Highlights from the Final Return Preparer Penalty Regulations
		
Hofstra Law School Professor Mitchell Gans, co-author with Jonathan Blattmachr of “must have” The Circular 230 Deskbook:  (800 260 4 PLI) reviewed in LISI Estate Planning Newsletter # 1035 joins with Elisabeth (Lisi) Madden to provide LISI members with the latest information on the rapidly developing area of tax return preparer penalties. 

Jonathan Blattmachr is a retired partner of Milbank, Tweed, Hadley & McCloy, LLP, and co-creator with Michael Graham of Wealth Transfer Planning Document Drafting Software   (http://www.ilsdocs.com/) which we reviewed in Estate Planning Newsletter # 657. 

Elisabeth (“Lisi”) O. Madden is an associate at Milbank, Tweed, Hadley & McCloy, LLP.

Here’s their take on the very latest development on preparer penalties under section 6694 of the Internal Revenue Code.


EXECUTIVE SUMMARY:

In the bailout legislation enacted in October 2008 (the “2008 Act”), Congress amended the tax-return-preparer-penalty provisions, which are contained in section 6694 of the Internal Revenue Code (“Code”). 

The 2008 Act makes two significant changes: 

First, it confirmed the validity of an important aspect of the proposed regulations, under which preparers may qualify for the "substantial-authority" standard rather than the more rigorous, "reasonable belief of a more-likely-than-not” standard contained in the pre-amendment version of the section. 

Second, it changed the treatment of tax shelters, imposing a higher standard on preparers in this context than the proposed regulations did.

The Internal Revenue Service (“IRS”) has issued IRS Notice 2009-5, 2009-3 IRB, to provide interim guidance about the revised section and the Treasury Department has just issued final regulations under Code section 6694 (see Treas. Reg. § 1.6694-1 et seq.).  In large part, the final regulations follow the proposed regulations which were issued before the 2008 Act but, perhaps somewhat surprisingly, which anticipated the amendments contained in the 2008 Act.  However, there are some important qualifications and modifications made in the final regulations of which practitioners should be aware.   



FACTS:

BACKGROUND

In May 2007, Congress amended Code section 6694 to make the standards for tax-return-preparer-penalty purposes more rigorous. 

Under the amendment, as a general rule, a preparer was subject to penalty unless he or she reasonably concluded in good faith that the position taken on the return was “more likely than not” to be sustained on the merits. 

If, however, disclosure was made on the return (generally, by attaching a completed IRS Form 8275), the preparer only needed to have a “reasonable” basis in order to avoid the penalty.

Commentators were critical of the amendment because of the potential for causing conflicts of interest between the preparer and the taxpayer. 

The IRS suspended the application of the 2007 amendments until 2008 and issued IRS Notice 2008-13 at the end of 2007 to provide interim guidance about the section.  In 2008, the IRS issued proposed regulations which effectively lowered the standards a tax return preparer had to meet to avoid penalties for preparing a return which understated the amount of tax due.  IRS Notice 2008-13 and the proposed regulations effectively lowed the standard that preparers had to meet to avoid the penalty without making the requisite disclosure from the reasonable belief that the erroneous position was more likely than not correct to substantial authority.  

The 2008 Act, in large measure, adopted the substantial authority position that the proposed regulations used.  


THE FINAL REGULATIONS: AN OVERVIEW

The final regulations (1) clarify how the one-preparer-per-firm concept set forth in the proposed regulations is to be applied, (2) confirm that Code section 6694 applies to appraisers, (3) attempt to clarify the concept of preparer diligence as applied to the more-likely-than-not standard and (4) clarify the operation of Code section 6694 penalties with respect to the reckless or intentional disregard of a regulation, revenue ruling or notice.  However, based on amendments to Code section 6694 made by the 2008 Act, the final regulations also modify the proposed regulations in a number of ways; specifically, they (1) modify the rule set forth in the proposed regulations regarding the issuance of pre-transaction advice, (2) make changes to certain disclosure rules established under the proposed regulations and (3) revise the ability of preparers to rely on information furnished to them by the taxpayer as set forth in the proposed regulations.

THE FINAL REGULATIONS: MORE DETAIL

Multiple Preparers

The final regulations retain the concept set forth in the proposed regulations that, within a firm, different preparers can be responsible under Code section 6694 for different positions taken on a return (as opposed to the rule under the prior regulations that only one person per firm is responsible for all positions taken on a return).  The final regulations, as did the proposed regulations, establish the general rule that the signing preparer is deemed to be primarily responsible for all positions on a return.  In some cases, however, the signing preparer will not be the individual in the firm who is primarily responsible for a particular position.  In such a case, the non-signing preparer within the firm who has overall supervisory responsibility for the position will bear responsibility for the Code section 6694 penalty with respect to that position unless it can be concluded that another non-signing preparer within the firm is primarily responsible for the position.

If someone outside of the “signing” firm provides the advice with respect to the position, both that person and the signing practitioner may be responsible for the position.  Surprisingly, the final regulations appear to contemplate the possibility that no preparer would be responsible for the penalty in connection with certain positions.  To illustrate, assume that A, the signer, and B, a non-signing preparer, are employed by different firms.  In this two-firm context, a non-signing preparer can only be responsible for the penalty if he or she knew or had to reason to know of the position and the position constitutes a substantial part of the return.  If, in this example, the position does not constitute a substantial part of the return, B could not be responsible for the penalty.  At the same time, A could avoid the penalty by showing reliance on B’s advice.  

Appraiser Penalties

The preamble to the final regulations clarify that an appraiser may be subject to penalties under Code section 6694 even though an appraiser may also be subject to penalties under Code section 6695A.  As a result, appraisers may want to consider including in their appraisals a warning about penalties (e.g., that disclosure under Code section 6694 may be required).  
	
The More-Likely-Than-Not Standard

The preamble to the final regulations states that there is no intention to create a two-tier system under which less sophisticated practitioners would find it easier than more sophisticated practitioners to escape the penalty.  But, at the same time, the level of the practitioner’s experience does remain a factor to be taken into account in determining whether the practitioner was sufficiently diligent.  The meaning of the preamble is not entirely clear; for while it disclaims any intent to create a two-tier system, that may well be its effect to the extent it retains level of experience as a relevant consideration.

Reckless Disregard of a Regulation, Ruling or Notice

Where a signing preparer takes a position that is contrary to a regulation, the Code section 6694 penalty can be avoided if disclosure is in fact made on the return (by attaching an IRS Form 8275-R) and there is a reasonable basis supporting the position.  In the case of a non-income-tax return, the penalty can be avoided even if the return does not contain the disclosure as long as the preparer gives the necessary penalty-related information to the taxpayer (provided, again, that there is a reasonable basis for the position).

Where a preparer takes a position that is contrary to a revenue ruling or Notice, the preparer, in addition to the methods applicable in the case of a challenge to a regulation, may also defeat the Code section 6694(b) penalty if there is substantial authority for the position, even if disclosure is not made, as long as the transaction is not a reportable transaction subject to taxpayer penalty under Code section 6662A.

Pre-Transaction Advice

Under the final regulations, pre-transaction advice will be taken into account – thus potentially exposing the attorney in this example to the penalty – if (1) the position causing the understatement is primarily attributable to the pre-transaction advice, (2) the advice was substantially given prior to the transaction primarily to avoid the Code section 6694 penalty and (3) there was some post-transaction confirmation of the advice for the purpose of preparing the return.  Given this change in the final regulations, it will be important for practitioners who intend to rely on the pre-transaction-advice rule in order to eliminate their exposure to Code section 6694 to avoid giving any post-transaction advice. 

Disclosure Requirements

In accordance with the 2008 Act, under the final regulations, there is generally no need for disclosure of penalty-related information to the taxpayer where substantial authority is present.  The final regulations do not explain how a preparer is to determine whether substantial authority is present; interim guidance has been provided on this issue under Notice 2009-5.  

Following the pattern of the proposed regulations, the final regulations provide that where substantial authority is, however, not present, the preparer may still be able to avoid the Code section 6694 penalty in certain circumstances by instead satisfying the lower reasonable-basis standard.  The final regulations provide that a preparer who signs a return need only satisfy the reasonable-basis standard if a tax shelter is not involved and if disclosure is made in accordance with one of the following three methods:

1)	the return is filed along with disclosure in accordance with regulations under Code section 6662;
2)	the preparer includes the necessary disclosure but the taxpayer removes the disclosure before filing it; or
3)	for returns or claims for refund that are not subject to the substantial-understatement-of-income-tax penalty under Code section 6662(d), the preparer explains to the taxpayer the penalty standards applicable to the taxpayer under Code section 6662 (and the preparer contemporaneously documents that the explanation was given). 
	
Echoing the taxpayer-penalty rules in Code section 6662, which in general do not give taxpayers making disclosure any penalty-related advantage in the case of a non-income-tax return, the final (as well as the proposed) regulations allow preparers to qualify for the lower standard in this context without regard to whether the taxpayer makes disclosure on the return.  It appears relatively easy for the preparer to qualify for the reasonable-basis standard in the case of income tax returns as well.  In this context, the preparer need only attach the necessary disclosure to the return.  Even if the taxpayer chooses to remove the disclosure before filing the return – based, perhaps, on the preparer’s advice that the taxpayer has the right to remove it – the preparer should still qualify for the reasonable-basis standard.

Taxpayer-provided Information

In the final regulations, the prohibition against relying on the taxpayer's legal conclusions is removed. The preamble, however, reiterates that preparers must continue to meet certain due diligence standards before accepting as truthful or valid information supplied by the taxpayer.  The final regulations also clarify that a preparer may be able to defeat the penalty through a reliance defense even where the preparer relies on an advisor in the same firm.


	 
COMMENT:

The final regulations continue to diminish the conflict between preparers and taxpayers and provide important guidance except with respect to tax shelters which will be addressed later by Treasury or IRS announcements.  The Treasury has announced that it will now turn to the preparer penalty rules that are contained in Circular 230 which, historically, have largely mirrored the provisions of Code section 6694.


HOPE THIS HELPS YOU HELP OTHERS MAKE A POSITIVE DIFFERENCE!

Mitchell Gans                     Jonathan Blattmachr 
Lisi Madden 
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