Preparer Penalties: Toughened
Standard, Increased Penalties Impact
Financial Service Professionals

by Bruce Givner, JD

Abstract: The newly revised tax return preparer penal-
ties have raised the standard for preparers to “more
likely than not,” meaning a 51% or more belief that
each item on the return is correct. The penalty for
failure to meet that standard is (1) the greater of
$1,000 or 50% of the fees earned for preparing the
return, and (2) automatic referral to the IRS’s Office of
Professional Responsibility (and a likely suspension of
the preparer’s license to practice). These tough new
standards and harsh new penalties will seldom
directly impact a financial service professional
because most financial service professionals do not
prepare tax returns. However, understanding this new
environment offers financial service professionals an
opportunity to strengthen their relationships with

other members of the estate planning team.
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Introduction

he Small Business and Work Opportunity Act
T 0f 2007' dramatically changed the rules under
which tax return preparers must operate. CPAs
and lawyers are still attending educational seminars,
struggling to learn how to cope with the new rules in
practice.” Even though most financial service profession-
als seldom act as return preparers,’ they must become
familiar with the new standards so they can understand
the hazards facing their professional colleagues. There
will even be situations in which the financial service
professional’s actions will influence the preparer’s deci-
sions and, possibly, the penalty’s application.

Overview

When the modern Internal Revenue Code (Code)
was adopted in 1954, the Internal Revenue Service (IRS)
had no civil sanctions available to use against a misbehav-
ing tax return preparer. The IRS’s only remedy was to try
to put a preparer in jail.* In 1976,> Congress added Inter-
nal Revenue Code Sec. 6694° to give the IRS a weapon
that was easier (than criminal sanctions) to wield. This
new section—the original so-called “preparer penalty”—
allowed the IRS to fine an “income tax return preparer”
$100 if there was (1) an “understatement of liability”” on
the return and (2) “negligent or intentional disregard of
rules and regulations.”

Thirteen years later, in 1989, the preparer penalty
was changed after extensive study.® First, the dollar
amount was increased to $250. Second, the standard to
be met by the preparer was that the position on the
return had to have a “realistic possibility of being sus-
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tained on its merits.” This was a higher standard than
the old “negligent...disregard of rules and regulations.”
Third, the preparer had two ways to avoid the penalty:
(1) if the position taken on the return had a one in three
chance of prevailing on the merits," or (2) if the position
taken on the return was disclosed to the IRS and the sup-
port for the position was not frivolous."

Need for Change?

Another 18 years passed (from 1989 to 2007). One
shortcoming in Sec. 6694 became apparent to the IRS:
The $250 monetary penalty was an inadequate deterrent.
The new law, however, addressed two other concerns.
First, the penalty had to apply to preparers of all types of
tax returns, not just income tax returns. For example,
preparers of estate and gift tax returns, IRS forms 706
and 709, were not covered. Second, the standard to
avoid the penalty was too low, allowing too many aggres-
sive positions to appear on tax returns.

2007 Changes in the Law

The 2007 Act made four changes. First, the mone-
tary penalty was increased to the greater of $1,000 or
50% of the income earned from preparing the return."
Second, the penalty now applies to preparers of all types
of returns, e.g., preparers of estate and gift tax returns,
not just income tax returns.” Third, and most signifi-
cantly, the preparer must have a “reasonable belief that
the position [taken on the return] would more likely
than not be sustained on its merits....”" This new stan-
dard is referred to in the literature by its acronym, as the
“MLIN?” standard. Fourth, for positions disclosed on the
return, the preparer must now have a reasonable basis for
the tax treatment to avoid the penalty (the old standard
was that the treatment had to be “nonfrivolous”).

Tax Community Was Blindsided

Technically, the new law was Sec. 8246 of the U.S.
Troop Readiness, Veteran’s Care, Katrina Recovery, and
Iraq Accountability Appropriations Act of 2007 (the
Act).” Given that title, it is not surprising that most of
the tax community was unaware of the existence of
pending legislation to increase the penalty and toughen
the standard. New Sec. 6694 was not the subject of a

hearing. Thus, it was not studied by Congtress. Even the
IRS Chief Counsel commented about the sudden and
unexpected change to Sec. 6694, noting that the IRS had
been “blindsided.”*

What Is “More Likely Than Not”?

A preparer is considered to have a reasonable belief
that the tax treatment is MLTN if he or she analyzes the
relevant facts and authorities and, based on that analysis,
concludes in good faith that there is a 51% or more
chance that the treatment will be upheld. The principal
authorities to be reviewed"” are the actions taken by Con-
gress (the Internal Revenue Code, legislative history, and
treaties with other countries), IRS (regulations, Revenue
Rulings and Revenue Procedures),'® and federal courts.

Conflict with Taxpayer’'s Standard

There is a penalty—usually referred to as the “accu-
racy-related penalty”—which may be imposed on a tax-
payer for certain underpayments of tax."” The types of
underpayments targeted by this penalty are those caused by:
1. Negligence or disregard of rules or regulations
2. Any substantial understatement of income tax
3. Any substantial valuation misstatement for income

tax purposes, .g., an overstatement of the value of a

charitable contribution

Any substantial overstatement of pension liabilities
5. Any substantial estate or gift tax valuation under-

statement™

The second of those five types of underpayments—
an understatement of income tax—can be reduced” if
there is substantial authority for the treatment, or “rele-
vant facts affecting the item’s tax treatment are ade-
quately disclosed in the return or in a statement attached
to the return” and there is a “reasonable basis” for the tax
treatment. The taxpayer can avoid the penalty if there
was a reasonable cause for the underpayment and the tax-
payer acted in good faith.”

The standards mentioned in the preceding para-
graph for the taxpayer—reasonable basis, reasonable
cause, and substantial authority—are lower than the new
MLTN standard for preparers. That means there are sit-
uations in which the preparer will be penalized but the
taxpayer will not. For example, assume the treatment of
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an item is backed by substantial authority, but the
authority does not rise to the level of MLTN. The tax-
payer would not have to disclose the position to avoid
imposition of the accuracy-related penalty. However, the
preparer would be subjected to the new Sec. 6694
penalty in the absence of disclosure.

The IRS has helpfully issued interim guidance to
address this conflict.” As long as the tax treatment has
substantial authority (which is less than the preparer’s
required MI'TN standard), the preparer can avoid penalty
by providing the taxpayer with the return including the
required disclosure. Then, even if the taxpayer removes
the disclosure form before filing the return, the preparer
is protected.” Even easier, the preparer can avoid the
penalty merely by explaining to the taxpayer the differ-
ence between the penalty standards applicable to taxpay-
ers and preparers and documenting that the advice was
provided.” However, the IRS’s help is temporary.* There
have been calls for legislation to eliminate the conflict
between the taxpayer and preparer standards.” Happily,
a bill has been introduced to reduce the preparer standard
to the taxpayer “substantial authority” standard.?®

What Is Disclosure?

For some income tax issues, e.g., medical and den-
tal expenses, disclosure may be made directly on the
related income tax return.? In other situations, disclosure
must be made on Form 8275 or, when the position is
contrary to an IRS regulation, Form 8275-R.*

Who Is a Preparer?

A preparer is someone who for compensation pre-
pares all or a substantial portion of a return.”’ However,
the definition includes people who do not sign returns.”
For example, an attorney advising on a client’s treatment
of a single item on a return may be a nonsigning pre-
parer.” The fact that someone can be subject to the pre-
parer penalties without actually signing a return becomes
more important once we understand the four categories
of documents covered by the IRS’s interim guidance.*

The first category—the returns listed on Exhibit 1 of
IRS Notice 2008-13—include the common returns, e.g.,
the Form 1040 series for individuals, Form 1041 for
trusts, the Form 1120 series for most corporations, Forms

706 (federal estate tax returns) and 709 (federal gift tax

return), and many employment tax returns, including

Forms 940 and 941. There are some odd omissions, like

Form 1120-L for life insurance companies.*

The second category—the forms listed on Exhibit 2
of IRS Notice 2008-13—do not report a tax liability;
they affect an entry or entries on a tax return. If the
impact is a substantial portion of the tax return or claim
for refund, then the preparer of that form is also a tax
return preparer subject to Sec. 6694.*° These forms
include all partnership (Form 1065) and employee ben-
efit plan returns (Form 5500). Form 1120S—the return
for an “S” corporation—is listed, without an explanation,
on both Exhibit 1 and Exhibit 2. Perhaps the IRS wanted
to make certain that preparers of S corporation returns
were aware of the new rules.”

The third category covers documents—such as
depreciation schedules or cost, expense, or income allo-
cation studies—that do not report a tax liability but
which will affect an entry or entries on a tax return that
does report a tax liability.*® If that impact is substantial,
then the preparer is subject to Sec. 6694. This provision
has potentially broad application. Consider:

1. The construction engineer providing a cost segrega-
tion study based upon which a taxpayer will use
component depreciation for a building

2. The appraiser whose opinion forms the basis for a
large charitable deduction

3. The actuary whose opinion provides the basis for a
large pension contribution deduction

4. The lawyer whose agreement forms the basis for the
allocation of a purchase price to goodwill
The fourth and final category—the documents listed

on Exhibit 3 of Notice 2008-13—will not subject a pre-

parer to a Sec. 6694 penalty unless the information on the
document is a substantial portion of the return or refund
claim and is prepared willfully to understate the liability or
with a reckless or intentional disregard of rules or regula-

tions.” These documents include all forms in the 1099

and W-2 series: Form 1040-ES (estimated tax for individ-

uals), Form SS-8 (determination of worker status), and

Forms 990 and 990-EZ (tax-exempt organization returns).
Example: An insurance professional provides the

client’s CPA with the “insurer’s lower published pre-
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mium rates that are available to all standard risks for
initial issue one-year term insurance” to determine the
value of current life insurance protection provided by a
tax-qualified employee retirement plan.®

Does the insurance professional realize that he or she
may be a tax return preparer? Is the insurance profes-
sional protected from preparer status because he or she is
not providing that advice for compensation? The argu-
ment would be that the compensation was earned when
the policy was sold; there is no separate compensation for
providing the economic benefit information each year.

Is the insurance professional protected from pre-
parer status because he or she believes that the figures
provided are more likely than not correct? That should
apply; after all, the figures are “objective”—they do not
represent the insurance professional’s opinion.

Or is the insurance professional protected simply
because in most situations the impact on the taxpayer’s
return is not likely to be “substantial”? In this situation,
the information provided by the insurance professional
is for Form 1099-R. The 1099 series is in the fourth cat-
egory of documents—those which do not cause liability
unless the information constitutes a substantial portion
of the return and are prepared willfully to understate
the liability or in reckless or intentional disregard of
rules or regulations. Therefore, the insurance profes-
sional’s chance of liability is extremely remote.

Will common sense prevail in interpreting these types of
situations? Or is “sense” uncommon when discussing tax law?

Will the New Law Achieve Its Goal?

The new standards are designed to reduce the num-
ber of positions taken on returns that do not have a
greater than 50% chance of winning. However, there
are many situations where the authorities are insuffi-
cient and the professionals cannot reach that level of
comfort, or the proper treatment of an item depends
upon an analysis of facts for which no clear majority
position can be reached. An example of a factual analy-
sis with which a preparer might find it difficult to achieve
an MLTN comfort level is the classification of a service
provided as an employee or an independent contractor.

Some people are concerned that the filing of an IRS
Form 8275 will trigger an audit. However, suppose each

of the 350,000 members of the American Institute of
Certified Public Accountants® has 100 line items on
various clients” returns for which the CPA cannot reach
an MLTN level of comfort. Suppose each client author-
izes the CPA to attach a form 8275 to the return for each
such line item. (Bear in mind that any one return may
have multiple 8275s attached to it.) That means the IRS
will receive 35 million (350,000 x 100 ) forms to review.
Imagine this avalanche of forms at a time when the IRS
is struggling to maintain its level of auditing of taxpay-
ers’ returns. This brings to mind the last scene in the
Indiana Jones film Raiders of the Lost Ark, in which the
Ark of the Covenant is wheeled into an immense U.S.
Government warchouse, never to be heard from again.

How Might a Financial Service
Professional Become Involved?

There are situations in which the financial service
professional may encounter the preparer penalty. The
following problems are based on actual experiences that
have arisen since the May 2007 change in the preparer
penalties and illustrate the analysis required.

IRA Problem

Example: Taxpayer has a life insurance policy owned
by an irrevocable life insurance trust (ILIT). Taxpayer’s
liquid assets are managed by Broker. Broker maintains
three different accounts for Taxpayer: the family trust,
the family limited partnership (FLP), and Taxpayer’s
$500,000 individual retirement account (IRA). Note
that there is no account for the ILIT, as Taxpayer has typ-
ically written the checks directly to the carrier for the pre-
miums from Taxpayer’s checking account into which he
deposits his compensation.*

In December 2007, due to Taxpayer’s retirement, the
premium must be paid from the liquid assets managed by
Broker. Broker asks Taxpayer for instructions on which
account to use to make the premium payment. Taxpayer
is uncertain and tells Broker to ask Insurance Agent. Insur-
ance Agent tells Broker to make the payment from the
IRA. Since IRAs cannot be used to pay insurance premi-
ums,” the IRA is disqualified, and Taxpayer should report
all $500,000 of the IRA as taxable income in 2007.

Broker has an obligation to issue a 1099-R.*
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Assume Broker fails to do so due to ignorance of the rule
(that the IRA’s payment of an insurance premium dis-
qualifies the IRA). Broker should not have a problem
under the new preparer rules because a 1099 is in the
fourth category of forms, i.e. those that do not subject
a preparer to a Sec. 6694 penalty unless the information
on the document is (1) a substantial portion of the
return, which it likely would be in this situation, and (2)
prepared willfully to understate the liability or with a
reckless or intentional disregard of rules or regulations,
which is not the case in this situation. Were this a
penalty situation, it would then be important to deter-
mine if Insurance Agent is a nonsigning preparer for
having given advice on an item that has a significant
impact on Taxpayer’s return.®

Transfer-for-Value Problem.

Taxpayer owns a $2 million life insurance policy on
his own life with a $100,000 surrender value, and he has
an FLP in which one of the partners is an irrevocable trust
for the benefit of his children (children’s trust). As a result
of the children’s trust’s ownership of limited partnership
interests, it has built up a large amount of liquid assets—
enough to buy the life insurance policy. Taxpayer does not
want to give the policy to the children’s trust because he
has already used up his lifetime transfer tax exclusion.

Insurance Agent arranges for the children’s trust to
buy the policy from Taxpayer for its appraised fair market
value. That same year Taxpayer dies, and the $2 million
is paid to the children’s trust. The trustee of the chil-
dren’s trust files a tax return—IRS Form 1041—showing
the income from the FLP. The IRS audits and asserts
that there was a transfer for value,” a result of which the
$2 million (minus what the children’s trust paid for the
policy) was taxable income to the children’s trust.

The Insurance Agent had assumed, mistakenly, that
the children’s trust was a grantor trust, which would have
qualified for an exemption from the transfer-for-value
rules.”” Is Insurance Agent a nonsigning preparer because
he gave advice regarding an item that would have had a
substantial impact on the trust’s tax return? The answer
should be “no,” because Insurance Agent did not provide
that advice for compensation (Insurance Agent was com-
pensated when the policy was originally sold.)*

Defined-Benefit Plan

Taxpayer’s corporation sponsors a defined-benefit pen-
sion plan. Insurance Agent helps the defined-benefit pension
plan acquire an insurance policy on Taxpayers life for which
Insurance Agent earns a $100,000 commission. Insurance
Agent supplies the information about the policy to the
actuary. During the course of the underwriting process, the
policy changes and Insurance Agent does not provide the
updated information to the actuary. As a result, the defined-
benefit plan violates the incidental death benefit rule” and
is disqualified. This requires Taxpayer to include in income
the increase in his vested accrued benefit.”

Is Insurance Agent a nonsigning preparer of Tax-
payer’s return (IRS Form 1040)? Is Insurance Agent a
nonsigning preparer of the Form 1041, the trust tax return
that should now be filed by the taxable pension trust? Is
Insurance Agent a nonsigning preparer of the retirement
plan’s Form 55002 Again, the answer should be “no,”
because Insurance Agent is not providing advice about the
return for compensation. However, because Insurance
Agent is being compensated contemporaneously for the
sale of the insurance policy, the answer is uncertain.

Imagine the horrible result if Insurance Agent is
held to be a nonsigning preparer subject to the penalty,
because it is the greater of (a) $1,000 or (b) 50% of the
compensation earned in connection with the return. In
this case 50% of the compensation would be $50,000.
The penalty is nondeductible. So Insurance Agent earned
2 $100,000 commission, paid $45,000 in state and fed-
eral income tax and then paid a $50,000 nondeductible
penalty, leaving a net of $5,000.

Conclusion

The newly revised preparer penalties of IRC Sec. 6694
were not anticipated by the IRS and have created great stress
for CPAs and tax lawyers. The need to have a “more likely
than not” level of comfort for each line item on tax returns is
in conflict with the standard applicable to taxpayers. The
IRS has issued interim guidance to allow time to figure out
how to live with the new law. In the meantime, financial serv-
ice professionals should be cognizant of this new mandate and
be prepared to help the other members of the planning team
with timely, accurate information. Happily, financial service
professionals will seldom be subject to the new rules. ll
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(49) Rev. Rul. 74-307. In this particular case (an actual fact situation), the
death benefit exceeded 100 times the taxpayer’s monthly compensation.
(50) Treas. Reg. §1.402(b)-1(b)(1): “In General. If rights of an employee
under a trust become substantially vested during a taxable year of the
employee (ending after August 1, 1969), and a taxable year of the trust
for which it is not exempt under §501(a) ends with or within such year,
the value of the employee’s interest in the trust on the date of such
change shall be included in his gross income for such taxable year, to the
extent provided in paragraph (b)(3) of this section. When an employee’s
trust that was exempt under §501(a) ceases to be so exempt, an employee
shall include in his gross income only amounts contributed to the trust
during a taxable year of the employer that ends within or with a taxable
year of the trust in which it is not so exempt (to the same extent as if the
trust had not been so exempt in all prior taxable years).”
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