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ABSTRACT: With recently enacted penalties raising the stakes for improper claims of earned income tax and other
credits, National Taxpayer Advocate Nina Olson is pushing for regulations and revised IRS procedures regarding the
IRS's use of bans on subsequent refundable credit claims given what she considers the agency's poor track record in the
area.

SUMMARY: Published by Tax Analysts(R)

With recently enacted penalties raising the stakes for improper claims of earned income tax and other credits, National
Taxpayer Advocate Nina Olson is pushing for regulations and revised IRS procedures regarding the IRS's use of bans
on subsequent refundable credit claims given what she considers the agency's poor track record in the area.

Following the release of her annual report to Congress January 6, Olson told Tax Analysts she's concerned about the
extension of the two- and 10-year bans on subsequent claims of the earned income tax credit to the American
opportunity and child tax credits, and about allowing the IRS to use math error authority to deny taxpayers credit claims
during their banned period. Both provisions were passed under the Consolidated Appropriations Act, 2016 (P.L.
114-113), an omnibus spending and tax extenders package signed into law December 18.

"On its face, the concept of using math error authority to disallow the EITC in the two years following the imposition of
the ban makes a lot of sense, because it should be a simple yes/no determination: If the ban was imposed, then
automatically disallow the EITC," Olson said January 13. "In practice, though, this automatic disallowance in future
years only works if the IRS is getting it right in year 1, when it initially applies the ban. Our research has shown the IRS
isn't getting it right. And it hasn't moved to fix the problem by issuing notice-and-comment guidance."

In a sample of cases the Taxpayer Advocate Service (TAS) studied for its 2013 report, it found the IRS failed to
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properly document its reason for imposing the two-year ban in 90 percent of cases, also demonstrating high failure rates
for meeting other ban requirements.

The most recent TAS report questioned the IRS's application of math error authority based on the use of federal
databases such as the Federal Case Registry -- which contains "unreliable data" -- in searching for inconsistencies
regarding taxpayers' dependent claims for EITC purposes. The IRS fails to investigate many inconsistencies using
resources at its disposal before resorting to contact with the taxpayer, and often denies benefits for which the taxpayer is
eligible, the report says.

"The math error makes [everything] easier for the IRS," Olson told Tax Analysts. "And when it's easier, they do more of
it. And so we'll really be pushing to get regulations out" under section 32(k), which governs the two- and 10-year bans.
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With recently enacted penalties raising the stakes for improper claims of earned income tax and other credits, National
Taxpayer Advocate Nina Olson is pushing for regulations and revised IRS procedures regarding the IRS's use of bans
on subsequent refundable credit claims given what she considers the agency's poor track record in the area.

Following the release of her annual report to Congress (Doc 2016-120) January 6, Olson told Tax Analysts she's
concerned about the extension of the two- and 10-year bans on subsequent claims of the earned income tax credit to the
American opportunity and child tax credits, and about allowing the IRS to use math error authority to deny taxpayers
credit claims during their banned period. Both provisions were passed under the Consolidated Appropriations Act, 2016
(P.L. 114-113 (Doc 2015-28019)), an omnibus spending and tax extenders package signed into law December 18. (Prior
coverage (Doc 2016-124), (Doc 2015-28260).)

"On its face, the concept of using math error authority to disallow the EITC in the two years following the imposition of
the ban makes a lot of sense, because it should be a simple yes/no determination: If the ban was imposed, then
automatically disallow the EITC," Olson said January 13. "In practice, though, this automatic disallowance in future
years only works if the IRS is getting it right in year 1, when it initially applies the ban. Our research has shown the IRS
isn't getting it right. And it hasn't moved to fix the problem by issuing notice-and-comment guidance."

In a sample of cases the Taxpayer Advocate Service (TAS) studied for its 2013 report (Doc 2014-518), it found the IRS
failed to properly document its reason for imposing the two-year ban in 90 percent of cases, also demonstrating high
failure rates for meeting other ban requirements.
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The most recent TAS report questioned the IRS's application of math error authority based on the use of federal
databases such as the Federal Case Registry -- which contains "unreliable data" -- in searching for inconsistencies
regarding taxpayers' dependent claims for EITC purposes. The IRS fails to investigate many inconsistencies using
resources at its disposal before resorting to contact with the taxpayer, and often denies benefits for which the taxpayer is
eligible, the report says.

"The math error makes [everything] easier for the IRS," Olson told Tax Analysts. "And when it's easier, they do more of
it. And so we'll really be pushing to get regulations out" under section 32(k), which governs the two- and 10-year bans.

The TAS would closely monitor and advocate inside the IRS about the regulations, and likely include "most serious
problems" in future reports to ensure correct implementation of the regulations, Olson said.

Three of the 2015 report's most serious problems involve administration of the EITC. In essence, Olson's report says the
IRS needs to improve its outreach to taxpayers claiming it, audit different returns claiming it, and improve and publicize
its strategy regarding return preparers who submit returns claiming the credit.

Olson's numerous proposals in the report are meant both to address those issues and to lower the EITC's improper
payment rate. The IRS estimates the EITC improper payment rate at 27 percent, accounting for an estimated $ 17.7
billion in improper payments, according to the TAS report. The improper payment rate has increased from 25 percent in
2004 but has since remained essentially stagnant, the report says. And while EITC overclaims represent just 7 percent of
gross individual income tax noncompliance, the improper payments can't be ignored, the report says.

"We were trying to think of ways to reduce the improper payment rate and ways that haven't been done before," because
previous attempts haven't reduced the rate, Olson said.

Overturning Rand

Leslie Book, a professor at Villanova University, said the legislation reflects congressional emphasis on sanctions,
while Olson's report shows how the IRS falls short in providing return preparers and taxpayers ways to learn about
mistakes.

"While sanctions are an important tool for the agency, those sanctions are resource-intensive and have proved to be
difficult for the IRS to administer without sacrificing taxpayer rights," he said. "Sanctions such as penalties and
dispensing of deficiency procedures carry grave risks in terms of possible denials of protections to those who are least
able to understand their responsibilities."

Adding to those risks is the 2016 appropriations act's overturning of the Tax Court's decision in Rand v. Commissioner,
141 T.C. No. 12 (2013) (Doc 2013-26619), according to John Plecnik, a Cleveland State University law professor. In
Rand, a divided court held that the determination under section 6664(a)(1)(A) of the amount shown as tax on the return
by the taxpayer should account for refundable credits claimed on the return, but should not reduce the amount shown as
tax to less than zero, Plecnik said. The IRS had taken the position that the amount shown as tax should be the tax after
credits. (Prior coverage (Doc 2014-4830).)

The appropriations act applies accuracy-related and fraud penalties to the full amount of disallowed refundable credits,
like the additional child tax credit, Plecnik said. As an example, he said if an income tax return showed a total tax due of
$ 100, but improperly claimed a refundable credit of $ 1,000, only $ 100 of that credit would be treated as an
underpayment subject to penalty under Rand, but under the law change the entire $ 1,000 credit is subject to penalty.
And the IRS has already issued Chief Counsel Notice 2016-004 (Doc 2015-28551) to instruct its personnel to apply the
accuracy-related and fraud penalties to the full amount of disallowed refundable credits, he noted.
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Also, the legislation's extension of section 32(k) penalties to improper claims of the child tax and American opportunity
tax credits now means taxpayers are penalized twice for the same conduct, Plecnik said: the ban, plus significant
monetary penalties under sections 6662 and 6663.

"As soon as Congress arms the IRS with a new tool, they are quick to use it," he said. "There is no question that
refundable credits are a bigger and bigger target for heightened tax penalties and enforcement. Congress and the IRS
have made the apparent decision to crack down on improperly claimed refundable credits with more and more penalties,
rather than looking to improved internal procedures for paying out these credits or taxpayer education."

Improperly claiming the EITC is now "much more painful," both because of the potential double penalty and because
the IRS can assess back, "merely under math error authority," any EITC claimed in violation of section 32(k), said
Carlton Smith, former director of the Benjamin N. Cardozo School of Law Tax Clinic. And that potential pain isn't
limited to the EITC, he said. After Rand, a taxpayer improperly claiming the additional child or American opportunity
credits would usually have faced just a 20 percent penalty for excessive refund claims under section 6676. However, the
law adds provisions to these two credits that are similar to the two- and 10-year disallowance rules of section 32(k),
along with math error authority use, imposing double penalties as with the EITC, he said.

"I don't see why low-income taxpayers should be subject to double penalties . . . when making improper refundable
credit claims, while high-income taxpayers and corporations only face a single penalty (section 6662 or section 6663)
for making erroneous refundable credit claims," Smith said.

Putting low-income taxpayers in the position Smith describes might not benefit tax administration anyway, said
Christine Speidel, staff attorney and low-income tax clinic director with Vermont Legal Aid Inc. "I think it's unfortunate
and I think it's unlikely to improve compliance," she said. "As the national taxpayer advocate has emphasized
repeatedly, penalties work when they seem fair to taxpayers."

A Shift in Standards

A positive for Olson in the Consolidated Appropriations Act, 2016 -- if a small one -- was its shift of the standard for
abating section 6676 accuracy-related penalties from "reasonable basis" to "reasonable cause," a move she called for in
her 2014 annual report to Congress (Doc 2015-922).

The section 6676 penalty applies on refund claims or credits that are deemed to be of excessive amounts, which the
section defines as "the amount by which the amount of the claim for refund or credit for any taxable year exceeds the
amount of such claim allowable under this title for such taxable year." Before the recent law change, unless it was
shown that taxpayers had a reasonable basis for making the claim, they would be liable for a penalty in an amount equal
to 20 percent of the excessive amount.

Reg. section 1.6662-3 characterizes reasonable basis as "a relatively high standard of tax reporting, that is significantly
higher than frivolous or not patently improper," and says that the standard isn't satisfied by a "merely arguable" return
position or a "colorable claim." When it comes to determining whether a taxpayer acted with reasonable cause and in
good faith, however, regulations say facts and circumstances apply.

Olson said the TAS had been working on the definition of reasonable basis, but that Congress helped solve that problem
by taking its legislative recommendation of replacing the higher reasonable basis standard with reasonable cause. That
standard, for example, allows taxpayers to say they relied on return preparers, which isn't reason for abatement under
reasonable basis, she said. Relying on return preparers is common for taxpayers who claim the EITC and other
refundable credits, she said.

The shift in standards is a positive development for all taxpayers, including low-income taxpayers, Olson said. But

Page 4
© 2016, Tax Analysts, Tax Notes Today, JANUARY 15, 2016



ultimately it won't amount to much, she said, because of the "policy decision to overturn Rand," which results in the
application of the accuracy-related penalty under section 6662 to the refundable portion of a credit.

"The IRS had been looking to use section 6676 to get at these refundable credits that were improperly claimed, but
before the extenders legislation, the EITC was specifically excluded by statute from section 6676," she said. Because of
Congress's decision to apply the accuracy-related penalty under section 6662 to the refundable portion of a tax credit,
the change in the abatement standard for section 6676 penalties has very limited application -- basically section 6676
would only apply when 6662 doesn't, she said.

"So for all intents and purposes, section 6662 is now the name of the game for EITC and other refundable credit
penalties," she said.

Smith, like Olson, downplayed the effect of the shift from reasonable basis to reasonable cause. While the change to the
subjective and easier reasonable cause standard improves the code section, it doesn't amount to much, he said.

"That section will now almost never apply in income tax cases, since the vast majority of excessive refund claims are
now covered, instead, by penalties at sections 6662 and 6663," he said.

Nathan Richman contributed to this article.
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