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CQIPTROLLER GEFTYRAL ’ S REPORT 
TO THE JOINT COMMITTEE ON 

TAXATION 
CONGRESS OF THE UNITED STATES 

IRS' ADMINISTRATION OF 
PENALTIES IMPOSED ON 
TAX RETURN PREPARERS 

DIGEST ---- -- 

For many years, IRS has experienced problems 
with an unknown universe of incompetent, neqli- 
qent, and/or fraudulent paid return preparers. 
To supplement existing criminal penalties and 
to provide IRS with another means for dealing 
with those problems, the Congress, through the 
Tax Reform Act of 1976, authorized assessment 
of civil penalties against paid preparers. The 
penalties, which range from $5 to $500 per vio- 
lation, can be categorized into three types-- 
disclosure, recordkeeping, and conduct. 

Disclosure penalties may be assessed when pre- 
parers provide some but not all of the identi- 
fication data required or do not identify them- 
selves at all on returns they prepare.- Record- 
keeping penalties may be assessed when preparers 
do not maintain required lists of returns pre- 
pared and persons employed. Conduct penalties 
may be assessed when preparers negligently, in- 
tentionally, or willfully understate taxpayers' 
tax liabilities. Conduct penalties also may be 
assessed when preparers, with or without tax- 
payers' permission, endorse or negotiate the 
refund checks of their clients. During 1977 
through 1981, IRS assessed more than 192,000 dis- 
closure and recordkeeping penalties and more 
than 39,nDO conduct penalties. 

Since the penalty provisions went into effect, 
they have proven controversial. Individual pre- 
parers and preparer groups have complained about 
IRS' administration of the provisions. For this 
and other reasons# the Joint Committee on Taxa- 
tion asked c?AO to determine whether the provisions 
were achieving their desired effect of helping 
IRS to deal effectivelv with problem return 
Preparers. 
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DISCLOSURE AND RECORDKEEPING VIOLATIONS -- 

Through penalty assessment, educational efforts, 
development and use of tolerance levels, and 
dialogue with industry representatives, IRS has 
been very successful in getting an important 
segment of the preparer population--those who 
provide some but not all of the identification 
data required on tax returns--to more fully com- 
ply with the disclosure requirements of the law. 
However, that success may prove short lived 
because, due to budget constraints, IRS discon- 
tinued this portion of its return preparer com- 
pliance program in 1982. (See pp. 7 to 9.) 

In contrast, it seems questionable whether IRS 
has been as successful in dealing with a more 
troublesome segment of the preparer population-- 
those who do not identify themselves at all on 
returns they prepare and/or do not keep required 
records. While available evidence indicates that 
there are a number of such preparers, the overall 
extent of the problem is unknown. IRS needs to 
gather and analyze data on these preparers with 
a view toward determining the extent of the prob- 
lem and the relative effectiveness of its compli- 
ance activities in this regard. GAO suggested 
that the Service consider using an existing IRS 
data collection program as one means for obtain- 
ing some of the needed data. (See pp. 9 to 11 
and pp. 35 to 37.) 

CONDUCT VIOLATIONS 

For a variety of reasons, IRS' administration of 
conduct-related penalties has been uneven. None- 
theless, the Service's efforts have demonstrated 
that negligent and/or dishonest preparers still 
pose a threat to the tax system. To deal more 
effectively with these continuing problems, IRS 
needs to take steps to 11) further improve admin- 
istration of the penalty for negligent misconduct, 
(2) clarify the circumstances under which the will- 
ful misconduct penalty ought to be asserted, and 
(3) reevaluate its compliance approach with respect 
to preparers who endorse or negotiate taxpayers' 
refund checks. 

On the basis of general guidelines issued by 
IRS headquarters, IRS examiners began asserting 
penalties against paid preparers for negligent 
misconduct in October 19?7. Almost immediately, 



preparers began complaining that examiners were 
asserting the penalty on an inconsistent basis. 
As a result, IRS reevaluated its guidelines and 
subsequently made a strong effort to further 
clarify what exactly constitutes negligent mis- 
conduct. This should help assure application of 
this penalty on a more consistent basis. How- 
ever, IRS still needs to resolve persistent con- 
fusion over the question of how examiners ought 
to take tax law complexity into account when 
making penalty assertion decisions. Otherwise, 
examiners will have to continue relying heavily 
on subjective judgement in determining whether 
a particular provision of the law is or is not 
complex. Also, IRS should ensure that case files 
contain the information IRS managers and internal 
auditors need to assess the appropriateness and 
consistency of examiners' penalty decisions. 
(See pp. 12 to 18.) 

IRS' administration of the penalty for willful 
misconduct also has been hampered by inadequate 
guidelines. Examiners have been afforded only 
general guidance as to what constitutes willful 
misconduct. The lack of specific guidelines, 
together with minimal documentation in case 
files, has limited IRS' ability to assess the 
effectiveness of its efforts to detect and 
deter preparers who willfully understate tax- 
payers' tax liabilities. (See pp. 18 to 21.) 

With respect to the preparer penalty for en- 
dorsement or negotiation of a taxpayer's re- 
fund check, IRS relied primarily on its exist- 
ting enforcement mechanisms to detect viola- 
tions. However, one district developed and 
used an innovative approach to detect viola- 
tors. As a result, that district accounted 
for a majority of the refund check penalties 
assessed during 1980 and 1981. IRS' remaining 
58 district offices have not detected nearly as 
many preparers who negotiated taxpayers' refund 
checks. (See pp. 21 to 23.) 

PROGRAM ACTION CASES 

Although IRS relied primarily on its existing 
enforcement structure to administer the pre- 
parer penalty provisions of the 1976 Tax Reform 
Act, it also recognized the need to supplement 
that approach with a special program aimed at 
detecting and deterring preparers who consist- 
ently violate the law. Such preparers are of 
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particular concern to IRS because thev can 
undermine the tax system. Further, occasional 
penalty assessments may not effectively deter 
those preparers whose financial gains from 
violations of the law greatly exceed penalty 
amounts assessed against them. 

To deal with this segment of the population, 
IRS sought to develop "program action cases." 
Through such cases, IRS sought to assert mul- 
tiple penalties against preparers who commit- 
ted multiple violations. Although IRS' approach 
to program action cases had some limitations, 
it did enable the Service to detect and deter 
some preparers who had committed multiple vio- 
lations. However, primarily due to budget con- 
straints, IRS stopped keypunching certain 
preparer-related information in service center 
computers in January 1982. This made it more 
difficult for IRS to detect preparers who com- 
mitted multiple violations. 

Subsequently, however, IRS concluded that there 
was a need to reconsider the decision to stop 
keypunchinq the preparer data. In June 1982, 
the Commissioner did so and decided to reinsti- 
tute a limited version of the keypunching op- 
eration. If sufficient funds are available, 
the revised keypunching operation will be im- 
plemented in January 1983. This should facili- 
tate development of program action cases in 
future years. (See PP* 23 to 25.) 

BETTER PZANAGEMENT IMFORllATIO~J NEEDED 

When IRS decided to seek the legal authority to 
assess civil penalties against paid preparers, 
it believed that such an enforcement tool would 
provide an effective means for dealing with what 
was believed to be a small group of problem pre- 
parers. However, GAO sent questionnaires to pre- 
parers and the results indicated that the preparer 
problem was, and still may be, larger than origi- 
nally anticipated. In any case, IRS has not souqht 
to specifically identify the size of the problem 
preparer group. (See pp. 26 and 27.) 

Furthermore, IRS has not collected the data need- 
ed to assess the effectiveness of its administra- 
tion of the penalty provisions. In particular, 
IRS lacks data on the extent to which penalties 
have been assessed consistently against the same 
preparers over the course of several years. In 
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this regard, if multiple penalty assessments 
have not caused a preparer to comply, then ques- 
tions arise as to the utility of existing pen- 
alty provisions. IRS' Internal Audit Division 
alerted top Service managers to the need for 
management information in a January 1981 report. 
However, IRS has not yet collected the needed 
information. (See pp. 29 to 33.) 

RECOMMENDATIONS 

The Commissioner of Internal Revenue needs to 
collect and analyze better management information 
on the preparer population and on preparer penal- 
ties. Without such information, IRS cannot fully 
assess the extent of preparer noncompliance or 
the effectiveness of its overall compliance pro- 
gram. In addition, the Commissioner should re- 
solve specific questions about the appropriate- 
ness of certain compliance approaches and the 
consistency of penalty-related decisions. GAO 
makes several recommendations on these matters. 
(See pp. 35 to 37.) 

AGENCY COMllENTS 

The Commissioner of Internal Revenue expressed 
general agreement with GAO's recommendations 
and specified that various corrective actions 
would be initiated. In GAO's view, however, 
the Commissioner could further assure consistent 
application of the willful misconduct penalty by 
seeking to develop guidelines which would better 
define for IRS personnel and preparers the cir- 
cumstances under which that penalty may be 
asserted. 

GAO also points out that current IRS plans call 
for substantial reductions in the Service's 
taxpayer assistance programs. These planned 
reductions may well have the effect of forcing 
many more taxpayers to seek assistance from 
paid preparers in future years. Thus, GAO sug- 
gests that, in developing a timetable for im- 
plementing corrective actions to the return 
preparer program, the Commissioner take into 
account the expected status of the taxpayer 
assistance program and the continuing problem 
of tax law complexity. (See pp. 37 to 39.) 
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CHAPTER 1 

INTRODUCTION 

Because our tax laws have evolved into an extremely compli- 
cated array of exclusions, exemptions, deductions, and credits, 
manv taxpayers need assistance in preparing their returns. To 
obtain that assistance, taxpayers often turn to volunteers, 
friends or relatives, the IntePnal Revenue Service (IRS), or 
commercial preparers. In 1980, over 196,000 individuals pre- 
pared 20 or more tax returns for a fee. In 1981, 88 million 
individual tax returns were filed. Of these, 39 million, or 44 
percent, were prepared by individuals who charged taxpayers a 
fee for the service. 

For many years, IRS has experienced problems with an un- 
known universe of incompetent, negligent, and/or fraudulent paid 
return preparers. Before 1977, however, IRS had only one en- 
forcement tool with which to deal with such preparers--criminal 
prosecution. In the early 197Os, IRS determined that criminal 
prosecution alone was not an effective deterrent largely because 
the Department of Justice preferred to prosecute only the most 
flagrant cases of abuse, 

Recognizing the need for other ways to deal with problem 
preparers, IRS set up a study group to evaluate the problem and 
to recommend solutions. The study group identified a need for 
civil enforcement penalties and recommended that IRS seek needed 
legislative authority for such penalties. IRS did so, and, in 
the Tax Reform Act of 1976 (P.L. 94-455, Oct. 4, 19761, the Con- 
gress authorized IRS to assess penalties against paid preparers. 
The penalties can be categorized into three types--disclosure, 
recordkeeping, and conduct. The specific penalties are summa- 
rized below and described more fully in appendix I. 

Category Description 

Disclosure Failure to furnish 
a required signature 
or identification 
number on returns 
prepared 

Recordkeeping Failure to furnish tax- 
payer a copy of the 
return prepared or to 
maintain information 
on returns prepared 
and persons preparing 
them 

Amount 
per return 

$25 

$5 to $50 



Category 

Conduct 

Conduct 

Description 

Understatement of tax- 
payer's tax liability 
because of negligent or 
intentional misconduct 

Understatement of tax- 
payer's tax liability 
because of willful mis- 
conduct 

Amount 
per return 

$100 

$500 

Conduct Endorsement or negotia- 
tion of a taxpayer's re- 
fund check $500 

In addition, the act authorized IRS to obtain an "injunc- 
tion" against preparers guilty of repeated violations. Under 
this authority, IRS can seek a district court decree against an 
individual return preparer. Specifically, IRS can seek to have 
the court (1) enjoin the preparer from engaging in conduct which 
is subject to the aforementioned penalties or (2) put the pre- 
parer out of business. 

IiiS USED ITS EXISTING ENFORCEMENT 
STRUCTURE TO ADMINISTER THE ACT 

In administering the act's penalty provisions, IRS' 10 ser- 
vice centers and 59 district offices 1/ assumed key responsibil- 
ities. Service centers were responsible for identifying prepar- 
ers who only partially disclosed their identity; districts were 
responsible for detecting preparers who did not disclose their 
identity and also for detecting preparers suspected of committing 
recordkeeping and/or conduct violations. 

In processing tax returns, service center personnel key- 
punched information shown on the returns. This information in- 
cluded each preparer's name and social security number and, for 
preparer firms, the employer's identification number. The pre- 
parer information was then entered into IRS' computer files and 
analyzed. Lists were printed showing preparers who provided only 
partial information, i.e., they had not included a signature, so- 
cial security number, and/or employer identification number. 
Service center personnel screened these lists for accuracy and, 
when violations were confirmed, the service center billing unit 
assessed penalties against preparers who did not fully comply 
with the act's disclosure requirements. 

l/A March 1982 IRS reorganization added a 60th district office-- - 
the Foreign Operations District. 
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IRS district offices were responsible for detecting pre- 
parers who completely failed to identify themselves as well as 
preparers who failed to keep required records and/or committed 
conduct-related violations. While checking returns for compli- 
ance with Internal Revenue Code provisions as part of IRS' normal 
examination program, district examiners sought to identify viola- 
tions by paid preparers. In certain circumstances, when there 
was reason to suspect a preparer or firm of a pattern of negli- 
gent or willful misconduct, districts selected and examined 
a number of returns the individual or firm had prepared. These 
activities were referred to as "program action cases." When the 
district found multiple violations via program action cases, the 
service center billing unit assessed multiple penalties. In ad- 
dition, districts were responsible for using IRS' injunctive au- 
thority against repeat offenders. 

In examining tax returns for disclosure and recordkeeping 
violations, district examiners were instructed to question tax- 
payers as to whether paid preparers had failed to identify them- 
selves and to initiate penalty actions when violations were de- 
tected. Examiners were also instructed to ask taxpayers whether 
paid preparers had provided them with a copy of the tax return, 
as required by the act. And, if preparers were present for ex- 
aminations, examiners were instructed to ask them whether they 
had kept the required lists or copies of returns prepared and 
the required list of persons employed to prepare returns. 

Further, when a taxpayer's tax liability had been under- 
stated, examiners were required to decide whether the under- 
statement resulted from negligent, intentional, or willful mis- 
conduct by a preparer. If so, a penalty was assessed against 
the preparer. Finally, IFS district offices also were respon- 
sible for identifying preparers who endorsed or negotiated the 
refund checks of their taxpayer clients. They sought to do so 
primarily by asking affected taxpayers and/or preparers, during 
examinations, to identify the party who had negotiated the 
refund check. 

The penalties resulting from IRS' administration of the 1976 
Tax Reform Act's paid preparer provisions for 1977 through 1981 
are summarized in the following table. 
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NUMBER OF PENALTIES ASSESSED BY IRS 

Penalty 
category 

Disclosure (detected 
by service centers) 

Disclosure and record- 
keeping (detected by 
district offices) 

Negligent or inten- 
tional misconduct 

Willful misconduct 

Endorsement or nego- 
tiation of refund 
check 

1978 and 
Calendar year 

prior 
(note a) 1979 1980 1981 Total 

105,369 33,937 15,028 3,241 157,575 

2,675 7,446 13,088 11,773 34,982 

1,389 6,287 9,377 7,229 24,782 

384 1,228 2,745 3,910 8,267 

499 694 3,166 2,077 6,437 

a/Service center disclosure.statistics 
- from January 1978 to December 1981. 

ments were made in 1977, IRS stopped 

cover only the period 
Although some assess- 
assessments, abated those 

already made, and refunded those which had been paid when it 
found that preparers were confused by the act's requirements. 
IRS did not include the 1977 assessments in its reports. Al- 
though district statistics include 1977 assessments, very few 
assessments were made that year because, under IRS procedures, 
examiners did not start examining returns filed in 1977 until 
October 1977. For example, of 3,041 district-initiated assess- 
ment case files we reviewed, only 3 related to 1977 assessments. 

As of December 1981, the most current date for which informa- 
tion was available, IRS districts had used the injunctive provi- 
sion of the Tax Reform Act against five paid preparers. 

OBJECTIVES, SCOPE, AND METHODOLOGY 

The Joint Committee on Taxation, after receiving numerous 
complaints from the preparer industry, asked us to review IRS' 
administration of the Tax Reform Act's paid preparer provisions. 
Specifically, we were asked to evaluate whether the provisions 
were 

--helping IRS to identify returns prepared by paid prepar- 
ers (disclosure and recordkeeping provisions), 

E 

--deterring preparers from engaging in negligent or fraud- 
ulent practices designed to understate taxpayers' tax 
liabilities (conduct provisions), and 
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--deterring preparers from endorsing or negotiating tax- 
payers' refund checks (conduct provisions). / 

i 
This audit was performed in accordance with generally accepted ' 

Government auditing standards. Broadly described, our audit work 
consisted of the following actions. By means of questionnaires, 
we queried random samples of paid preparers for their views on 
the effects of the penalty provisions and the equity of IRS' ad- 
ministration of the program. To further evaluate the effective- 
ness and consistency of IRS' administration of the penalty pro- 
visions, we reviewed IRS case files on a nationwide sample of 
district-initiated penalty assessments. This sample included 
all types of violations. We supplemented case file information 
through discussions with IRS personnel at four district offices 
and officials of selected preparer groups. In selecting samples 5 

and analyzing quantitative data, we used standard statistical 
techniques. Our methodology is described in greater detail in 
chapter 3. 
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CHAPTER 2 

IRS NEEDS TO DEVELOP PETTER MANAGEMENT 

INFORMATION ON THE PlAGNITUDE OF THE PAID 

PREPARER NONCOMPLIANCE PROELEM AND THIZUTILITY 

OF ITS CURRENT COMPLIANCE APPROACH 

In administering the paid preparer provisions of the 1976 
Tax Reform Act, IRS has generally relied on its normal enforcement 
procedures, primarily its examination program, to detect prepar- 
ers who failed to comply with the law and to assess penalties as 
appropriate. This approach has enabled IRS to get many preparers 
to fully identify themselves on tax returns. On the other hand, 
IRS does not know whether it has been as successful in dealing 
with preparers who do not identify themselves at all on tax re- 
turns and/or do not maintain adequate records. Also unknown is 
the extent to which IRS has been successful in detecting and de- 
terring conduct violations by the entire population of preparers. 

IRS is not presently collecting and/or is not analyzing the 
data it needs to assess program effectiveness. In particular, IRS 
lacks data on preparers who commit multiple violations over the 
course of several years. Without adequate management information, 
IRS cannot assure the appropriateness of its compliance approaches 
and cannot identify any needed program revisions. In our view, a 
more systematic approach to the paid preparer compliance program 
is needed. 

DISCLOSURE AND RECORDKEEPING VIOLATIONS: 
IRS HAS MADE SOME PROGRESS BUT A 
POTENTIALLY SERIOUS PROBLEM PERSISTS 

Since preparer penalties went into effect in 1977, IRS has 
dealt firmly, fairly, and effectively with preparers who only 
partially identified themselves on tax returns. Through penalty 
assessments, educational efforts, development and use of toler- 
ance levels, and dialogue with industry representatives, IRS has 
been very successful in getting an important segment of the pre- 
parer population --those who only partially identify themselves 
on tax returns --to more fully comply with the disclosure require- 
ments of the law. Although IRS has achieved success in this re- 
gard, that success may prove short lived. This is because, due 
to budget constraints, IRS stopped collecting certain data on 
return preparers in January 1982. 

In contrast, it seems questionable whether IRS has been as 
successful in dealing with a more troublesome segment of the pre- 
parer population-- those who do not identify themselves at all on 
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returns they prepare and/or do not keep required records. While 
available evidence indicates that there are a number of such pre- 
parers, the overall extent of the problem is unknown. IRS needs 
to gather and analyze data on these preparers with a view toward 
determining the extent of the problem and the relative effective- 
ness of its compliance enforcement activities in this regard. 

IRS has been successful in getting 
many preparers to fully identify 
themselves on tax returns 

Although preparers seemed somewhat confused over disclo- 
sure requirements at the outset, even-handed administration of 
disclosure-related penalties has enabled IRS to achieve a key 
goal. Specifically, IRS has been very successful in getting an 
important segment of the preparer population to more fully iden- 
tify themselves on returns. This is an important step because 
full disclosure by return preparers could enable IRS to develop 
a data base through which to monitor preparers' effectiveness 
over time. Unfortunately, it seems unlikely that IRS will soon 
develop that data base because it recently decided to dismantle 
this portion of its compliance program. 

AS previously discussed, IRS' 10 service centers were re- 
sponsible for detecting preparers who did not fully identify 
themselves on returns. In January 1977, the effective date of 
the Tax Reform Act's penalty provisions, service centers began 
identifying and assessing penalties against preparers who had 
omitted a signature, social security number, or employer iden- 
tification number. Preparer groups complained that IRS had 
moved too quickly in assessing penalties for partial disclosure. 
They pointed out that IRS had done little to alert preparers to 
the disclosure requirements and to the fact that the highly com- 
plex 1976 Tax Reform Act authorized IRS to assess penalties 
against preparers. Preparers also noted that IRS was assessing 
penalties for isolated errors. In response, IRS reevaluated its 
efforts and determined that preparers' complaints may have been 
justified. IRS therefore decided to abate all penalties assessed 
during January through May 1977. 

Meanwhile, IRS mounted an education campaign aimed at alert- 
ing preparers to disclosure requirements (as well as conduct and 
recordkeeping requirements) and to the fact that penalties would 
be assessed for noncompliance. Among other things, IRS used pam- 
phlets, newsletters, warning letters, articles in trade journals, 
and appearances before preparer groups to educate preparers. By 
January 1978, IFS felt that it had made a very strong effort to 
alert preparers to the requirements imposed on them by the law. 
In addition to its educational efforts, IRS also began developing 
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some guidelines aimed at ensuring that disclosure-related penal- 
ties were not assessed for isolated errors. Specific tolerance 
levels in this regard were established in April 1978. 

IRS followed up on its educational efforts and revised 
quidelines by vigorously identifying violations and assessing 
penalties against preparers who only partially identified them- 
selves on returns filed in calendar year 1978. In that year, 
IRS assessed 105,369 such penalties. Althouqh many of those 
penalty assessments subsequently were contested by preparers 
and abated by IRS, the Service clearly got its message across-- 
preparers should expect to be penalized for partial disclosure 
violations. That message, together with the implementation of 
tolerance levels and maintenance of a steady compliance program, 
brought good results. In calendar year 1979, for example, the 
number of penalties assessed for partial disclosure violations 
declined by 68 percent to 33,937. In 1980, only'15,028 such 
penalties were assessed. And, in 1981, that figure further de- 
clined to 3,241. 

Thus, through dialogue with preparer qroups, educational 
efforts, development of tolerance levels, and use of its author- 
ity to assess and abate penalties, IRS has been able to get an 
important segment of the preparer population--those who are will- 
ing to at least partially identify themselves on returns--to more 
fully comply with disclosure requirements. Getting preparers to 
more fully identify themselves on returns constitutes an impor- 
tant achievement for IRS. With full disclosure by a major seg- 
ment of the preparer population, IRS has a great deal of basic 
information about preparers and the tax returns they prepare. 
Without this basic information as a starting point, IRS will be 
hard-pressed to evaluate preparers' performance over time and to 
correct deficiencies. And, as discussed on pages 26 to 33, IRS 
needs to develop better management information on preparers' 
performance and the utility of its current compliance approach. 

Ironically, the success of IRS' partial disclosure compli- 
ance program has made it unlikely that the Service will develop 
the aforementioned data base. In 1981, as part of the Admini- 
stration's Government-wide cost cuttinq program, IRS sought to 
identify areas where it could achieve savings. One area iilenti- 
fied was the service centers' paid preparer disclosure program. 
Because compliance had improved so dramatically, IRS felt that 
it could best absorb some budget cuts by cutting back on the pre- 
parer program, as opposed to some other programs. Thus, in Jan- 
uary 1982, IRS stopped keypunchinq preparer-related information 
from returns filed and basically dismantled the service center 
portion of its disclosure compliance program. IRS estimated 
that it would achieve annual cost savinqs of $4.5 million by eli- 
minatinq this portion of the paid r)reparer compliance program. 
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In future years, IRS plans to rely solely on district 
offices to detect partial disclosure violations. However, as 
discussed below, district offices use examinations as the pri- 
mary means for detecting paid preparers who violate the law. 
And fewer than 2 percent of tax returns filed are examined 
annually. Thus, through this approach, IRS would be unable to 
detect as many partial disclosure violations. Further, as dis- 
cussed on pages 23 to 25, elimination of the service center key- 
punching operation also has reduced IRS' ability to detect pre- 
parers who commit multiple violations. And, even though IRS now 
plans to reinstitute a limited keypunching operation in January 
1983, it does not plan to reinstitute the service center portion 
of the partial disclosure program. 

Despite IRS' efforts, violations 
of disclosure and recordkeeping 
requirements persist 

Although IRS has been successful in getting many preparers 
to fully identify themselves on returns, problems with another 
segment of the preparer population have proven more difficult to 
solve. Each year, IRS has detected numerous preparers who do not 
identify themselves at all on returns they are paid to prepare. 
Also, IRS annually detects many preparers who do not keep required 
records. While the extent of these problems is unknown, their 
nature is serious enough to dictate a need for further IRS analy- 
sis including a reevaluation of current compliance enforcement 
approaches. 

Rather than start an entirely new and costly program aimed 
at detecting preparers who failed to identify themselves on re- 
turns and/or failed to keep required records, IRS decided to use 
its existing examination program to detect violators. In addi- 
tion to carrying out their normal duties, IRS examiners were di- 
rected to ask taxpayers whether they had paid to have their re- 
turns prepared and whether they had received a copy of the return 
from the preparer, as required by the law. If a preparer accom- 
panied a taxpayer during an examination, IRS examiners were to 
ask the preparer whether the required lists or copies of returns 
prepared and the list of persons employed had been maintained. 

This compliance approach enabled IRS to identify some prob- 
lem preparers and to assess penalties against them. The follow- 
ing table shows the number of penalties IRS assessed in calendar 
years 1978 through 1981 for nondisclosure and for inadequate 
recordkeeping. 
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Calendar 
year - 

Number of penalties assessed for -- 
Inadequate 

Nondisclosure recordkeepinq 
(note a) (note a) 

1978 (note b) 1,953 722 
1979 5,436 2,010 
1980 9,554 3,534 
1981 (note c) 8,594 3,179 

Total 25,537 9,445 

a/IRS statistics did not distinguish between nondisclosure and - 
recordkeeping penalties. On the basis of our randomly selected 
sample, however, we determined that 73 percent of IRS' universe 
for the two penalties related to nondisclosure while the re- 
maining 27 percent related to recordkeeping violations. The 
above statistics were derived by projecting those percentages 
over the IRS universe. Further details on our methodology in 
this regard are discussed on pages 40 and 41. 

b/These statistics may include a small number of penalties - 
assessed in the last uuarter of 1977. 

c/These projections are based on the assumption that IRS contin- - 
ued assessing nondisclosure and recordkeepinq penalties at a 
ratio of ?3 percent to 27 percent in 1981. Our sample results, 
on which that ratio is based, pertained specifically to calen- 
dar years 1978 through 1980. 

Thus, each year, IRS has detected a significant number of 
instances in which preparers did not identify themselves on re- 
turns and/or did not keep required records. That fact is of 
concern for several reasons. First, IRS cannot measure an in- 
dividual preparer's performance over time and take any necessary 
actions unless it can identify and analyze the returns prepared 
by that individual. Second, IRS does not know why certain pre- 
parers do not identify themselves on returns and/or do not keep 
required records. Such preparers may be so motivated for a va- 
riety of reasons. Some simply may have overlooked or been un- 
aware of the requirements; some may have been "too busy" or 
simply neglectful; others, however, may be preparing fraudulent 
returns and may intentionally be seeking to avoid IRS scrutiny. 
Third, unless IRS can detect and deter these problem preparers, 
some taxpayers may inadvertently be victimized by the preparers' 
noncompliance. Fourth, the extent of the problem is unknown due 
to limitations associated with IRS' compliance program. 

With respect to the latter point, under current procedures, 
preparers who commit either of the aforementioned violations 
qenerallv will not be caught and penalized unless IRS selects a 



return they have prepared for examination. Even under that cir- 
cumstance, IRS will not detect these preparers unless taxpayers 
respond to IRS' probing questions concerning how their returns 
were prepared. Further, IRS generally cannot detect recordkeep- 
ing violations unless a preparer accompanies a taxpayer during 
an examination and responds to IRS' probing questions about 
recordkeeping requirements. And, because IRS examines fewer 
than 2 percent of all returns filed, it cannot detect more than 
a small percentage of preparers who do not identify themselves 
on returns and/or do not keep required records. 

As A result, IRS has no means of knowing the extent of the 
problem it faces, nor can it assess the effectiveness of its cur- 
rent compliance program. Additional information is needed to 
assess the extent of the problem and a reevaluation of the cur- 
rent compliance approach is warranted. In so doing, IRS may find 
that it needs to implement an aggressive compliance approach tar- 
geted specifically at paid preparers. If warranted, such an 
approach might include identifying preparer advertisements, 
visiting preparers' places of business, and analyzing copies 
of returns in their possession (or immediately assessing pen- 
alties for not having required lists or copies of returns). 

CONDUCT VIOLATIONS: IRS' 
ADMINISTRATION OF PENALTY 
PROVISIONS HAS BEEN UNEVEN 

IRS has made some progress in dealing with the problem of 
preparers who commit disclosure and recordkeeping violations. 
On the other hand, whether IRS has made similar progress in 
dealing with another, more serious problem--negligent and/or 
dishonest preparers--is unknown. Such return preparers under- 
mine the tax system because they tend to understate taxpayers' 
tax liabilities knowingly or through ignorance. 

Although IRS' administration of conduct-related penalties 
has been uneven, its efforts have nonetheless demonstated that 
negligent and/or dishonest preparers still pose a threat to 
the tax system. To deal more effectively with these continuing 
prohlems, IRS needs to take steps to (1) further clarify guide- 
lines pertaining to the penalty for negligent or intentional 
misconduct, (2) clarif y the circumstances under which the willful 
misconduct penalty ought to be asserted, and (3) reevaluate its 
compliance approach with respect to preparers who endorse or 
negotiate taxpayers' refund checks. 
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Further clarification of current 
quidelines would help assure 
consistency 1r-1 administration 
of the penalty for negliqent 
or intentional misconduct 

On the basis of general guidelines issued by IRS head- 
quarters, IRS examiners beqan asserting I/ penalties against paid 
preparers for negligent or intentional misconduct in October 
1?77--10 months after the Tax Reform Act's penalty provisions 
went into effect, Almost immediately, preparers beqan complain- 
ing that examiners were asserting these penalties on an inconsis- 
tent basis. As a result, IRS reevaluated its guidelines and sub- 
sequently made several attempts to further clarify what exactly 
constitutes negliqent or intentional misconduct, IRS' most recent 
efforts in this regard should help assure application of this pen- 
alty on a more consistent basis. However, IRS needs to take addi- 
tional steps to (1) resolve persistent confusion over how exam- 
iners ought to take tax law complexity into account when making 
penalty assertion decisions and (2) ensure that needed information 
is included in case files. 

Examiners found it difficult 
to take into account return 
complexity and the frequency 
and materiality of errors 

In 1977, IRS guidelines were quite qeneral stating that pre- 
parers were guilty of neqligent or intentional misconduct if they 
failed to exercise due diligence in properly applying tax rules 
and regulations. The guidelines provided that this penalty pro- 
vision was to be applied in the same manner as penalties are ap- 
plied against taxpayers preparing their own returns. Further, in 
determining whether to assert this penalty, IRS examiners were 
instructed to take into account the complexity of the return at 
issue and the frequency and materiality of errors made. However, 
those instructions were not supplemented with specific descrip- 
tions of what constitutes a complex issue; also lacking was spe- 
cific criteria defining the terms frequency and materiality. 

Reginninq in 1978, several IRS districts recoqnized the need 
for more specific guidance and issued quidelines containinq ex- 
amples of neqliqent or intentional misconduct to help promote a 
consistent application of this preparer penaltv by examiners. 

&/IRS uses two terms when descrihinq penalty actions against 
preparers. The term 'assertion" is used when an examiner 
decides that a penalty should he levied aqainst a preparer. 
The term "assessment" is used when a service center bills 
the preparer for the penaltv amount. 
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According to district examiners, the examples were useful but 
still were subject to differing interpretations. And, of course, 
the examples only were available in those districts where supple- 
mental guidance had been developed. In any case, examiners con- 
tinued asserting penalties against preparers for negligent or in- 
tentional misconduct. During calendar years 1977 through 1979, 
IRS assessed 8,176 penalties against preparers for negligent or 
intentional misconduct. And, during those years, individual pre- 
parers and preparer groups complained to IRS and to members of 
the Congress that the penalties were being applied in an incon- 
sistent manner. 

To determine more specifically why preparers felt that IRS 
was not assessing penalties on a consistent basis, we sent ques- 
tionnaires to randomly selected preparers in two groupings--the 
general population of preparers and preparers who had been as- 
sessed penalties. The results from our questionnaires indicated 
that preparers were particularly concerned with two major prob- 
lems. Specifically, preparers felt that IRS often did not take 
into account the complexity of issues on a return before assess- 
ing a penalty. Similarly, preparers felt that penalties were 
being assessed for isolated errors. 

To evaluate the accuracy of preparers' views and the con- 
sistency of IRS' penalty assessments, we reviewed a randomly 
selected sample of 1,699 case files pertaining to penalties as- 
sessed for negligent or intentional misconduct by all IRS dis- 
trict offices during the period January 1977 through July 1980. 
The methodology we followed in selecting this random sample is 
discussed in detail on pages 40 and 41. 

0f the 1,699 case files, only 13 contained any comments con- 
cerning the complexity of the tax issues involved. Therefore, 
we were unable to determine whether examiners considered the com- 
plexity of the issues but did not document the results or whether 
examiners simply did not consider the complexity of the issues 
at all. Regardless, the lack of documentation in case files means 
that IRS has no way to determine the extent to which examiners con- 
sider the complexity of issues on a return in reaching decisions 
on penalty assessments. 

With respect to penalties being assessed for isolated er- 
rors, we sought to determine, for the same 1,699 cases, the num- 
ber of errors associated with each penalty assessment. We were 
able to obtain that information from only 1,279 of the 1,699 case 
files; the remaininq 420 case files did not contain specific data 
on the number of errors made. Regardless, we found that IRS 
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was in fact assessing penalties for sinqle errors, h/ as shown 
in the followinq table. 

Number of errors 
Case files 

Number Percent 

One 506 40 
Two 266 21 
Three 216 17 
Four 107 a 
Five or more 140 11 
More than one but 

total number 
unclear 44 3 --- 

Total 1,279 100 

The following examples may illustrate why penalties for isolated 
errors sometimes seem inappropriate from the standpoint of cer- 
tain preparers. In the first case, the preparer made one error 
on a return. In the second case, the preparer made several errors. 
Yet each preparer was assessed the same penalty despite the extreme 
difference in the degrees of negligence. 

--An examiner proposed the $100 negligence penalty because 
the preparer had understated the taxpayer's tax liability 
by erroneously claiming an energy credit for insulation 
and windows on a newly constructed home. The examiner 
pointed out that, for the credit to be allowed, the resi- 
dence to which the expenditures applied had to be substan- 
tially completed by April 20, 1977, which was not the 
case with this residence. The examiner did not comment 
on whether or not this was a complex code provision nor 
did the file contain information on the amount of the 
understated tax liability. 

l/In some instances, as part of a program action case, IRS assessed - 
multiple penalties against a preparer for making the same or a 
similar error on many returns. In such instances, there is less 
cause for concern about the appropriateness of a penalty assess- 
ment for a single error on any one return. In calendar year 
1981, 8,554, or 30 percent, of the 28,230 return preparer penal- 
ties assessed pertained to program action cases. As discussed on 
pages 23 to 25, however, we were unable to determine whether any 
individual file was part of a proqram action case. 
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--In contrast, another examiner proposed the $lOc negligence 
penalty because the preparer (1) did not provide required 
data for a depreciation deduction on schedule C, (2) did 
not provide required data for a depreciation deduction 
on schedule F, (3) provided documentation during the exam- 
ination which showed substantial discrepancies between the 
depreciation claimed and the amounts that should have been 
claimed, (4) carried forward an incorrect investment credit, 
(5) made siqnificant errors in computing the taxpayer's ori- 
ginal purchase price for a farm, and (6) did not include 
certain income on schedule F. 

To determine local level viewpoints on the appropriateness 
of penalty assessments for sinqle errors, we interviewed offi- 
cials in four IRS district offices--Detroit, Fargo, Manhattan, 
and San Francisco. Officials from three of the four districts 
stated that penalties were and should be assessed for isolated 
errors when such errors are material in nature. Officials from 
the fourth district stated, however, that regardless of the mate- 
riality of any single error, penalties generally were not and 
should not be assessed for isolated errors. 

With respect to a related issue, we sought to determine, to 
the extent feasible, whether examiners seemed to take dollar 
amounts involved into account when asserting penalties. We were 
able to obtain that information for only 908 of the 1,699 cases. 
As shown below, it appeared that examiners generally refrained 
from assessinq penalties against preparers who understated a tax- 
payer's tax liability by $100 or less. 

Amount of understated Case files 
tax liability Number Percent 

$0 3 
$1 throuqh $50 5 
551 through SlOn 11 
$101 throuqh $200 51 
$201 throuqh $500 189 
$501 throuqh $1,000 215 
Sl,llOl throuqh S3,01)0 247 
Wore than S3,Ocln la-7 

0.3 
n.5 
1.2 
5.6 

20.8 
23.7 
27.2 
20.7 --- -_ 

Total 

As indicated by the above statistics, althollgh examiners gen- 
erally did not assert penalties for amounts of $100 or less, 
thev seemed to consider amounts exceeding $200 to be material. 
The above statistics also indicate that examiners may have had 
some difficultv determining whether amounts of $101 to $200 
were material. 



To further assess the extent to llhich examiners took matcri- 
ality into account, we sought to determine the dollar amounts 
of understated tax liabilities associa,ted with penalty actions 
taken on the basis of single errors. As shown on page 14, our 
sample included 5116 cases in which penalties were assessed for 
single errors, The following table shows, for 316 of those cases, 
the dollar amounts of understated tax liabilities. Information on 
dollar amounts involved in the remaining 190 cases was not in- 
cluded in the files. 

Amount of understated Case files 
tax liability Number Percent 

0 
$1 throuqh $50 
$51 throuqh $100 
$101 through $200 
$201 through $500 
$501 through Sl,OOO 
$1,001 through $3,000 
More than $3,000 

2 
1 
6 

24 
82 
70 
72 
crl L- 

0.7 
0.2 
2.0 
7.7 

26.0 
22.2 
22.7 
18.5 

Total 316 100.0 

These statistics indicate that examiners rarely asserted pen- 
alties for understatements involving $100 or less when only a 
single error was involved. Again, however, some examiners did 
assert penalties for single errors when the amount involved was 
5200 or less. And, again, examiners clearly considered tax lia- 
bility understatements of more than S200 to be material, even 
where a single error had been made. 

Because preparers had complained about a lack of consistency 
in IRS penalty decisions, we also sought to evaluate the effec- 
tiveness of two specific IRS control mechanisms aimed at assur- 
inq quality and consistency. In this regard, we reviewed the 
1,699 case files included in our sample to determine whether 
(1) required supervisory reviews hati been nade before penalties 

were assessed and (2) required quality control group reviews had 
been made before penalties were assessed. rjr>wever, as discussed 
be low, we were unable to judge the effectiveness of IRS' control 
mechanisms because most of the files lacked documentation with 
resoect to the reviews. 

Of the 1,699 cases in our sample, 855, or 50 percent, per- 
tained to penalties asserted by district office examiners whose 
decisions were subject to supervisory review. 0f the 855 case 
files, 634, or 74 percent, contained no evidence of supervisory 
review. Field examiner penalty actions generally were not suh- 
ject to supervisory review during ti-e neriod covered by our sam- 
ple. However, per IRS requirements, all 1,699 case files should 
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have heen reviewed hv a quality control qroup composed of dis- 
trict examination division personnel. Yet 8.58, or 51 percent, 
of the 1,699 case files contained no indication that the required 
review had heen made. Thus, we were unable to assess the utility 
of these two control mechanisms. 

In liqht of these varied problems, IRS recognized the 
to improve its administration of the penalty for neqligent 
intentional misconduct and took some corrective actions. 

Revised IRS guidelines provided 
examiners with some criteria on 
which to base decisions for the 
neqligent misconduct penalty 

Recause preparers continued to complain to IRS and to 

need 
or 

the 
Congress about inconsistent administration of the penalty provi- 
sions, IRS took action in 1981) to remedy some of the more appar- 
ent problems. In January 1980, for example, IRS issued Revenue 
Ruling 80-28 which described three specific situations in which 
Preparers would be penalized for negligent misconduct. In Feb- 
ruary 1980, IRS heqan requiring advance supervisory review of 
field examiners' penalty assessment proposals. Those reviews, 
already in effect for office examiners, were aimed at assuring 
the uniformity and accuracy of penalty assessments. In Septem- 
ber 1980, IRS further supplementefi existing guidance by issuing 
Revenue Procedure 811-40 and Revenue Rulings 80-262 through 
80-266. Among other things, these rulings (1) reiterated that 
examiners were to take into account the complexity of the tax 
return in makinq penalty assessments and (2) noted that IRS 
would assess penalties aqainst preparers for single errors if 
such errors were sllfficientlv obvious, flagrant, or caused 
material Ilnderstatements of tax liabilities. In September 1980, 
IRS also provided quidance to examiners with respect to the 
materialitv issue in the form of a specific dollar talerance 
level. 

VThether IRS' efforts to clarify negligent or intentional 
misconduct have had their desired effects remains llnclear. Our 
sample covered the period January 1377 throuqh July 1980. Thus, 
the 1980 revisions to IRS' guidelines had little effect on our 
overall results. We noted, however, that IRS assessed 9,377 pen- 
alties against preparers for negliqent or intentional misconduct 
in calendar year 19811. Durinq 1981, only 7,229 such penalties 
were assessed. These statistics could mean that preparers' per- 
formance improved. On the other hand, IRS' new guidelines may 
have had the effect of limitinq the number of penalty assessments 
through establishment of quantitative criteria. 

In any case, IRS' new guidelines, while helpful, could be 
clarified and expanded in two ways to better assure consistency 
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in penalty assessments. In this reqard, although examiners 
have been instructed to take return complexity into account 
when making penalty decisions, they have not been afforded 
specific guidance on how to do so. IRS could do more to reduce 
uncertainty in this area. One means for doing so would in- 
volve expanding current guidelines and/or training materials 
to include case examples. Also, by requiring better documen- 
tation in case files, IRS could better evaluate the consistency 
of its penalty-related decisions. 

Inadequate guidelines have 
hampered administration of the 
penalty for willful misconduct 

Like the situation with Denalties for negliqent or inten- 
tional misconduct, IRS' administration of the penalty for will- 
ful misconduct has been hampered by inadequate guidelines. Again, 
examiners have been required to make decisions as to whether pen- 
alties ought to be asserted by taking into account the complex- 
ity of returns and the frequency and materiality of errors but 
have been afforded only general guidance as to what constitutes 
willful misconduct. Moreover, IRS has made little effort to 
clarify guidelines relating to the $500 penalty for willful mis- 
conduct. As a result, preparers have continued to complain that 
IRS has assessed this penalty in an inconsistent fashion. The 
lack of specific guidelines, together with minimal documentation 
in case files, has limited IRS' ability to assess the effective- 
ness of its efforts to detect and deter preparers who willfully 
understate taxpayers' tax liabilities. 

Beginning in late 1977, IRS examiners began asserting penal- 
ties against preparers for willful misconduct in accordance with 
general guidelines issued by IRS' national office. Basically, 
the guidelines stated that willful misconduct may he character- 
ized as actions which are more serious in nature than mere neg- 
ligence but short of criminal fraud. The guidelines nade no 
distinction between intentional misconduct ($100 penalty) and 
willful misconduct ($500 penalty). Regardless, since 1977, IRS 
has annually assessed preparers an increasinq number of willful 
misconduct penalties. Wring 1977 through 1981, IRS assessed 
8,267 such penalties. 

In response to these assessments, preparers and preparer 
qroups have complained to IRS and to members of the Congress 
that IRS lacks specific criteria for determining willful mis- 
conduct and thus has been inconsistent in assessing this penalty. 
In responding to our questionnaire, 50 of 100 paid preparers, 
who had been assessed the penalty, i.ndicated that IRS had little 



or no basis for its assessment. Among other things, the pre- 
parers complained that IRS did not take into account the complex- 
ity of the returns prepared; they also stated that IRS assessed 
willful misconduct penalties for isolated errors. 

To evaluate preparers' contentions and to determine the ef- 
fectiveness of IRS' enforcement efforts, we analyzed a randomly 
selected nationwide sample of 260 willful misconduct penalty case 
files. The case files pertained to penalties assessed from Octo- 
ber 1977 to July 1980. The specific methodology we followed in 
selectinq this random sample is discussed on pages 41) and 41. We 
sought to determine whether and how, in asserting this penalty, 
examiners took into account return complexity and the frequency 
and materiality of errors. We also sought to determine whether 
required supervisory and quality control reviews were having 
their desired effects. 

We were unable to determine whether examiners took return 
complexity into account in asserting willful misconduct penalties 
because none of the 260 case files contained comments on the com- 
plexity of the Internal Revenue Code sections involved. 

With respect to the frequency of errors, we were able to 
obtain data from 118 of the 260 case files. The remaining 142 
case files did not contain specific data on the number of errors 
made. As shown in the following table, we found that examiners 
sometimes asserted the willful misconduct penalty against preparers 
for single errors. L/ 

l/In some instances, - as part of a program action case, IRS as- 
sessed multiple penalties against a preparer for making the 
same or a similar error on many returns. In such instances, 
there is less cause for concern about the appropriateness of 
a penalty assessment for a single error on any one return. In 
calendar year 1981, 8,554, or 30 Percent, of the 28,230 return 
preparer penalties assessed pertained to program action cases- 
As discussed on pages 23 to 25, however, we were unable to de- 
termine whether any individual file was part of a program ac- 
tion case. 
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Plumber of Case files 
errors "rumher Percent -- 

One 19 16.3 
Two 22 18.3 
Three 24 20.5 
Four 18 15.6 
?lore than four 30 25.1 
More than one but 

precise number 
of errors unknown 5 4.2 

Total 118 100.0 

Further, because willful misconduct was defined by IRS as 
being more serious than negligent misconduct, it would seem rea- 
sonable to expect that examiners would apply differing interpre- 
tations to materiality in determining which penalty to assert. 
However, the following statistics for 102 of the 260 case files 
in our sample indicate that examiners seemed to apply the same 
basic materiality criteria for each penalty. 

Amount of understated 
tax liability 

Case files 
PJumber Percent 

$0 0 0 
Sl through S 50 0 n 
$51 through S 100 3 2.3 
$101 through S 200 7 6.8 
$201 through S 500 23 22.5 
S501 through S 1,000 32 31.4 
Sl,OOl throuah S 3,000 25 24.6 
More than S 2,000 12 11.8 

Total 102 100.0 

Similar to the situation with penalties asserted for negligent or 
intentional misconduct, examiners generally avoided asserting the 
willful misconduct penalty when the amount of understated tax li- 
ability was $100 or less. They were less hesitant to assert the 
penalty if the understatement was more than $100 but not more than 
$200. And, clearly, examiners considered understatements in excess 
of $2013 to be material. 

IRS, of course, may have been correct in assessing penal- 
ties for single errors and for varying amounts of understated 
tax liabilities. However, because its quidelines lack specific- 
ity and because case files lack documentation, neither we nor IRS 
can assess the appropriateness and consistency of these penalty 
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assessments. Most of the case files not only lacked information 
on complexity anil the frequency and materiality of errors, but 
also lacked information on supkrvisory and quality control re- 
views. Of the 260 case files, only 32, or 12 percent, contained 
evidence of supervisory reviews. Similarly, only 72, or 28 per- 
cent, contained evidence that required quality control reviews 
had been conducted. Clearly, IRS needs better information on 
these important penalty assessments to assure the appropriate- 
ness, consistency, and effectiveness of decisions made by exam- 
iners. 

In sum, IRS' administration of the willful misconduct pen- 
alty has been hampered by inadequate guidelines. And, because 
the guidelines are inadequate, it seems unlikely that IRS will 
soon he in a position to evaluate program effectiveness and to 
correct any deficiencies. Action is needed to (1) better define 
the circumstances under which the willful misconduct penalty 
ousht to be asserted, (2) specify how examiners ouqht to take re- 
turn complexity and the frequency and materiality of errors into 
account in assertinq this penalty, and (3) improve documentation 
in case files pertaining to examiners' decisions and supervisory 
and quality control reviews. 

Inconsistent enforcement efforts 
limited effectiveness of penalty 
for refund check violations 

Recause many taxpayers had been victimized by unscrupulous 
preparers, the Congress authorized IRS to assess a $500 penalty 
against any preparer who endorsed or negotiated a taxpayer's 
refund check. IRS used its existinq enforcement mechanisms to 
administer this penalty provision, lrith one exception. One dis- 
trict developed and used an innovative approach to detect viola- 
tors. As a result, that district accounted for a majority of 
the refund check penalties assessed during 1380 and 1981. IRS' 
renaininq 58 district offices have not detected as many pre- 
parers who endorsed or negotiated taxpayers' refund checks. 

As previously rliscussed, IRS' basic approach to adminis- 
tering the refund check penalty provision involved asking tax- 
pavers and/or preparers, during examinations, to specify which 
partv had endorsed or negotiated the refund check, During 1977 
throuqh 1979, a 3-year period, IRS assessed 1,194 refund check 
penalties nationwide. In 1980, 3,166 such penalties were as- 
sessed. Rut, as shown below, that increase is largely attrib- 
utable to the efforts of IRS' Central Region. 
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Returns filed Returns examined Refund check 
?Tumher ~Tumbe r related penalties 

Region (1)00,01)0) Percent (af-Jo) Percent Assessed Percent 

North 
Atlantic 

rlid- 
Atlantic 

Southeast 
Central 
Midwest 
Southwest 
Western 

19.6 14 334.8 15 8 

19.2 
20.9 
18.3 
19.9 
18.9 
25.7 

Total 142.5 

13 252.4 11 
15 343.4 16 
13 202.9 9 
14 269.0 12 
13 258.2 12 
18 544.4 25 - - 

100 2,205.l 100 

I) 
680 

1,895 
349 

75 
159 

3,166 

a/ 0 - 
0 

22 
60 
11 

2 
5 - 

100 

a/The actual percent is .25 percent. - 

The above statistics indicate that IRS' Central Region was 
the most active region during 198P in terms of refund check pen- 
alties, accounting for 1,895 or 60 percent of IRS' assessments. 
IRS' North Atlantic Region accounted for only 8 assessments; its 
Mid Atlantic Region made no assessments that year. The latter 
two regions, which together accounted for 313.8 million returns 
filed and 587,000 returns examined in 1980, detected only 8 re- 
fund check violations in 1980. 

We found that the extreme variance amonq regional statistics 
could be attributed to three main factors. First, each IRS dis- 
trict qenerallv was left on its own to determine the desired level 
of activity with respect to these penalty assessments. IRS' na- 
tional and regional offices established no specific goals with re- 
spect to the refund check neqotiation penalty. Second, IRS' basic 
approach to administering this penalty provision limited the num- 
ber of violators it could detect. As a general proposition, re- 
fund check violators could only be detected if returns they had 
prepared were selected for examination. Even under that circum- 
stance, however, IRS could identify violators only if taxpayers 
and/or their accompanying preparers responded to probing ques- 
tions. Third, one district office within IRS' Central Region-- 
the Louisville district--developed and actively pursued an inno- 
vative compliance approach. 

Although each of IRS' 10 service centers prepared listinqs 
of addresses to which more than one refund check had been sent, 
onlv one IRS district followed up on those lists during 198P. 
Louisville district examiners determined whether the addresses 
pertained to preparers and, if so, they visited selected pre- 
parers' places of business. The c>xaminers asked these preparers 
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whether they had endorsed or negotiated refund checks for cer- 
tain taxpayers. Often, preparers responded affirmatively and 
examiners then asserted the $500 penalty. 

The district's basic approach was not complex but it did in- 
volve seeking out potential violators, rather than waiting for 
violators to accompany taxpayers to examinations. In 1980, the 
Louisville district accounted for 1,883, or 59 percent, of the 
3,166 refund check penalties IRS assessed nationwide. In 1981, 
these efforts yielded similar results as the Louisville district 
again accounted for a disproportionate number of refund check 
penalties compared to all other IRS district offices. Specifi- 
cally, in that year, Louisville accounted for 1,562, or 75 per- 
cent, of the 2,077 penalties IRS assessed for refund check vio- 
lations. 

We discussed this matter with various IRS officials. 'The 
officials stated that there is no reason to believe that there 
are more refund check violators in the Louisville district than 
there are elsewhere. In their view, the statistical differen- 
tials were in fact attributable almost entirely to the Louisville 
district's innovative enforcement approach. 

Thus, on a national basis, IRS has not detected many refund 
check violators. As a result, taxpayers may still run a high 
risk of being victimized by unscrupulous preparers. Conversely, 
most unscrupulous preparers seem to run a low risk of being de- 
tected and penalized by IRS. Further, after 5 years of experience 
with the refund check penalty provision, IRS does not know the 
extent of the problem it faces with preparers who endorse or ne- 
qotiate taxpayers' refund checks. Actions aimed at ensuring con- 
sistent application of this penalty are warranted. These actions 
should include a reevaluation of IRS' basic compliance approach 
along with development of more specific guidance on required dis- 
trict office activity levels. 

PROGXAM ACTION CASES: RECENT BUDGET --. -~ 
CUTS HAVE L1CFXTFD IRS' ABILITY 
TO DETECW AND DETER PROBLEM PREPARERS -.. -. 

As discussed above, IRS relied primarily on its existing 
enforcement structure to administer the preparer penalty p.rovi- 
sions of the 1976 Tax Reform Act. That approach enabled IRS to 
identify many individual instances in which preparers committed 
disclosure, recordkeeping, or conduct violations. On the other 
hand, IRS also recognized the need to supplement its basic com- 
pliance approach with a special program aimed at detecting and 

23 



deterring preparers who consistently violate the law, Such pre- 
parers are of particular concern to IRS because their actions 
undermine the tax system. Further, occasional penalty assess- 
ments may not effectively deter those preparers whose financial 
gains from violations of the law greatly exceed penalty amounts 
assessed against them. 

To deal with this segment of the population, IRS developed 
and implemented a special compliance program. Specifically, IRS 
sought to identify such preparers and to initiate what was re- 
ferred to as "program action cases" against them. Through such 
cases, IRS sought to assess multiple penalties against preparers 
who committed multiple violations. Although IRS' approach to 
program action cases had some limitations, it did enable the Ser- 
vice to detect and deter some problem preparers. In January 1982, 
however, in an effort to reduce costs, IRS stopped keypunching cer- 
tain preparer-related information in service center computers. 
As a result, identifying problem preparers became a much more 
difficult task. When implemented, however, a recent IRS decision 
to reinstitute a modified version of the keypunching operation 
should alleviate this problem. 

Beginning in 1977, IRS designated an individual in each dis- 
trict office as the return preparer program coordinator. Among 
other things, coordinators maintained a card file on three kinds 
of preparer penalty actions--those under consideration, those 
asserted, and those completed. Coordinators were required to 
review the file on a monthly basis with a view toward identify- 
ing preparers who had been involved in several penalty actions. 
When such preparers were identified, coordinators requested ser- 
vice center computer listings of returns prepared by the sub- 
ject individuals. The coordinators then analyzed the returns 
and could, with supervisory approval, recommend that a number 
of the returns be examined. Through these program action cases, 
IRS sought to achieve two objectives--to correct errors on re- 
turns filed and to assert multiple penalties against preparers 
who committed multiple violations. 

Because detecting and deterring such preparers constitutes 
a very important aspect of the paid preparer compliance program, 
we wanted to evaluate IRS' efforts in that regard. However, we 
were unable to do so for two reasons. First, IRS maintained no 
centralized files on program action cases, and we therefore could 
not identify a universe from which to draw a sample. Second, IRS 
collected few statistics on program action case results as they 
pertained to specific paid preparers. Some statistics, however, 
were collected on an aggregate basis, and they shed some light on 
the utility of such cases as a {:c-!I'1pliance tool. 

In calendar year 1981, for example, IRS initiated program 
action cases against 214 paid preparers. During that same year, 
8,554 penalties were assessed in ::onnection with program action 



C?lSCS. Assuminq that there is a direct link between tarqeted 
preparers and penalties assessed for calendar year 1981, 3/ 
these statistics work out to an average of about 40 penalties 
per preparer. According to IRS officials, it was not uncommon 
for 40 or more penalties to be assessed against a preparer in a 
qiven vear. The officials further stated that, in some instances, 
penalties totaling thousands of dollars were assessed against in- 
dividual preparers through program action cases. 

On the surface then, it seems that IRS may have been achiev- 
inq some success in detecting and deterring problem preparers via 
program action cases, at least in terms of preparers who committed 
multinle violations during a given tax year. EIowever, due to a 
lack of management information, neither we nor IRS could deter- 
mine the extent of that success. Clearly, there were limitations 
on the program. In particular, IRS relied on a manual card file 
system as a means for detecting preparers who had committed mul- 
tiple violations. nistrict coordinators had to search through 
three separate file sections each month in an effort to detect 
preparers suspected of committing multiple violations. The card 
file could not be used to identify problem preparers operating in 
more than one district. Further, the file was purged annually 
and, therefore, coordinators had little means through which to de- 
tect such preparers on a year-to-year basis. 

Despite limitations, proqram action cases represented IRS' 
primary means for detecting and deterring preparers who committed 
multiple violations. In January 1982, however, due to budget 
cuts, IRS stopped keypunching preparer-related data from returns 
filed. As a result, district coordinators no longer could get 
service center listings of returns prepared by an individual pre- 
parer. This, in turn, made it much more difficult for district 
coordinators to develop program action cases. Recently, however, 
the Commissioner reconsidered the decision to eliminate the key- 
punching operation. If sufficient funds are available, the Com- 
missioner plans to reinstitute a modified version of the keypunch- 
ing operation in January 1983. According to IRS officials, the 
modified keypunching operation will facilitate development 05 
oroqram action cases in future years. 

In any case, the decision to eliminate the preparer-related 
keypunchinq operation has made it more difficult for district 
offices to develop program action cases. Furthermore, as dis- 
cussed helow, it has also affected IRS' ability to collect and 
analvze needed management information on the return preparer 
compliance proqram. 

l/Some of these penalties may have been asserted against pre- - 
parers targeted for proqram action cases in prior years. 
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INFORYATIOPJ TO ASSESS THE 
EFFECTIVEMESS OF ITS PAIJ' 
PREPARER COMPLIANCE PROGRAM 

PJhen IRS decided to seek the legal authority to assess civil 
penalties against paid preparers, it believed that such an enforce- 
ment tool would provide an effective means for dealing with what 
was believed to be a small group of problem preparers. After 5 
vears of experience with those penalties, however, it appears that 
the problem preparer group was, and still may be, larger than ori- 
ginally anticipated. This raises a question as to whether the 
penalty provisions are having their desired effects, 

Some industry representatives feel that the penalties have 
improved preparers' performance; others disagree. Similarly, 
IRS headquarters officials believe that the provisions are work- / 
inq as intended; however, some IRS field office officials do not i 
aqree with that assessment. Regardless, IRS has not collected 4 
the data needed to assess the effectiveness of its administration 3 
of the penalty provisions. In particular, IRS lacks data on pre- 
parers who commit multiple violations over the course of several 
years. Such data is needed to e:ialuate the utility of existing 
penalty provisions and the a'dequac:J of IFS' existing enforcement 
approach. IRS' Internal Audit Division alerted top Service 
manaqers to the need for management information in a January 1981 
report. However, due primarily to budget constraints, IRS has not ' ! 
souqht to collect the needed information. 

Initial IRS estimates of the 
number of problem preparers - 
were understated 

For many years, IRS knew that some negligent and/or dis- 
honest return preparers were undermining the tax system. How- 
ever, until 1977, IRS had little means for collecting data on 
the extent of the problem. Rnactment of the paid preparer pen- 
alty provisions changed that situation by affording IRS the means 
+ Lo identify returns prepared for a fee and to evaluate preparers' 
performance over time. Although IRS has not collected and ana- 
lyzed all available information, it appears that the Service's 
pre-Tax Reform Act estimates 0 f the extent of the problem were 
understated. 

As early as 1971, IRS began studyinq nethods for dealing with 
which consulted interested problem preparers. An IRS study qroup, 

IRS officials, representatives of professional organizations, and 
some commercial preparers, reported that 



to* * * evcqone thinks that the Service needs more au- 
thority to cope with the small fringe of preparers who 
are dishonest and unqualified. * * * To fill this gap 
we think we have devised some tools which the Service 
can use on a reasonable and selective basis * * *." 

In 1975, IRS estimated that there were from 20(1,000 to 
250,000 individuals involved in the return preparation husiness. 
And, of these, IRS estimated that only a few thousand were con- 
sidered to be problem preparers. 

In an effort to obtain better information on the extent of 
the problem, we sent a questionnaire to selected individuals who 
had prepared 20 or more returns for a fee in calendar year 1980. 
IRS used its computerized data base to identify that universe for 
u s . The universe totaled 196,163 preparers. We sent question- 
naires to a randomly selected nationwide sample of 434 of the 
196,163 preparers. We received 356 responses. By projecting 
the results of our questionnaire over the universe, we estimate 
that about 42,400, or 22 percent, of the 196,163 preparers had 
been involved in an IRS penalty action during the period January 
1977 through January 1981. We further estimate that 35,200 indivi- 
dual preparers were involved in disclosure and/or recordkeeping 
penalties and that 7,200 preparers were involved in penalties 
for misconduct. 

Although IRS did not specifically quantify its estimate that 
there were "only a few thousand" problem preparers, it seems ap- 
parent that the Service did not expect to detect the volume of 
offenses actually identified during January 1977 through December 
1981. In that period, IRS assessed over 232,000 penalties against 
paid preparers. lloreover, many preparers were assessed multiple 
penalties. And, IRS was able to detect this high volume of of- 
fenses despite limitations on its compliance program. 

Taken together, these statistics indicate that the preparer 
problem was, and still mav be, greater than IRS originally antici- 
pated. Furthermore, because many preparers have been assessed 
multiple penalties, questions arise as to whether the penalty pro- 
visions are having their desired effect. In fact, as discussed 
below, there are differinq views on the effectiveness of preparer 
penalties. 

Tlifferinq views on the effectiveness 
of nreoarer oenalties 

Some IRS personnel and some return preparers believe that 
the 1976 Tax Reform Act's penalty provisions have had the effect 
of imnrovinq prenarers' performance. That view, however, is not 
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shared by other IRS personnel and other return preparers. Regard- 
less, the data needed to support or refute either viewpoint has 
not been collected. 

Certain IRS headquarters officials told us that they believe 
the penalty provisions have served as an effective deterrent 
against would-be violators. The officials cited the number of 
penalties assessed since the provisions went into effect as the 
primary basis for that belief. On the other hand, various IRS 
field office personnel have a differing viewpoint. In this re- 
qard, some IRS district office and service center managers and 
examiners told us that IRS has been most successful in identify- 
ing and penalizing those preparers who have sought to comply with 
the requirements of the law. They base this belief on the view 
that IRS has been able to easily detect and penalize preparers 
who at least partially identify themselves on returns. Conversely, 
they believe that IRS has been less successful in detecting pre- 
parers who do not identify themselves on returns and/or commit 
conduct violations. 

We also obtained mixed views on the utility of the penalty 
provisions from return preparers. Our questionnaire results l/ 
>indicate that 56 percent of the preparers included in our nation- 
wide random sample believed-that the provisions have favorably 
impacted on the quality of returns prepared. Rut 21 percent felt 
that the provisions have had little or no impact. The remaining 
23 percent did not make a judgment. 

Further, in providing us with optional comments on question- 
naire reponses 2/, many preparers stated that the provisions were 
having undesired effects and/or were being administered in an un- 
even fashion by IRS. For example, of 1,833 respondents 

--222 said that preparers were being forced to take over 
IRS' examination function; 

I 

--115 said that IRS assessed Denalties for isolated errors; 

--lo8 said that IRS lacked srlfficient evidence for many 
penalty assertions; 

--105 believed that tax law complexity, not preparer incom- 
netence, caused most of the errors on returns; 

l/These questionnaire results pertain to our randomly selected - 
nationwide sample of return preparers in qeneral. 

X/These questionnaire results pertain to randomly selected samples - 
of preparers in general and prenarers who had been assessed pen- 
alties by IRS. 



--lnl felt that the nenalties had raised the cost of doing 
business in the return preparation field, thus reducing 
the number of qualified tax return preparers in business; 

--99 believed that IRS expected preparers to he more qual- 
ified than IRS employees; 

--68 believed that IPS employees were confused over and 
inconsistent in applying the penalty provisions; and 

--62 commented that the entire penalty program was worth- 
less. 

Thus, both IRS representatives and preparers have mixed 
views on the effects of the penalty provisions. IRS has col- 
lected some but not all the information needed to support or 
refute differing contentions about the proqram. However, the 
information which has been collected has not been analyzed. As 
a result, IRS does not know whether it has detected and deterred 
a sufficient number of prelsarers who have violated the law. In 
particular, IRS lacks sufficient data on preparers who commit 
multiple violations over the course of several years. Yet that 
data is crucial for determining whether preparer penalties have 
had a deterrent effect. 

IRS lacks management information 
on the effects of preparer penalties 

The 1976 Tax Reform Act's penaltv provisions were desiqned 
to provide IRS a means for dealins with incompetent and/or dis- 
honest return preparers. After 5 years of experience with the 
provisions, however, IRS lacks information on whether the law 
has achieved its desired effect. Moreover, IRS does not know 
whether its compliance approach constitutes the most effective 
means for dealing with problem preparers. Better management 
information is needed to answer these key questions. 

In January 1977, IRS began entering paid preparers' names 
and identification numbers into service center computers as part 
of its disclosure violation detection proqram. IRS thus collected 
data at its 10 service centers on the nunher of preparers in busi- 
ness, at least to the extent that preparers were willinq to iden- 
tify themselves on tax returns. However, IRS did not consolidate 
the data it had collected and thus has not developed key baseline 
information on the universe of preparers in business each !rear. 
6rithout that data, IRS has little basis for measuring the extent 
of any problem it has with groups of preparers. lloreoverd be- 
qinninq in ,Ianuarv 1982, due to burlrlet constraints, IRS stopped 
entering preparers' names and identification numbers into service 
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center computers. Elimination of that activity resulted in cost 
savings of $4.5 million, accordinq to IRS estimates. As a re- 
sult, however I IRS will find it difficult to identify the universe 
of preparers in business in future vears, 

i 

Resides not identifying the universe of preparers in business 
during particular years, IRS also lacks information on preparers 
who consistently violate the law on a year-to-year basis. At its 
10 service centers, ZRS collected computerized information on 
disclosure-related penalty assessments, collections, and ahate- 
ments. That data was used to identify trends in those categories 
and the trends formed the basis for managerial decisions. For ex- 
ample, in 1977, IRS' statistical analyses indicated that disclosure- 
related penalty abatement rates were high. Further analysis enabled 
IRS to determine that many preparers were unfamiliar with the then- 
new penaltv provisions. 
program for preparers. 

This prompted IRS to begin an education 

On the other hand, although IRS had collected data on dis- 
closure violations, it did not use the computerized data to iden- 
tify preparers who had committed multiple violations. Without 
such data, IRS has no way of determininq whether there exists 
an intractable qroup of preparers who can be expected to continue 
violatinq disclosure requirements over the course of several 
years. That group would merit special IRS attention. Clearly, 
if such a group were identified, IFS would want to reevaluate 
both its compliance approach and the utility of existinq penal- 
ties for disclosure violations. 

Like the situation in service centers, district offices 
collected information on disclosure, recordkeeping, and conduct 
penalties. However, the information was collected primarily for 
case control purposes, rather than for manaqement information 
purposes. Moreover, district offices relied on a manual card 
file svstem; no penalty-related data was keypunched into com- 
puters. 

The file system used in the four districts we visited-- 
Detroit, Fargo, Manhattan, and San Francisco --contained individ- 
ual cards for each potential or actual penalty assertion against 
a preparer. The cards were retained in one of three separate 
file sections depending on whether the penaltv action was pend- 
ins, had been initiated, or had heen initiated and closed. As 
previously discussed, by checkins through these three separate 
file sections, an examiner could deternine whether an individual 
preparer had committed multiple violations with respect to current 
year returns filed. However, in terns of management information 
with respect to preparers in general, the card file could not 
easily be used to develop useful data. 
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District offices did use the card file for generating lim- 
ited manaqement information on the total number of penalties 
assessed each quarter and the number of individual preparers 
involved in the assessments. Tlowever, little management infor- 
mation pertaininq to preparers who had committed multiple vio- 
lations was developed. This is because developing and updating 
such manaqement information throuqh card file analyses is a 
very costly and time-consuming task. 1,lithout that information 
thouqh, IRS cannot evaluate the effectiveness of district office 
efforts to deal with preparers who violate disclosure and conduct 
requirements. And, aqain, IRS has no wav of knowing whether 
it is dealing with an intractable group of preparers which can 
be expected to continue violating the law. 

A similar problem exists with respect to management infor- 
mation comparing and combining data on service center and dis- 
trict penalty assertions. IRS needs to know whether service 
centers and districts are assertinq different penalties against 
the same individuals. If that is the case, then IRS would want 
to pay particular attention to such preparers in future years. 
Otherwise, the preparers could continue exhibiting a pattern of 
errors over a period of time while being detected only in iso- 
lated instances. This overall lack of information on such pre- 
parers is perhaps one reason why IRS has made little use of 
its injunctive authority. Only five preparers were subjected 
to injunctions during 1977 through 1981. 

IRS thus has not developed the data needed to fully assess 
the utility of preparer penalties. Neither does IRS know whether 
its compliance enforcement approach is appropriate. These find- 
ings are not new: IRS' Internal Audit Division brought them to 
the Service's attention in January 1981. 

IRS' Internal Audit Division 
already has cited the need for 
better management information 
on preparer penalties 

In a January 1981 report, IRS' Internal Audit division re- 
ported that the Service could improve its administration of the 
preparer penalty provisions by (1) estahlishinq program goals and 
(2) adapting its management svstems to qather information on the 
extent to which those goals are met. As of September 1982, how- 
ever, IRS had not acted on the Internal Audit Division's recom- 
mendations. 
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In its January 1981 report, the Internal Audit Division 
stated the following: 

-- "The current program does not require analysis of re- 
sults to identify the types and extent of compliance 
problems. There also has not been a determination as 
to what will be considered a satisfactory level of 
voluntary compliance within the preparer community. 
Without a starting point, a measurement criteria and 
an established goal, the Service cannot effectively 
appraise whether the Program is resulting in increased 
compliance. 

We recommend that the Service identify the areas of 
greatest noncompliance, determine the level of compli- 
ance considered satisfactory and establish measurable 
program goals and objectives based on known compliance 
problems. u 

--"The lack of measurable qoals and objectives has not 
enabled the Service to systematize the accumulation of 
information to help management evaluate the results of 
the program. 

We recommend that the Service improve the feedback for 
managing and evaluating the Return Preparers Program by 
adapting current management information systems to pro- 
vide complete and comprehensive data that will assist 
in measuring and evaluating the achievement of the pro- 
gram goals and objectives when they are established." 

In response to the report, top IRS managers stated the 
following: 

"Rather than establishing quantitative goals for pre- 
parer identification and resource application, the 
proqram is designed to identify and address the prob- 
lem of incompetent, unscrupulous, or fraudulent pre- 
parers through existing return processing and exami- 
nation procedures. The Assistant Commissioners believe 
that existing procedures provide an effective means for 
identifying suspect preparers, uniformly applyinq the 
preparer penalty provisions and ensuring a high degree 
of compliance with rules and regulations. 

Compliance, however, will meet with Planning and 
Research, Statistics Division to analyze and consider 
the implications of previously accumulated Taxpayer 



Compliance Yeasurenent Program (TCUP) data. The Sta- 
tistics Division will, also, be requested to partici- 
pate in a study with Compliance to determine the fea- 
sibility of measuring preparer compliance." 

In effect, through the above response, top IRS managers speci- 
fied their belief that the preparer penalty program was working 
well. At the same time, however, they acknowledged that the data 
to support their belief was not available. The managers thus 
indicated that key Service personnel would meet to analyze and 
consider previously accumulated data on return preparers. They 
further stated that a study would he conducted to determine the 
feasibility of measuring paid preparer compliance levels. II ow- 
ever, as of September 10, 1982, neither action had been taken. 

Although much time has elapsed since the above actions were 
first proposed, there still exists a need for IRS to actually 
carry them out. One IRS official, who has responsibility for the 
Service's Taxpayer Compliance Measurement Program, told us that 
previously accumulated data probably would not be of much help 
in assessing paid preparer compliance levels. This is because 
IRS has not sought to collect much data on preparers or preparer 
penalties during past Taxpayer Compliance Measurement Program 
cycles. On the other hand, the official also noted that future 
Taxpaver Compliance Measurement Program cycles could in fact 
provide a vehicle for assessing compliance levels among paid pre- 
parers. The official noted, however, that such an effort would 
require extensive advance study, development of a scientific ap- 
proach, and time-consuming implementation and analysis. 

The return preparer penalty provisions of the 1976 Tax Re- 
form Act were designed to enable IRS to deal with incompetent 
and/or dishonest preparers. After 5 years of experience with the 
provisions, however, the overall effectiveness of the program is 
unknown. This is because, for a varietv of reasons, IRS has not 
developed needed management information1 As a result, the Con- 
gress and IRS have no real assurance that the legislative actions 
with respect to return preparers have achieved their desired ef- 
fect. 

Available statistics do indicate that IRS has keen success- 
ful in getting an important segment of the preparer population-- 
those who onlv partiallv identify themselves on tax returns they 
prepare --to more fully comply with disclosure requirements. On 
the other hand, it seems questionable whether IRS has been as 
successfrll in dealing with another segment of the preparer 
population-- those who completely fail to identify themselves on 
returns they prepare. With respect to this population segment, 
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IRS' compliance approach limits its ability to detect such pro- 
parers. Yet this preparer qroup, whose size is unknown, is of 
great concern to IRS. llhen an individual prepares a return for 
a fee and does not so indicate that fact on the return, the in- 
dividual's motives may be suspect. TRS needs to develop better 
information on the extent of the problem it faces in this regard 
and use that information to reevaluate its compliance approach. 

The extent to which IRS has been successful in dealing with 
preparers who commit conduct violations also is unknown. Inade- 
quate guidelines have hampered examiners' efforts to assert pen- 
alties for neqliqent or intentional misconduct. Although IRS has 
taken stens to improve its guidelines for these penalties, further 
improvements are needed. Inadequate quidelines also have hamper- 
ed examiners' efforts to assert penalties for willful misconduct. 
IRS has not yet taken steps to improve those guidelines. Also, 
inconsistent enforcement efforts against preparers who negotiate 
taxpayers' refund checks have raised questions about the effec- 
tiveness of IRS' current compliance approach with respect to that 
particular problem. 

Resides built in compliance program limitations and difficul- 
ties with quidelines, IRS hais not collected or analyzed all of the 
data needed to assess program effectiveness. Thus, the extent to 
which IRS has been effective in detecting and deterring compliance 
problems among the entire population of preparers is unknown. Of 
particular siqnificance is the fact that IRS lacks data on pre- 
parers who commit multiple violations over the course of several 
vears. Such data is essential because preparers who consistently 
violate the law should be put out of business. Otherwise, they 
can continue preparing erroneous returns. Problems with respect 
to lack of data on program effectiveness were hrouqht to top IRS 
managers' attention by the Service's Internal Audit Division in 
early 1981. However, due primarily to hudqet constraints, little 
action has been taken on the Internal Audit Division's recommen- 
dations. 

Rudqet constraints also forced IRS to reevaluate recurring 
costs associated with the return preparer compliance program. 
As part of the Administration‘s Government-wide cost cutting ef- 
fort, IRS determined that it could best absorb some budget cuts 
by eliminating the computer-supported service center portion of 
the preparer proqram. This has, however, reduced IRS' ability 
to develop proqram action cases because service center computer 
listinqs were essential to that nroqram. Program action cases 
represented IRS' primary means for dealing with preparers who 
violated the law on a consistent basis. Elimination of the ser- 
vice center computer operation also has affected IRS' ability to 
develop needed management informa tion on the preparer compliance 
program and reduced IRS' ability tc: detect partial disclosure 
violations. 
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The Commissioner, however, recently reconsidered the deci- 
sion to eliminate the service center portion of the paid preparer 
compliance proqram. I/ If sufficient funds are available, the Com- 
missioner plans to implement a modified version of the proqram in 
,January 1983, The revised proqram will be directed primarily at 
facilitating development of program action cases in future years. 
It is not, on the other hand, desiqned to qenerate extensive man- 
aqement information nor does IRS presently contemplate using the 
proqram as a means for detecting partial disclosure violations. 

Clearly, IRS needs to reinstitute the computer-supported 
service center program which facilitates development of program 
action cases. Furthermore, there are some steps which IRS ought 
to take to resolve questions about the appropriateness of its com- 
pliance approaches, the consistency of penalty decisions, and the 
overall effectiveness of preparer penalties as compliance tools. 
With respect to the latter point, two independent studies, each 
with a different scope, have reached the same conclusion. That 
is, both the IRS Internal Audit Division report and our review 
have surfaced the need for better management information on IRS' 
return preparer compliance proqram. Actions IRS needs to take 
with respect to its program are discussed below. 

RECOMEIENDATIONS TO THE COMMISSIONER 
QF INTERNAL REVENUE 

because problem preparers undermine the tax system, IRS 
needs to do all it can to detect and deter these individuals. 
To determine the extent of the preparer noncompliance problem, 
we recommend that the Commissioner identify and implement the 
least costly means of collecting needed management information 
on the preparer population and on preparer penalties. The Com- 
missioner should ensure that the data collected includes informa- 
tion on preparers who commit multiple violations over the course 
of several years. Without basic management information, neither 
IRS nor the Conqress will be able to assess the effectiveness of 
preparer penalties as compliance tools. In this reqard, the 
Commissioner may wish to consider using the Service's Taxpayer 
Compliance Measurement Program as a means for collectinq some of 
the needed data. 

l/In a draft of this report sent to IRS for comment, we proposed - 
that the Commissioner reevaluate the decision to stop keypunch- 
inq preparer-related data. However, when IRS informed us of the 
Commissioner's recent action on this matter, we deleted that 
proposal. 
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As part of the process of gatherinq and analyzing management 
information on the paid preparer noncompliance problem, we recom- 
mend that the Commissioner also reassess certain IRS compliance 
approaches and take corrective actions as appropriate. In this 
reqard, the Commissioner should specifically (1) determine 
whether a sizeahle group of preparers exists who are not iden- 
tifying themselves on returns they prepare and have not been 
detected by IRS' current compliance program and (2) reevaluate 
the Service's current nationwide approach to detecting paid pre- 
parers who negotiate taxpayers' refund checks. 

One possible means for assessing the extent of the problem 
with preparers who do not identify themselves on tax returns 
would involve locating preparers through their advertisements and 
then visiting their places of business with a view toward identi- 
fying returns they have prepared. IRS could then check the re- 
turns to see if the preparers identified themselves. If not, 
the returns could be examined to determine why the preparers had 
not identified themselves. Recause the Louisville district al- 
ready is using a similar approach with respect to preparers who 
negotiate taxpayers' refund checks, the Commissioner may want to 
include that district in any test that is made. Also, as one pos- 
sible means for reevaluating the Service's compliance approach 
with respect to preparers who negotiate taxpayers' refund checks, 
the Commissioner may wish to test, in certain other regions and 
districts, the Louisville district's innovative approach for deal- 
ing with the problem. In this regard, the Louisville district has 
demonstrated that IRS' current national compliance approach to the 
problem may not he working as well as it should and that a more 
vigorous effort on IRS' part seems warranted. Whatever plan the 
Commissioner decides to pursue with respect to these two problem 
areas, it is essential that any tests be conducted in a sound 
methodological manner and in a sufficient n\lmher of locations so 
that decisions can be made on whether, and what, actions should be 
implemented nationwide. 

Finally, to assure greater consistency in penalty assertion 
decisions, we recommend that the Commissioner: 

--Publish guidelines better defining the circumstances under 
which the willful misconduct penalty ought to be asserted. 
Ry so doing, the Commissioner would hetter ensure consist- 
ency in the application of this penalty while also alerting 
preparers to situations in which they should expect to be 
penalized for this serious violation. 

--Identify additional means through which to better ensure 
that examiners take tax law complexity into account when 
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making penalty assertion decisions. In this regard, the 
Commissioner may wish to discuss this issue with represen- 
tatives of paid preparer groups with a view toward develop- 
ing solutions to a continuing problem. One solution the 
Commissioner may wish to consider would be to revise and/or 
expand examiner training on this matter. Another solution 
the Commissioner may wish to consider would be to provide 
examiners with written examples of cases in which return 
complexity precluded penalty assertions as well as cases 
in which alleged return complexity did not constitute valid 
cause for preparers' errors. 

--Specify that all penalty case files contain information on 
the type of penalty assessed, the basis for the penalty 
action, the dollar amounts involved especially in terms of 
understated tax liabilities, and the results of supervisory 
and quality control reviews. Without such information, IRS 
managers and internal auditors cannot fully evaluate the 
effectiveness of IRS' compliance program. 

AGENCY COMMENTS AND 
OUR EVALUATION 

Ry letter dated September 11, 1982 (see app., II), the 
Commissioner of Internal Revenue stated that: 

--It would be beneficial for IRS to have more information 
on preparer compliance levels and that the Service's Tax- 
payer Compliance Measurement Program may be a good vehicle 
for obtaining that information. However, because results 
from that program will not be available until mid-1985, 
the Service will evaluate the usefulness of an interim 
study aimed at collecting management information on returns 
where preparer penalties have been asserted. Thus, IRS 
plans to explore both long- and short-term approaches 
to developing needed management information on preparer 
penalties. 

--IRS hopes to use its Taxpayer Compliance Measurement Pro- 
gram to determine whether a sizeable group of preparers 
exist who are not identifying themselves on returns they 
prepare and have not been detected by other compliance 
programs. 

--The Service will review district procedures to ascertain 
whether the Louisville district's experience with refund 
check violations is indicative of a nationwide problem, 

--IRS will seek to better define the circumstances under 
which the willful misconduct penalty ought to be asserted 
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by incorporating pertinent court cases in training material 
related to preparer penalties. 

--IRS sees a need to give additional emphasis to the tax law 
complexity issue in its training material. This issue will 
be addressed in future revisions of training material re- 
lated to preparer penalties. 

--Despite existing Internal Revenue Manual requirements, it 
is possible that some case files may lack certain documen- 
tation. IRS therefore plans to reemphasize existing re- 
quirements to better ensure that case files contain suffi- 
cient documentation. 

The actions proposed by the Commissioner are generally re- 
sponsive to our recommendations. Over the long term, these 
actions should enable IRS to (1) determine the overall effective- 
ness of its paid preparer compliance program and (2) correct any 
identified deficiences. 

Even so, we think that the Commissioner could better assure 
consistent application of the willful misconduct penalty by taking 
the action proposed one step further. We saw the need for better 
guidance for examiners and preparers regarding the circumstances 
in which this penalty should be imposed and recommended that IRS 
publish guidelines to this end. The Commissioner recognized in 
his comments that, other than the legislative history and Trea- 
sury regulations, there are no guidelines that specifically dis- 
cuss this penalty. He agreed that examples of willful miscon- 
duct might be helpful in promoting a consistent application of 
the penalty but stated that fashioning an all-inclusive defini- 
tion of the term "willfulness" would be a difficult task, This 
is because determining whether a preparer acted willfully is a 
factual question. Accordingly, he proposed to better define the 
circumstances under which the willful misconduct penalty ought 
to be asserted by incorporating pertinent court cases in train- 
ing material related to preparer penalties. He made no mention, 
however, of further publicizing this information. 

We agree with the Commissioner that it would be difficult 
to fashion an all-inclusive definition of "willfulness." In our 
view, however, the very fact that it is so difficult to define 
willfulness is reason enough for IRS to make a concerted effort 
to develop guidelines which discuss the complexities of the 
concept. The guidelines need not seek to "fashion an all- 
inclusive mechanical definition" of the term. Instead, they 
could seek to shed light on the factors that need to be taken 
into account when determining whether a preparer committed a 
willful misconduct violation. And several examples of circum- 
stances in which IRS deemed that penalty appropriate, as well 
as examples in which IRS deemed the penalty inappropriate, 
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would be helpful. Flaking this information available through 
means other than training materials, as has already been done 
for the penalty pertaining to negligent misconduct, would 
provide examiners and preparers better guidance, This, in 
turn, would give IRS management greater assurance that the 
willful misconduct penalty will be more consistently applied, 

Of broader concern, however, is the need for the Commis- 
sioner to take into account the expected status of IRS' taxpayer 
service program when developing a timetable for implementing 
corrective actions to the paid preparer program. The taxpayer 
service proqram involves answering questions: providing self- 
heln or direct return preparation assistance to certain tax- 
payers: and otherwise assisting taxpayers over the telephone, 
at walk-in offices, and throuqh correspondence. IRS' fiscal 
year 1983 budget request called for sharp cutbacks in these ac- 
tivities. Those budget cuts, if approved by the Congress, L/ 
could have the effect of forcing manv more taxpayers to seek 
assistance from paid preparers. The Commissioner should keep 
this possibility as well as the problem of increasing tax law 
complexity in mind when determininq the timing of corrective 
actions related to IRS' naid preparer compliance program. 

l/As of necemher 14, 1992, IRS' fiscal year 1983 budqet request - 
had not been apnroved. Instead, IRS was operating under a con- 
tinuinq resolution. vl11S, the question of whether IRS would in 
fact cut back on its taxnayer service activities in fiscal year 
1983 was unresolved as of that date. 



CHAPTER 3 

OBJECTIVES, SCOPE, AND 

METHODOLOGY OF REVIEW 

The Joint Committee on Taxation asked us to evaluate the 
effectiveness of IRS' tax return preparer program in achieving 
the goals intended by the Tax Reform Act of 

--helping IRS to identify returns prepared by paid preparers, 

--deterring preparers from engaging in negligent or fraudu- 
lent practices designed to understate taxpayers' tax lia- 
bilities, and 

--prohibiting preparers from endorsing or negotiating tax- 
payers' refund checks. 

We were also asked to examine IRS' administration of the program 
in general and specifically to see whether IRS uniformly applied 
penalties against preparers. Further, we were asked to obtain 
the opinions of tax return preparers on program effectiveness and 
IRS' administration, 

To the extent possible and practical, we used standard sta- 
tistical techniques in selecting samples of preparers and penalty 
cases while carrying out our audit work. Our samples were con- 
structed to give us a 95 percent confidence level with an error 
rate of + 5 percent. - 

We selected our preparer samples from two groups--preparers 
in general and preparers who had been subjected to penalties. 
To obtain the views of preparers in general on the utility of 
the Tax Reform Act's penalty provisions and the effectiveness 
of IRS' administration, we sent a questionnaire to a randomly 
selected sample of 434 individuals who had prepared 20 or more 
tax returns in calendar year 1980. We received 356 responses-- 
an 84.8 percent response rate. This sample was drawn from an 
IRS-identified universe of 196,193 preparers. 

To evaluate the appropriateness and effectiveness of IRS 
penalty assessments, we selected and analyzed a randomly selected 
sample of 3,348 district-initiated penalty assessments. Our sam- 
ple was drawn from the universe of penalties assessed by district 
offices during the period January 1977 through July 1980. That 
universe totaled 16,369 cases and included penalties for disclo- 
sure, recordkeeping, and conduct violations. Of the 3,348 sample 
cases, IRS located 3,041. The following table shows how the 3,041 
cases were distributed in terms of types of penalties. 
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Type of penalty kumber of cases 

Lisclosure 681 

Recordkeeping 271 

Conduct: 
begligent or intentional 

misconduct 
Killful misconduct 
Endorsement or negotia- 

tion of refund check 

1,699 
260 

45 

hultiple penalties 

Uinknown 

82 

3 

Total 

Eesides reviewing the 3,041 case files, we also sent a question- 
naire to each preparer included in this sample. F;e wanted to de- 
termine whether preparers wha had been penalized by IRS differed 
from preparers in general in their views on the utility of penal- 
ties and the effectiveness of IRS' administration. Because some 
preparers included in our sample had been assessed more than one 
penalty by IRS, the number of preparers involved did not total 
3,041. In this regard, IRS maintains case files by penalty ac- 
tion and not by preparers' names. Thus, there were 2,127 prepay- 
ers involved in the 3,041 penalty assessments. Vie sent a ques- 
tionnaire to all 2,127 preparers and received 1,477 responses, a 
69.4 percent response rate. Since a different Fortion of the 
eligible cases were selected from each IRS region, the responses 
were weighted, on the basis of the probability of selection, to 
cbtain the national results. 

In carrying out this review, we visited all 10 IRS service 
centers and 4 of IRS' 59 district offices. At the 10 service 
centers, we interviewed IRS officials as well as employees re- 
sponsible for carrying out the penalty program. Ke also re- 
viewed office memorandums, publications, computer listings of 
preparer actions, and account cards showing penalty assessments. 
At the four district offices--Cetroit, Fargo, Manhattan, and San 
Francisco-- we interviewed IRS officials and emplcyees responsible 
fcr carrying out the penalty Frogram. Included in interviews at 
each district were at least six field or office examiners, the 
employees responsible for initiating penalty actions. he re- 
viewed available records which included copies of procedures, 
interoffice memorandums, Fublications, and reports on preparer 
Fenalty actions. In selecting district offices to visit, we took 
several factors into consideration including the need for cecgra- 
phical coverage, the size of district offices from an examination 
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function standpoint, and the fact that IRS' Internal Audit Civi- 
sion was concurrently analyzing penalty assessments in certain 
district offices. 

CYe also interviewed IRS headquarters officials from the Gf- 
fice of the Chief Counsel, the Criminal Investigation Division, 
the Examination Division, the Individual Tax Division, the In- 
ternal Audit Division, the Returns Frocessing Divisicn, the Sta- 
tistics Division, and the Tax Systems Division. Preparer groups 
we talked to included the Associaticn of Tax Consultants, the 
hational Association of Enrolled Agents, H&R Block, Inc., the 
California Society of Certified Fuhlic Accountants, the Louisi- 
ana Society of Certified Public Accountants, and the Oregon Board 
of Tax Service Examiners. 
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APPENDIX I APPENDIX I 

RETURN PREPARER 

PENALTIES AUTHORIZED 

RY THE TAX REFORM ACT OF 1976 

Penalty Penalty amount 
Section of code Violation type per violation 

6694(a) 

6694(b) 

6695(a) 

6695(b) 

6695(c) 

6695(d) 

6695(e) 

6695(f) 

Understatement of tax- 
payer's tax liability 
because of negligent or 
intentional disregard of 
rules and regulations by 
preparer 

Understatement of tax- 
payer's tax liability 
because of willful action 
of preparer 

Failure of preparer to 
furnish copy of return 
to taxpayer 

Failure of preparer to 
sign return 

Failure of preparer to 
furnish identifying 
number on return 

Failure of preparer to 
maintain copies of re- 
turns prepared or main- 
tain a listing of clients 

Failure of person who em- 
ploys a preparer to: 

(1) file required in- 
formation return 
on employee, or 

(2) provide all the 
information re- 
quired on the re- 
turn 

Endorsing or negoti- 
ating a taxpayer's 
refund check 

Conduct $100 

Conduct 

Record- 
keeeping 

$ 25 

Disclosure $ 25 

Disclosure $ 25 

$500 

Record- 
keeping 

Record- 
keeping 

Record- 
keeping 

Conduct 

$ 50 

$100 

$5 

$500 
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APPEIDIX II APPENDIX II 

COMMISSIONER OF INTERNAL REVENUE 
Washington, DC 20224 

Mr. William J. Anderson 
Director, General Government Division 
United States General Accounting Office 
Washington, DC 20548 

Dear Mr. Anderson: 

Thank you for the opportunity to review your draft report entitled 
"Administering Commercial Return Preparer Penalties: IRS Has Made Progress 
Eut E'urther Improvements are Needed." 

We are enclosing comments on your recommendations. As mentioned in your 
report, our own Internal Audit organization has also reviewed this area and, 
based on recommendations made in their January 1981 report, we have taken 
steps (some of which you noted) to improve the administration of return 
preparer provisions. 

We believe it is important to note that return preparer penalty 
assessments reviewed by your study covered the period from January 1977 
through July 1980. During this period, we recognized that we had problems 
with return preparer penalty assessments that had to be dealt with. We did 
so by revising Internal Revenue Manual instructions on a number of 
occasions. We also met with various professional organizations in drafting 
Revenue Procedure 80-40, 1980-2 C.B. 775 and Revenue Pulinqs 80-262 through 
80-266, 1980-2 C.B. 375. All of these documents (which were published after 
July 1980) provide guidelines for asserting the preparer penalty for 
negligent disregard of rules and regulations. Since publication, we have 
not received any critical comments from the preparer industry. 

We realize that there is a need for additional data that will allow us 
to more effectively monitor compliance of professional income tax return 
preparers. We will be exploring ways of doing this, perhaps as an addition 
to the next cycle of our Taxpayer Compliance Measurement Program (TCMP). 

We hope that our comments will be helpful in preparing your final report. 

With kind reqards, 

Sincerely, 

lh$&mant of the Tmasury Internal Revenue Service 
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APPENDIX II APPEHDIX II 

RESPONSES TO THE RECOMMENDATIONS TO THE COMMISSIONER 

MADE IN THE DRAFT GAO REPORT ON THE 

RETURN PREPARERS PROGRAM 

Recommendation #I 

BeCaUSe problem preparers undermine the tax system, IRS needs 
to do all it can to detect and deter these individuals. To 
determine the extent of the preparer noncompliance problem, we 
recommend that the Commissioner identify and implement the least 
costly means of collecting needed management information on the 
preparer population and on preparer penalties. The Commissioner 
should ensure that the data collected includes information on 
preparers who commit multiple violations over the course of 
several years. Without basic management information, neither IRS 
nor the Congress will be able to assess the effectiveness of 
preparer penalties as compliance tools, In this regard, the 
Commissioner may wish to consider using the Service's Taxpayer 
Compliance Measurement Program as a means for collecting some of 
the needed data. 

As part of the process of gathering and analyzing management 
information on the paid preparer noncompliance problem, we 
recommend that the Commissioner also reassess certain IRS 
compliance approaches and take corrective actions as appropriate. 
In this regard, the Commissioner should specifically (1) determine 
whether a sizeable group of preparers exists who are not 
identifying themselves on returns they prepare and have not been 
detected by IRS' current compliance program and (2) reevaluate the 
Service's current nationwide approach to detecting paid preparers 
who negotiate taxpayers’ refund checks. 

with 
One possible means for assessing the extent of the problem 

preparers who did not identify themselves on tax returns 
would involve locating preparers through their advertisements and 
then visiting their places of business with a view toward 
identifying returns they have prepared. IRS could then check the 
returns to see if the preparers identified themselves. If not, 
the returns could be examined to determine why the preparers had 
not identified themselves. Because the Louisville district 
already is using a similar approach with respect to preparers 
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who negotiate taxpayers’ refund checks, the Commissioner may want 
to include that district in any test that is made. Also, as one 
possible means for reevaluating the Service’s compliance approach 
with respect to preparers who negotiate taxpayers’ refund checks, 
the Commissioner may wish to test, in certain other regions and 
districts, the Louisville district’s innovative approach for 
dealing with the’ problem. In this regard, the Louisville district 
has demonstrated that IRS’ current national compliance approach to 
the problem may not be working as well as it should and that a 
more vigorous effort on IRS’ part seems warranted. Whatever plan 
the Commissioner decides to pursue with respect to these two 
problem areas, it is essential that any tests be conducted in a 
sound methodological manner and in a sufficient number of 
looations so that decisions can be made on whether, and what, 
actions should be implemented nationwide. 

Comments: 

The Service is aware that with the ever-increasing 
complexities in the Federal tax statutes, it is important to have 
the capability of identifying and dealing with paid return 
preparers whose conduct in representing their clients is 
improper. While a formal compliance program with stated numerical 
objectives has not been established and is not contemplated at 
this time, problem preparers are constantly being identified and 
monitored through other compliance programs. For example, through 
our DIF selection system, returns are selected for examination 
because of a high potential for error. By the examination of 
those returns in IRS local offices, patterns of improper conduct 
by preparers are identified and appropriate actions taken to deal 
with the problem. Even though we examine only a small fraction of 
the total returns filed, we can identify the abusive preparer. 

Further, both revenue agents and tax auditors have local 
knowledge of the preparer industry. Through examinations of 
returns, they are aware of preparers in their respective 
communities that prepare returns with multiple adjustments which 
would give rise to the assertion of a return preparer penalty. 
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As pointed out in the Service’s own Internal Audit Report On 
the return preparer program issued in January 1981, it would be 
beneficial for the Service to have more information on the total 
number of preparers and, thereby, be able to estimate levels of 
compliance within the industry. We agree that the Taxpayer 
Compliance Measurement Program (TCMPj3’may be a good vehicle for 
collecting some information on all ofrthe various types of 
preparer penalties. The first survey for which such data could be 
collected is the survey of 1982 individual returns filed in 1983, 
since an audit evaluation document (checksheet) will be developed 
shortly. The information from this survey will not be available 
until mid-1985 when production of the first output table is 
expected. Through the TCMP, the Service hopes to determine 
whether a sizeable group of preparers exists who,are not 
identifying themselves on returns they prepare and have not been 
detected by other Compliance programs. 

Although it may be possible to collect information on returns 
where preparer penalties have been asserted, such data may not be 
conceptually valid when we attempt to project them to the popula-; 
tion of preparers. The Service will evaluate the use’fulness of a 
study to produce such management information. 

With regard to the Louisville District ‘check negotiation 
project, the Service will review District procedures to ascertain 
whether a problem exists nationwide. 
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Recommendation #2 

Finally, to assure greater consistency in penalty assertion 
decisions, we recommend that the Commissioner: 

-- Publish guidelines better defining the circumstances under 
which the willfiul misconduct penalty ought to be asserted. 
By so doing, the Commissioner would better ensure consis- 
tency in the application of this penalty while also 
alerting preparers to situations in which they should 
expect to be penalized for this serious violation. 

Commint s : 

other than the legislative history and treasury regulations, 
there are no "guidelines' (i.e., Revenue Rulings, etc.) that 
specifically discuss Sectio??%94(b). This is due to the fact 
that the determination of whether a preparer's conduct was 
"willful" is a factual question. We believe it would be 
difficult, if not impossible, to fashion an all-inclusive, 
mechanical definition of *willfulness9 that would be useful in 
determining whether a preparer's conduct falls within the purview 
of Section 6694(b). while examples of willful misconduct may be 
helpful in promoting a consistent application of the preparer 
penalty by examiners, the penalty is to be applied in light of all 
the facts and circumstances of each case, taking into account any 
and all mitigating factors. Thus, the term "willful,* when 
employed in a civil context, connotes a voluntary, conscious, and 
intentional act. 

The service normally includes all relevant court cases in 
training material for all program areas. Therefore, as the return 
preparer segments of training material come up for review, we will 
Incorporate pertinent court cases. 
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Recommendat ion # 3 

-c Identify additional means through which to better ensure 
that examiners take tax law complexity into account when 
making penalty assertion decisions. In this regard, the 
Commissioner may wish to discuss this issue with representa- 
tives of paid preparer groups with a view toward developing 
solutions to a continuing problem. One solution the 
Commissioner may wish to consider would be to revise and/or 
expand examiner training on this matter. Another solution 
the Commissioner may wish to consider would be to provide 
examiners with written examples of cases in which return 
complexity precluded penalty assertions as well as cases in 
which alleged return complexity did not constitute valid 
cause for preparers’ errors. 

Comments: 

Currently, the Service position on return complexity is set 
forth in Rev, Proc. 80-40, 1980-2 C.B, 775, and in our 
instructions to field personnel. These instructions are at IRM 
4297.2. In Section 4 of Rev. Proc. 80-40, the Service adopted the 
position that in determining whether the return preparer penalty 
should be asserted, all relevant facts and circumstances of each 
case should be taken into account. In making this determination, 
the nature of the error causing the understatement must be taken 
into account. Specifically, the Revenue Procedure requires that 
the examiner must decide: 

Was the provision that was misapplied or not 
discovered so complex (emphasis added), uncommon, 
or highly technical that a competent preparer of 
returns of the type at issue might reasonably be 
unaware or mistaken as to its applicability? 

The Service does see the need to give additional emphasis to the 
issue of complexity in its training material. Therefore, this issue 
will be addressed in future revisions of training material that 
contain a segment on the return preparer penalty. 
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APPEUDI X I I 

Recommendation #Q 

-- Specify that all penalty case files contain information on 
the type of penalty assessed, the basis for the penalty 

the dollar amounts involved especially in terms of i action, 
understated tax liabilities, and the results of supervisory i 
and quality control reviews. Without such information, IRS 
managers and internal auditors cannot fully evaluate the f 
effectiveness of IRS’ compliance program. 

Comments: 

The Service currently requires that examiners make certain 
notations in the case file,s. In a situation where penalties are 
not pursued, appropriate comments as to the extent of the review 
should be documented (IRM 4297.4(2)). If the examiner concludes 
that the penalty should be pursued, the examiner will complete two 
copies of Form 6459, Return Preparer Checksheet, and then discuss 
his/her findings with the group manager. If the group manager 
authorizes the opening of a penalty investigation, he/she will 
document such authorization by signing the bottom of the 
Form 6459. A copy of this form will be placed in both the 
preparer case file and the related income tax case. The 
preparer’s position will be fairly and carefully considered and 
clearly reflected in the workpapers and on Form 5808, Return 
Preparer Penalty Follow-up. Appropriate copies of the income tax 
examination workpaper will be made a part of the return preparer 
case file. The file will also include copies of the unagreed or 
agreed income tax case, examination report, and a copy of the tax 
return (IRM 4297.4), 

There are particular forms that must be filled out in the 
processing of an agreed or unagreed case. These forms require the 
signature of the group manager and all preparer cases must be 
identified with a Form 3198, Special Handling Notice, and marked 
“Mandatory Review.’ In addition, there is a specialized form 
required when assesssing the penalty which must indicate the type 1 
of penalty and the reason for assessment. i 

The Service recognizes that even with these provisions in the 
Internal Revenue Manual, it iz possible that some case files may 
lack certain documentation. Therefore, the Service will 
reemphasize these Manual provisions. ,r 
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