The Resurgence of Whistleblowers in IRS Bond Enforcement

By: W. Mark Scott

l. THERE AND BACK AGAIN

The IRS Office of Tax Exempt Bonds received a
significant number of whistleblower tips during
my tenure as director (from its inception in
2000 to November of 2005); enough so that |
established a formal review process and review
committee to screen tips to determine whether
an examination was merited." Generally these
tips were received by phone or mail, and were
directed to the office or to a particular person
working in my former office.
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Tips came in from a variety of sources. Several
were from attorneys who simply wanted to
show that other law firms were providing
similar opinions! The examinations opened
through these tips resulted in a high percentage
of adverse audit results.’

During this period of time, the only way for a
tipster to seek an award was either by filing a
formal claim through the longstanding IRS
whistleblower award statute or by bringing an
action pursuant to the False Claims Act.> Both
of these routes had severe disadvantages.
Under the old whistleblower statute, the IRS
held sole and complete discretion as to whether
to award a payment to an informant.* And the
False Claims Act excluded federal tax claims.’
As a result, tips were most often received
informally, generally through phone
conversations with the whistleblower.

Sometime after my departure, the number of
informal tips received from whistleblowers fell
off precipitously.®

1. THE NEW LAW

In 2006, Congress greatly expanded the existing
IRS whistleblower statute to make it easier for
tipsters to receive an award directly from the
IRS and to increase the potential amount of the
award.” Under the newly enacted statute, if
certain requirements are met, the IRS is
required to pay an award.® The law also
requires the IRS to create a separate



whistleblower office to administer the award
program.’ Since the enactment of this new law
and the creation of the Whistleblower Office,
the IRS has received over 1,300 whistleblower
submissions.’® Of these, the IRS Office of Tax
Exempt Bonds had received 32 separate tips by
May of 2011."

M. THE WHISTLEBLOWER, CLAIM PROCESS,
AND AWARD

a. Who Can Be Paid an Award?

Only certain persons are authorized to receive
an award under the new whistleblower
statute.”® Persons not eligible to receive an
award include IRS employees when they learn
of the tax noncompliance in the course of their
work activities, persons who have access to
federal tax information as part of their official
duties with a state or local government, persons
who have access to federal tax information as
part of their official capacity as a member of a
state body or commission, and persons who are
not natural persons (i.e., corporations or
partnerships).”

The whistleblower may be someone who
participated in the tax scheme. This may not
prevent the whistleblower from receiving an
award; however, this will generally be a
negative factor in determining the amount of
the award.™

Whistleblowers may be represented by counsel,
but claims cannot be anonymous and must
identify the whistleblower.” Nevertheless it is
not unusual for a whistleblower to engage
counsel to ensure the claim is properly
prepared and submitted, to provide assistance
to the IRS during the examination process, to
negotiate the highest possible award and, if

necessary, to seek review of the award amount
in the U.S. Tax Court.'

b. How s a Claim Filed?

To submit a formal claim for award, an
informant files an IRS Form 211, Application for
Award for Original Information.” The
completed application is submitted directly to
the Whistleblower Office and not to the IRS
Office of Tax Exempt Bonds.”® The tipster will
attach documentary support with the form.
The tipster, or his counsel, may also prepare an
analysis of the data in an attempt to accelerate
the IRS examination.

In the claim, the informant is required to reveal
how the information came to his attention,
when he acquired the information, and a
description of his relationship with the
taxpayer.”

c. How is a Claim Worked by the IRS?

The Whistleblower Office will review the claim
to ensure it is complete, for a determination of
threshold
requirements, and for a possible referral to the

whether it meets certain

Criminal Investigation division.”® The threshold
analysis will determine whether the claim
meets the dollar limits of the new law
(discussed below) and whether the claim was
filed by a person entitled to an award.”

If the claim is complete, meets this threshold
analysis, and is not forwarded to the IRS
criminal investigators, the Whistleblower Office
will contact the subject matter expert in the IRS
operating division.”

These subject matter experts review the
submitted information to determine if it may be
tainted, meaning it may be subject to attorney-
client privilege or any other legal protections



that would preclude the IRS from using it in an
examination.”® If it is determined that the
information may be tainted, the Office of Chief
Counsel reviews the claim and determines
which documents should and should not be
forwarded to the examination division.**

The subject matter expert may also debrief the
tipster.> Based on the written claim and
debriefing, the subject matter expert makes a
recommendation as to whether the lead should
be followed up by an examination.”® During the
examination, the IRS may request further
information  from  the  whistleblower.”
Generally this relationship will involve seeking
additional information only, but a formal
agreement may be entered into between the
government and the whistleblower if a closer
working relationship is necessary.? The
tipster’s identity will rarely be disclosed to the
taxpayer.”

d. How does the IRS Determine the Award
Amount?

To be eligible for a payment under the new law,
the tax, penalties, interest, additions to tax, and
additional amounts in dispute must exceed
$2,000,000.®° If the allegedly noncompliant
individual is a person, the individual’s gross
income must exceed $200,000 for any of the
taxable years at issue in the claim.** If the claim
does not meet this threshold analysis, it is
worked as a claim submitted under prior law,
where the determination of an award is entirely
within the discretion of the IRS.

How the “amount in dispute” determination
applies to claims submitted for tax-exempt
bond violations has not been publicly
announced. The use of tax exposure computed
for closing agreement purposes would generally
ease the burden of meeting the $2,000,000

threshold. But it is unclear whether the same
tax exposure computation used to determine
settlement amounts in bond examinations and
voluntary closing agreements should be the
basis for the determination of the amount in
dispute.® Or, assuming something akin to tax
exposure is used, whether the computation
should be adjusted to, for instance, eliminate
the application of future value principles to past
due amounts or the present value principles to
those tax amounts due in future years. Other
adjustments might also be considered. Should
the determination of tax exposure, which is
simply a guess as to the amount of potential
forgone taxes owed by bondholders, be
reduced to take into account that some portion
of this estimated amount may be attributed to
individual bondholders that do not meet the
$200,000 threshold? What if the amount in
dispute relates to overdue rebate? Should the
amount in dispute be reduced to take into
account an agreement by the issuer to retire
the bonds early? These are some of the many
unanswered questions.

Once the threshold amounts are met, the new
law kicks in. If the IRS follows up on the tip and
conducts an examination that results in a
closing agreement with the issuer, the amount
of the award depends, foremost, on whether
the information received is based principally on
“specific allegations” contained in public
documents, such as judicial or administrative
proceedings, government reports, or media
accounts. If so, the award is capped at 10% of
the collected proceeds and may be any amount
under 10% (including zero).**

Presumably, although it is not entirely clear, the
term “specific allegations” refers specifically to
allegations of tax violations and not to general
allegations. For instance, in the context of tax-



exempt debt, if a media report includes a
discussion of how bond proceeds have not been
spent as planned, but invested at a higher yield,
but the story does not raise any potential tax
law violations as a result of these actions, is the
claim award limited to the 10% cap?

If the 10% cap does not apply, then the award
must be at least 15%, but no more than 30%, of
the collected amount.**

The IRS Whistleblower Office will apply a
number of factors to determine how much to
award within the ranges noted above (zero to
10%, or 15% to 30%). Positive factors include
prompt action by the informant, identifying an
issue that was unknown to the IRS, identifying
taxpayer behavior that would be difficult to
detect, producing details in a clear and
organized manner, and a positive impact
between the claim and the behavior of the
taxpayer.* Negative factors include delayed
reporting by the tipster and the tipster being
actively involved in the noncompliance.®® In
fact, the statute permits the Whistleblower
Office to reward less than the 15% minimum
amount when an informant was actively
involved in the noncompliance.?’ The
Whistleblower Office has determined that
awards paid to “significant planners and
initiators” will be reduced by at least 66%,
awards paid to “moderate planners and
initiators” will be reduced between 33% and
66%, and awards paid to “minimal planners and
initiators” will be reduced between 0% to
33%.%®

To date, not a single claim submitted to the IRS
Office of Tax Exempt Bonds has resulted in the
payment of an award.*

Finally, section 7623(b)(4) of the Internal
Revenue Code provides the Tax Court

jurisdiction to hear appeals of award
determinations, including the amount or denial
of an award, under the expanded program.*’

Generally informants will wait many vyears
before receiving an award.*" In addition to the
time involved in performing the initial review in
the Whistleblower Office and conducting the
tax examination, the taxpayer may seek an
administrative review in the IRS Office of
Appeals or proceed to U.S. Tax Court. In
addition, the taxpayer may seek a refund of any
amounts paid and, potentially, sue for such a
refund in District Court or the Court of Federal
Claims.*>  For these reasons, the IRS has
determined that it cannot issue an award until
the statute of limitations for filing a claim for
refund has expired.*

In this context, therefore, informants who refer
bond violations may be at an advantage to
other whistleblowers because adverse bond
examinations are almost always closed by
closing agreement. By their nature, closing
agreements are final and cannot be appealed.*
Accordingly, payment of the award should be
made shortly after the date the closing
agreement is executed.

Finally, the Whistleblower Office has
determined that all awards will be subject to
withholding.*

V. A WHISTLEBLOWER BASED EXAMINATION

a. How do | know if a Bond Examination
Resulted from a Tip?

The IRS will preserve the identity of a tipster,
and will presumably not indicate that the
source of the examination is a tip received
through the filing of a formal claim with the
Whistleblower Office.”* The IRS, however, may



provide vital clues that would indicate that the
examination was the result of a whistleblower
tip. IRS personnel have indicated, for instance,
that the examination opening letter for a tax-
exempt bond examination resulting from a tip
will indicate that the specific bonds are not
being audited as part of the general
examination selection or as part of a specific
audit program.”’ Instead, the letter will indicate
that the bonds were selected for examination
because of the receipt of specific information
about the particular bond issue.”® In addition, it
should be apparent to controversy counsel
based simply on the types of questions being
asked by the agent that the examination was a
result of specific information received by the
IRS.

IRS examiners should build their cases
independent of the whistleblower’s assertions
and corroborate all of the information provided
by the whistleblower. Therefore issuers should
be granted a fair and defensible examination
process. It is the responsibility of controversy
counsel to ensure this actually happens.

b. A Possible Early Response

If an issuer or borrower knows that a
whistleblower tip has been or will be made, and
that the tip has validity, the issuer or borrower
could quickly proceed to the IRS on a voluntary
basis if an examination has not been opened.”
Per the IRS, the settlement terms should be
more favorable to the issuer than a settlement
if the same violation had been discovered
during an examination.”

V. CONCLUSION

After several years of receiving very few tips,
the IRS Office of Tax Exempt Bonds has recently
received 32 tips relating to outstanding tax-
exempt bonds. With the recent announcement
of more layoffs in the banking industry, | expect
to see a continued resurgence of examinations
initiated from whistleblower tips.
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tips received by the Office of Tax Exempt Bonds.

2 The Treasury Inspector General for Tax
Administration issued a report in 2005, which
includes a number of obvious errors, but does
accurately show 36 separate whistleblower tips
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