and 
then submit that information for reporting on the 940 and the 941. And it 
could even prepare the Form W-3, which is the Transmittal of Wage and 
Tax Statements and the Forms W-2, which is the Wage and Tax Statement 
for the employees of the employer, always, of course, using the employer's 
EIN. 
 

 So today, we thought that we would take as an example of a business that 
used a PSP (a payroll service provider) a veterinary practice that provides 
services in a rural area, and we are just going to suppose that this practice 
has four employees. So, Susan, what are some of the risks this business 
will take if it uses a PSP? 

 
Susan Morgenstern: Well, what is important to remember about hiring a PSP, and as helpful as 

a PSP can be to running the business, the hiring of a third-party payroll 
service provider does not relieve the employer (in this case our 
veterinarian) of its own employment tax filing deposit and payment 
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obligations. So, if the PSP were to go out of business, the employer (or our 
veterinarian) would remain responsible for the payment of those taxes. If 
the PSP were to misappropriate its client's funds (our veterinarian's funds) 
then the veterinarian would remain ultimately responsible for the payment 
of those taxes. 
 

 If the PSP does go out of business, the consequences can be quite dire for 
the veterinarian (our example here). They would be required to pay the 
amount of the employment taxes to the IRS, this time with interest and 
penalties because those payments and filings would be late, even though – 
and this is important – even though the employer has already paid these 
funds over to the payroll service provider. 

 
 Sometimes the amount of money can be so dramatic that the employer 

(our veterinarian) may go out of business or may be forced to lay off 
employees or may be forced to curtail its services to the community. 

 
Jill MacNabb: Right. And not only that, you could arrive to the point of collection 

because, as Susan has said, the employer remains liable for these payroll 
taxes, and the IRS may assess that liability and then start collecting it by 
filing liens and issuing levies. Not only that, though, the responsible 
person of the employer could be held personally liable for the TFRP, the 
Trust Fund Recovery Penalty. So, let's talk about that for a second. 

 
 It is section 6672 which imposes this liability, and what it is going to mean 

is that our veterinarian or maybe the veterinarian's office manager (if she 
has one) could be personally liable for those payroll taxes. The TFRP can 
be asserted against anyone who is a responsible person (meaning required 
to collect, account for, and pay over the taxes) when that responsible 
person willfully fails to perform any of those duties. So, if you are using a 
PSP, what is willfulness?  

 
 Well, the IRM (the Internal Revenue Manual) defines “willfulness” as 

“intentional, deliberate, voluntary, reckless, knowing” as opposed to 
accidental. No evil intent or bad motive is required, but when there is 
involvement of a PSP, the IRM provides that the IRS is actually going to 
look at additional factors to determine whether there was a willful failure 
to pay these taxes. And some of the factors that… I'll tell you what they 
are now. They will be familiar because the same kinds of factors come up 
again and again in the context of PSPs.  

 
 So, the IRS is going to look at:  

• whether the responsible person had knowledge of a pattern of 
noncompliance by the third-party payer at the time the delinquencies 
were accruing;  
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• whether the third-party payer used fraud or deception to conceal the 
noncompliance from detection by that client;  

• whether the client had received prior IRS notices indicating that 
employment tax returns had not been filed, were inaccurate or that 
employment taxes had not been paid; and  

• the actions the client took to ensure federal employment tax 
obligations have been met after becoming aware of the tax 
delinquencies.  

 
 So, for example, timely reporting the problems to the IRS and to the 

appropriate authorities, ensuring that tax debts have been timely reported 
and paid, and working with the IRS on a reasonable plan to resolve those 
past debts. We will talk about that in a moment, too. Don't forget, if you 
come across this problem, the TFRP may be on the table. 

 
 So, Susan, if you are in contact with the IRS about this problem, what 

should you discuss? 
 
Susan Morgenstern: Well, the initial contact will be from… there will be a series of notices, 

and then a revenue officer will come out to visit with the employer (in this 
case our veterinarian) and will discuss at least five things. The first thing 
that the revenue officer will discuss is whether there was an unauthorized 
change of address, and we will be talking about this unauthorized change 
of address issue in a bit. 

 
 The second thing that the revenue officer will discuss with the employer 

(our veterinarian) is penalty abatement, and the reason this will arise is 
because there will be a number of penalties that will be asserted against 
the payer (in this case our veterinarian). 

 
 The third thing that the revenue officer will discuss with the taxpayer is 

the tax liability itself. In the event that the assessment has not been paid, 
that assessment remains on the table to be paid, and there may be options 
that we will be discussing that the taxpayer can explore with the revenue 
officer. The revenue officer will remind the taxpayer that ultimately it is 
the taxpayer (in this case our veterinarian) who is responsible for the 
payment of the tax.  

 
 And finally, the revenue officer will discuss with the taxpayer the use of 

something called the Electronic Federal Tax Payment System, or EFTPS.  
 
You can search on the IRS website for that, and it allows the taxpayer to 
monitor deposits that are being made and account actions that are 
occurring on its account with the IRS. The IRM cite for that is 5.1.24.5.3. 
And those initial discussions that I just referenced are also described in the 
IRM, and that is at 5.1.24.5.2. 
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 So, the second thing I mentioned that the revenue officer is going to be 

exploring with the taxpayer is penalty abatement, and what the revenue 
officer is going to look for in terms of relieving the employer of its 
obligation to pay the penalties are the following. One, at the time that the 
taxes were due, were there funds available – sufficient funds available – in 
the employer's bank account to pay those taxes?  

 
 Two, during the time during which the employer was unable to comply 

with the law, it was due to circumstances beyond the employer's control. 
And what we mean by this is that at that time, the employer (our 
veterinarian) firmly believed that the payroll service provider was taking 
care of its business. It had no reason not to believe that it was taking care 
of its business. 

 
 The third thing that the revenue officer will look to in terms of abating 

these penalties is the timeliness of the employer's corrective actions once 
the employer had actual knowledge of the tax problem. And you will hear 
that theme throughout the various remedies that we are discussing today is 
did the employer (did our veterinarian) sit up and say, “Oh, my goodness. 
I have to do something about this.” And then what did the employer (or 
veterinarian in our situation) do? 

 
 And then the revenue officer will look to see whether the source of the 

financial problems has been removed. For example, did our veterinarian 
say, “Enough with you, payroll service provider. I'm terminating our 
contract because you're not doing it right. I'm going to move over to 
another payroll service provider who can handle my affairs correctly.” 

 
Jill MacNabb: Or you could bring it in house, yeah. 
 
Susan Morgenstern: That is right. Or you can bring it in house, and that would be another 

option available to our employer. 
 
 Finally, the revenue officer will also look to whether there is 

documentation to support the allegations the employer is making. For 
instance, does our taxpayer (our veterinarian) have the bank records that 
show he made the correct deposits, the correct amount of the deposits, the 
deposits were available at the time the payments were supposed to be 
made, and do we see that the deposits were actually taken by the payroll 
service provider? And, of course, there is no corresponding payment on 
the IRS side. 

 
 Do we see, for instance, that the employer complained to the Better 

Business Bureau perhaps, or filed a complaint with the local sheriff's 
department, or has filed some type of court action? Again, there are a 
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number of factors and actions that the employer can take in order to 
remedy the situation. 

 
Jill MacNabb: Susan, what penalties are we talking about? The failure-to-file, maybe? 
 
Susan Morgenstern: There are three main penalties that would be applicable here, Jill. The first 

would be the failure-to-file because at this point we're looking at late-filed 
returns. The failure-to-pay penalty because, again, we are looking at late-
paid deposits; and then the failure-to-deposit. Again, there is this calendar 
system. You are required to pay these deposits on a regular basis. You 
miss the due date, the penalty arises. 

 
Jill MacNabb: Right. So, we're going to try to show reasonable cause for these failures, 

and that's what these factors will help us show, right? 
 
Susan Morgenstern: Right.  
 
Jill MacNabb: Okay.  
 
Susan Morgenstern: And in the end, it is a balancing test. Did the third-party payer use fraud or 

deception to conceal the non-compliance so that the client had no idea (our 
veterinarian had no idea) that its payroll service provider wasn't making 
the deposits, wasn't filing on time, wasn't doing what it was contracted to 
do? Or did our veterinarian sort of take a laissez-faire attitude and say, 
“Well, you know, I know that they're not compliant, but I just can't deal 
with this right now.” And if you're in that latter situation, you would 
understand that the IRS would be less likely to abate, whereas in the 
former situation, the IRS would be more likely to abate. 

  
 But these penalties would arise, Jill, where the taxpayer has in effect paid 

the tax twice: once to the payroll service provider and once, again, to the 
IRS. But what if our veterinarian is so strapped that our veterinarian has 
not paid the tax? 
 

Jill MacNabb: Well, okay. As you pointed out, we can try to get the penalties abated. We 
are not going to get interest abatement in this scenario, but we have a 
situation in which there is unfairness because this employer has paid to the 
PSP, and those funds never made it to the IRS, and now our veterinarian is 
faced with a second payment. So, it is important to keep in mind here just 
a fundamental thing, which is that taxpayers have the right to a fair and 
just tax system. And that means that they have the right to expect that the 
tax system is going to take into account and consider the facts and 
circumstances that might affect their underlying liability, the ability to pay 
or the ability to provide information timely.  
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 This is in the Taxpayer Bill of Rights. It is right number 10, and you will 
see it in Publication 1. Offers in Compromise might be a way to support 
that taxpayer right. And so, Offers in Compromise are authorized by 
statute. It is Code section 7122. An Offer in Compromise is an agreement 
between the government and the taxpayer to settle a tax liability for 
payment of less than the full liability amount.  

 
 Generally, there are three types of offers. They are doubt as to liability, 

doubt as to collectability, and Effective Tax Administration offers; and 
these are all described in the Treasury regulations under section 7122. The 
one we are going to discuss the most today is the Effective Tax 
Administration Offer in Compromise. That is partly because in the 
Consolidated Appropriations Act of 2014, the law now requires the IRS to 
give special consideration to an Offer in Compromise from a taxpayer 
who has been the victim of fraud by a third-party payroll tax provider. 

 
 Not only that, we will discuss that the law requires the IRS also to provide 

dual notices when there has been a change of address. So, if a 
taxpayer/employer who has been making payroll tax payments changes his 
address, the IRS is now required to send notice of that change of address 
to the old address and to the new address. The reason for this is it prevents 
a PSP from changing the employer's address without the employer's 
knowledge, then concealing that change of address, and then concealing 
notices from the IRS advising the employer of delinquent taxes. 
 

 Okay. This slide (the next slide) shows the elements of an Effective Tax 
Administration offer. This could be available if the taxpayer doesn't have 
any doubt that the tax is correct and there is potential to collect the full 
amount of the liability, but there are exceptional circumstances that allow 
the IRS to consider the offer anyway. There are IRM provisions on this 
type of offer, and we will discuss that.  

 
 And there is also interim guidance that you need to know about. It is from 

the SB/SE (Small Business/Self-Employed) division of the IRS. It is from 
September 16, 2014, and I will just give you this control number and you 
can find this online. It is SBSE-05-0914-0068, and it is called “Interim 
Guidance for Offers in Compromise from Taxpayers when Payroll Service 
Provider Issues are Present.” So, that is a good source of information for 
you, and it is relatively recent. 

 
 So, Susan has talked about what you will discuss with your revenue 

officer at your first meeting, but additional things that you should mention 
are: tell the revenue officer that your client's business was a victim of 
nonpayment by a third party PSP; discuss an Offer in Compromise with 
the IRS as an alternative to the collection action; and also don't forget to 
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ask that revenue officer to not assert the TFRP penalty against that 
employer or the responsible person of the employer. 

 
 Okay. Let's talk a little bit more about these Effective Tax Administration 

Offers in Compromise. There are two types of these offers. One is an 
economic hardship Offer in Compromise, and the other one is non-
economic hardship Effective Tax Administration Offer in Compromise. 
So, to be eligible for one of these, you are going to have to show that 
collection of the tax would either create an economic hardship or it would 
be unfair or inequitable. 

 
 Now, economic hardship means the inability to meet reasonable basic 

living expenses. It only applies to individuals, so that would include a sole 
proprietor. So, if our veterinarian was a sole proprietor, this might be 
available. The regulations under section 7122 give examples of situations 
in which compromise would be appropriate as an Effective Tax 
Administration Offer in Compromise with economic hardship, and I will 
tell you what the examples are. 

 
 The first one is the taxpayer has assets sufficient to satisfy the tax liability. 

The taxpayer provides full-time care and assistance to a dependent child 
who has a serious long-term illness. It is expected that the taxpayer will 
need to use the equity in his assets to provide for adequate basic living 
expenses and medical care for his child. The taxpayer's overall compliance 
history does not weigh against compromise. So, that is an example of a 
hardship. 

 
 I’ll give you one more example. The taxpayer is retired and his only 

income is from a pension. The taxpayer's only asset is a retirement 
account, and the funds in the account are sufficient to satisfy the tax 
liability. Liquidation of the retirement account, though, would leave the 
taxpayer without an adequate means to provide for basic living expenses. 
The taxpayer's overall compliance does not weigh against compromise. 

 
 So, those are examples of economic hardship that would be available in an 

Effective Tax Administration Offer in Compromise. Business entities, 
though, can only apply for the non-economic hardship Effective Tax 
Administration Offer in Compromise, and so I wonder, Susan, if you 
could take us through that? 

 
Susan Morgenstern: Yes. So, these are situations where there are criminal or fraudulent acts of 

third parties. As we have said, the payroll service provider has contracted 
to meet a certain tax filing obligation and payment obligation on the part 
of the employer, but then fails to remit those payments to the IRS. So, this 
can rise to the level of a fraudulent act or even a criminal act. There may 
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be, in fact, criminal prosecution of the payroll service provider or civil 
actions against the payroll service provider.  

 
 And again, what we are looking for is showing that all these things 

happened to this employer. So, we would look to whether these particular 
acts are directly responsible for the tax liability, that there is a connection 
between the taking of the money and the failure to pay the tax, and that the 
actions and the impact of the third party can be documented.  

 
 Again, we can see our taxpayer (our veterinarian) has done what the 

veterinarian thought was the right thing. He set up an accounting system 
with his payroll service provider and then the taxes remain unpaid. So, as 
long as we can show that nexus, then we have met that obligation of 
documenting what needs to be done and any remedial action that the 
employer may have taken. 

 
 And finally, that the taxpayer was misled to believe that the taxes were 

being paid. There have been instances where, for instance, the employer 
(our veterinarian)… for instance, it is a small community. They are 
members maybe of the Chamber of Commerce. They get together and our 
veterinarian comes up to the payroll service provider and says, “You 
know, I got this letter from the IRS, and it's telling me I have a balance 
due. What is this about?” And the payroll service provider owner says, 
“Don't worry about this. I'll take care of it. Just give me the notice.” And 
that type of action is something that would mislead our veterinarian into 
believing that, in fact, this payroll service provider is remedying the 
situation. 

 
 As I have said earlier, what is also important to know is that the 

veterinarian (the employer) had the intent to pay the tax, and you would 
know this by showing (through these bank statements) that the funds were 
available and that they were set aside specifically for the payment of these 
tax liabilities. 

 
 And then finally, we want to know that the taxpayer has made every effort 

to comply and has taken reasonable precautions to prevent the fraud or the 
criminal act. Again, things like confronting the payroll service provider 
and saying, “What's going on?” And then, once realizing that this is not 
working out for the employer, terminate that relationship and either take it 
in house or hire somebody else. 

  
Some of the factors that would demonstrate whether the taxpayer was 
acting in a reasonable manner could include, but they are certainly not 
limited to, whether the payroll service provider was bonded or licensed. 
Some states require this type of bonding and licensing. Others don't. 
Whether the payroll service provider had a business reputation in the 
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community and what that reputation was. Again, if it is a small town and 
you are all members of the Chamber of Commerce, you would know, our 
employer would know (our veterinarian). Perhaps, that is how he found 
out about this payroll service provider. They have been members of the 
same chamber for a while. 

 
 Whether the taxpayer took immediate steps to remedy the problem after 

learning of the payroll service provider's misconduct. Did he say, “Forget 
it. We're done here. I'm going somewhere else with my business.” Did he 
contact the IRS? So, things of this nature that would show that our 
veterinarian said, “There's a problem. I have to fix it.”  

 
 And then whether the taxpayer or employer was adversely affected by 

mitigating factors that may have hampered the ability to identify and 
correct the problem. There could have been other things going on. For 
instance, here in Colorado, you have tornadoes. Maybe that blew through 
and could have wreaked havoc on the employer, so it is sort of a totality of 
the factors to determine whether or not relief should be available.  

 
I am going to give you two examples, and again these examples come 
from the Interim Guidance Memorandum that Jill referenced earlier. Here 
we have a situation in the first example where the taxpayer (and this 
would be our veterinarian) wished to contract with a PSP to handle all the 
payroll tax matters of the business. This is a small business, and our 
veterinarian says, “I want to concentrate on taking care of my patients, so 
I'm going to let this payroll service provider take care of all my 
bookkeeping concerns.”  

 
 The taxpayer utilized a PSP that had been in business for several years and 

contacted other businesses who had been using this same PSP. They were 
all members, remember, of perhaps a trade association or the Chamber of 
Commerce. And these other members said, “You know, this guy's good. 
He took care of my business correctly.” When the taxpayer was contacted 
by the IRS about the delinquency of the business taxes, our veterinarian 
said, “Starting today, I will start making the deposits as they come due.” 

 
 So, here we have a taxpayer who said, “I know this guy. I investigated this 

guy. My business associates know this person and use this person, so this 
must be a good person.” And then imagine the shock when they learn that 
this is not a viable operation any longer and that their taxes aren't being 
paid. So, this would be an example of somebody for whom an Effective 
Tax Administration based on public policy concerns would be appropriate. 

 
 Conversely, let's think about if our veterinarian said, “I'm not looking in 

town. I'm going to go down the road and see who's working down there.” 
He contracts with a payroll service provider there and learns that this 
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payroll service provider doesn't have such a great reputation with the 
Better Business Bureau. Remember earlier I said, one of the things that a 
taxpayer can do is contact the Better Business Bureau and perhaps file a 
complaint?  

 
 So, here we have our employer who knew this guy wasn't so great, but 

nevertheless hired him. After receiving a notice from the IRS, 
unsurprisingly, that the taxes were due, the taxpayer gives it over to the 
payroll service provider who says, “You know, don't worry. I'll take care 
of this.” And our taxpayer says, “Yeah, fine,” and he never looks further 
to see if the problem had been resolved.  

 
In this situation, you can see the contrast that shows to the taxpayer who 
sits back and does nothing essentially is really in a much weaker position 
with regard to whether public policy should be used to provide that 
taxpayer with some relief. 
 
When the taxpayer gets ready to submit this Offer in Compromise, it is a 
pretty lengthy application process if you look at the publication of the 
Form 433-A and Form 433-B and the Offer booklet 656. You can see 
there are pages and pages and pages of information that's requested from 
the IRS in order to determine whether this taxpayer has the ability to pay, 
and if they don't have the ability to pay, then what their “reasonable 
collection potential” would be. Reasonable collection potential is the 
ability to pay a portion of the liability. 

 
 The employer (in this case our veterinarian) will sit down and go through 

this form, and it will probably go through several drafts. It will likely need 
your assistance preparing this form because it does require an in-depth 
financial review. So, we will complete this form, and at the conclusion of 
this form, the taxpayer makes what is called the Offer. This is why it is 
called an Offer in Compromise.  

 
 If the taxpayer (in our case the veterinarian) says, “Look, I can afford to 

pay my tax, but really I don't think I should have to pay the interest and 
penalties because really I have paid this amount now twice, once over to 
the payroll service provider and once now in connection with this Offer 
that I am submitting.” In that situation, the IRS will accept the Offer 
exclusive of penalty and interest and say, “Pay the tax, just the tax, not the 
penalty and interest, and this matter will now be considered resolved.” 

 
 If, after reviewing the financial analysis, the reasonable collection 

potential shows that the taxpayer is able to full pay the liability, the 
taxpayer at that point has the Offer reviewed to see if they would qualify 
under this Effective Tax Administration policy that we have just been 
discussing. And so, where the taxpayer is proposing that type of Offer, and 
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they are unable to full pay the liability… we have talked about this 
reasonable collection potential, and I throw that term around loosely, but 
really to get that amount requires the analysis of this full financial 
document, this Form 433-B. So, let's say that your reasonable collection 
potential shows that you can offer some amount of money. It is not quite 
the amount of the tax, but it is some.  

 
 But your position is, “Well, in effect, I have already paid this tax. Granted, 

it was paid – never paid over to the IRS – but I have paid this amount of 
money once already.” You would include this in the offer. You would 
include a description of what happened, and you would also include a 
discussion of how the payment of this reasonable collection potential 
amount would inhibit the taxpayer's business and would inhibit the ability 
of the taxpayer to pay current and future expenses in a timely manner.  

 
 So, let's think about our veterinarian. Even if the veterinarian shows a 

reasonable collection potential of a certain amount, and the veterinarian is 
saying, “Wait, I want to pay a lesser amount because I have these 
expenses associated with my business, and I don't want to hinder my 
business. I don't want to harm my ability to care for my patients.” Another 
question would be even if they could pay the reasonable collection 
potential, should that amount (the Offer amount) be reduced because it 
might result in the need for the taxpayer to lay off employees?  

 
 This is already a streamlined business with four employees and the one 

veterinarian. If the veterinarian were to pay the full reasonable collection 
potential amount, might he or she have to lay off employees in order to 
make those payments? Would the payment of the reasonable collection 
amount result in the reduction of goods or services provided in the 
community? For instance, would our veterinarian have to curtail his 
service area? For instance, would he have to cut back on the number of 
patients that he has? 

 
Jill MacNabb: Well, yeah. And we said, his practice is rural, so maybe he is the only 

veterinarian in the 50-mile radius. But the point of it is that would be 
relevant in deciding whether the amount that is being offered is fair; the 
effect on the business and the effect on the community. Does it mean that 
people now won't have access to the veterinary care that they need? It is 
relevant. 

 
Susan Morgenstern: Right. And could this even lead to the shutting down of this business, 

which would certainly be detrimental to the community? The National 
Taxpayer [Advocate's] position has been that there's been a discussion as 
to whether this offer of the less than the reasonable collection potential is 
somehow providing a financial benefit to our taxpayer? And the National 
Taxpayer [Advocate’s] position is that there's never a financial advantage 
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because this tax has already been paid. And so, in effect, they entered this 
situation on equal footing with other businesses in the community, so, in 
fact, to pay twice is to harm them even further. 

 
 So, Jill, how do you go about submitting this Offer in Compromise? 
 
Jill MacNabb: Well, like you are saying, you are always going to have to submit that 

Form 656. That is the Offer itself. And when you submit that, include a 
statement that discusses the specific fraudulent activity of the PSP and the 
causes of the delinquency; the more specificity, the better. “They 
concealed it from me this way.” Susan has cases like this in her office all 
the time. It is inquiring from the PSP, getting reassurance from the PSP, 
just deception; the greater the specificity explaining how this all unfolded, 
the better. 

 
Susan Morgenstern: So, yeah. 
 
[Laughter]  
 
Susan Morgenstern: Now that you have opened the door, Jill… what we have used in our cases 

in our office are things like the bank statements. The bank statements are 
very powerful. They speak very powerfully because they show precisely, 
in fact, what these regulations are discussing, which is these funds were 
available. Then you can see the debit where the payroll service provider 
(the direct debit that was taken out to the payroll service provider), and 
then you can sit there with a transcript showing that, in fact, even though 
these funds were taken out, they weren't remitted.  

 
 We have had cases in our office where taxpayers have complained to the 

county sheriff's department and there have been investigations. We have 
had cases involving criminal acts that were taken by the state against these 
payroll service providers. In other jurisdictions, there are federal criminal 
actions that are taken against these payroll service providers.  

 
 There may be civil actions taken in some jurisdictions, a band of victims 

of a payroll service provider have gotten together to sue the payroll service 
provider with the hope that there would be recovery. So, there are all these 
court records that speak very powerfully to support your client's position 
that there is this terrible business event that has happened to them. If your 
client can show the effect that they have had to lay off people, that they 
have had to curtail business operations, that they have had to reduce wages 
in their business – that also speaks very powerfully. 

 
 Often these types of things, especially if they involve some type of judicial 

event, generate media attention, so there may be newspaper stories that 
you can include in your packet as well. We generally submit a packet 
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containing as much information as we can, showing that our client, our 
taxpayer, took all these steps to try to remedy the problem, and yet, despite 
these steps, they are still in this very vulnerable position. 
 

Jill MacNabb: Well, actually, there was another case that I think I read about in the 
papers, where the payroll service provider was not remitting. And when 
you looked at the bank statements, though, the amount, because there were 
few employees (I think it was a non-profit organization, but they have 
employees, but there were so few) that you couldn't tell the inflows and 
the outflows. Even with the bank statements, you couldn't detect that they 
were not being paid because the amounts were so small compared to the 
bank balance. So, if you have a situation like that, you might be able to 
argue that, “We didn't notice because the amounts in the account are not 
very material. They didn't raise a red flag for us.” 

 
Susan Morgenstern: But what you would be able to show – which is another one of the 

elements that we have discussed – is that the funds were available to pay 
the tax. 

 
Jill MacNabb: Right.  
 
Susan Morgenstern: So, it is not as though our non-profit maintained a zero bank account and, 

therefore, had no hope of ever making its payroll tax. 
 
Jill MacNabb: Right. Because if you couldn't have paid it anyway, then it is not really –  
 
Susan Morgenstern: Right.  
 
Jill MacNabb: You don't have the causation that you were talking about to begin with. 
 
Susan Morgenstern: Exactly.  
 
Jill MacNabb: Right. Explain what happened with as much specificity as you can. If you 

are offering the full amount of the tax, exclusive of the interest and the 
penalty, then you don't have to submit the financial statements, the 433-B 
or the A. However, the IRS may need to get clarification. They may ask 
you for – if there are discrepancies between the W-2s or something else – 
you may be asked for clarification. But in any event, even if you don't 
provide financial statements, then if what you were doing is offering the 
full amount of the tax for your Offer, then make sure you make that 
statement that you do have the ability to fully pay the outstanding liability. 

 
Susan Morgenstern: What we have learned with the Offer process is that every piece of paper 

that's submitted with the Offer is in fact read. So, the more specific you 
can be in your cover letter, for example, or in your narrative describing the 
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situation, the easier it is to resolve the situation, hopefully in favor of your 
taxpayer.  

 
Jill MacNabb: Yeah. If you, instead, are offering less than the full amount of the 

remaining tax (exclusive of the interest and the penalties), then you do 
have to submit your financial statements: a 433-A if it is an individual and 
433-B if it is a business. And so, there are examples of this in that interim 
guidance that we keep talking about. So, that might be helpful. 

 
Susan Morgenstern: Jill, do you want to give that cite again?  
  
Jill MacNabb: Yeah. Let me tell you what this is again. It is control number SB/SE-05-

0914-0068 and it is called “Interim Guidance for Offers in Compromise 
from Taxpayers when Payroll Service Provider Issues are Present.” And 
the thing about this guidance, it is directing Collection employees to give 
special consideration to an Offer in Compromise from a taxpayer who has 
been the victim of fraud by a third-party payroll tax preparer. So, this is 
something that the National Taxpayer Advocate has advocated for for a 
long time, and now we have this guidance coming out to the field. You 
just have to be aware of it and bring it up and say, “Explain that you were 
a victim and ask for an Offer in Compromise, and ask that the TFRP not 
be asserted against you.” I think those are the main things. 

 
Susan Morgenstern: Sometimes, it may take you awhile to unravel exactly what happened with 

your taxpayer because you may see only one taxpayer at a time, whereas 
we might see clusters of taxpayers from our vantage point. And it is 
important to go through this analysis if they are saying they have gotten 
these collection notices, but they thought that the tax was paid, but they 
are not sure. Could you please check for them?  

 
 And now you see that if you do that investigation, there is this powerful 

array of tools that you can use to help your taxpayer defeat at least the 
penalties if they have already paid the tax, again, or perhaps even 
compromise the total tax if they haven't paid the tax yet, again reviewing 
the factors. The companies that we have dealt with have been very small 
companies (just a couple of employees), so the impact to them of having 
to pay the tax twice can really be quite severe. This analysis that we have 
talked about this morning has been the same analysis that we have used in 
our cases to determine whether an ETA offer would be appropriate and 
then how to support the ETA offer.  

 
 As Jill was discussing, with the smaller companies where we may not 

necessarily see that the tax has been remitted to the payroll service 
provider describing the company and why this would be difficult to see, 
but yet assuring the IRS that, in fact, that money was there to pay the tax  
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is really important. Because again, what you are trying to say is, “This is 
what happened. These are the steps I took, and this is how I can show it.” 

 
Jill MacNabb: Right.  
 
Susan Morgenstern: If you look at this, then you see that it is really all about equity. This 

SB/SE memorandum that we keep discussing is less than a year old, and 
so you can see it is a very important document. It is a new document that 
is very important for our taxpayers. 

 
 Both Jill and I work for the Taxpayer Advocate Service, as Vicki 

mentioned earlier, and there are instances where you might want to come 
to TAS for assistance with your cases. If you are experiencing or about to 
experience economic harm, significant cost, or irreparable injury, that 
would be an instance where you would want to come to TAS; you have 
experienced a delay of more than 30 days to resolve your tax issue (and 
this past filing season, we had a lot of taxpayers who had that problem); or 
if you have had no response or resolution to your problem by the date that 
was promised to you by the IRS.  
 
You can contact TAS. Our phone number is on the slide: 877-777-4778. If 
you go to IRS.gov or the IRS website and search for “Form 911,” you can 
complete that form. If you have a power of attorney, you can attach the 
2848 to that and ask that we load a case and provide assistance to you.  

 
There are, in this electronic age, ways to connect with TAS online. We 
have our own website, taxpayeradvocate.irs.gov. There are YouTube 
videos that are available, Facebook, Twitter, and of course the Annual 
Report to Congress that Jill mentioned at the outset of our presentation. 

 
Jill MacNabb: We also – and I will just say one last thing – we have a Tax Toolkit on our 

website that is very helpful. So, if you go there, there are a lot of 
resources. 

 
Susan Morgenstern: And, in fact, the Tax Toolkit has a new page on dealing with these third-

party payer situations, and it will take you through the steps so that you 
can better assist your client. 

 
[End of Audio] 
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Glossary 
 
Effective Tax Administration (ETA) Offer in Compromise – This is a viable collection 
alternative for victims of PSP fraud when there is no doubt the tax is owed and there is no doubt 
that the full amount owed can be collected from the taxpayer. There are two types of ETA OIC: 
Economic Hardship ETA and Non-Economic Hardship ETA. 
 
Offer in Compromise (OIC) – An Offer in Compromise allows the taxpayer to settle the tax 
debt for less than the full amount you owe. It may be a legitimate option if the taxpayer cannot 
pay the full tax liability, or doing so creates a financial hardship. IRS considers the taxpayer’s 
unique set of facts and circumstances: ability to pay; income; expenses; and asset equity. 
 
Payroll Service Provider (PSP) – Many employers outsource some or all payroll duties to third-
party payroll service providers (PSP). These providers help ensure compliance with the IRS 
filing and deposit requirements. In the event of default by a third party, the employer remains 
responsible for the deposit of the federal tax liabilities and timely filing of returns. 
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