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There’s something odd going on. In 2007 Con-
gress enacted, at section 6676, a new 20 percent
penalty on excessive refunds received by taxpayers.
I represent low-income taxpayers all the time who
have, according to the IRS, received excessive re-
funds. But I have never seen the IRS assert the
section 6676 penalty against those taxpayers. Why?

As far as I can tell, the IRS simply sees the
penalty as unnecessary because it thinks it can
already get a 20 percent section 6662 accuracy-
related penalty in nearly every income tax case in
which it could get the section 6676 penalty. In my
view, the IRS has badly overconstrued the scope of
the section 6662 penalty by applying it to disal-
lowed refundable tax credits and as a result, has
since 1989 improperly sought from the working
poor roughly half a million section 6662 penalties
on the disallowance of those credits — perhaps as
much as $300 million in penalties. Along with
others, I contend that (1) the section 6676 penalty is
the only proper way to impose civil penalties on
excessive refunds relating to most refundable
credits, and (2) there is no 20 percent civil penalty —
or 75 percent fraud penalty — on excessive refunds
attributable to earned income tax credits.

One test case in the Tax Court, Rand v. Commis-
sioner,! is challenging the IRS’s reading of how the
section 6662 penalty applies to refundable credit
disallowances. More Rand-type cases are sure to
follow.

"No. 2633-11 (filed Feb. 7, 2011).
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This article explains what is being argued by
both sides in Rand. Regardless of what the Tax
Court decides in that case, I would much prefer that
Congress step in and prospectively (1) integrate the
section 6676 penalty into an expanded section 6662
penalty for credit disallowances that are subject to
the deficiency procedures and (2) make the section
6676 penalty applicable only to credit disallowances
that are not subject to the deficiency procedures
(but with an added 75 percent fraud component in
the section 6676 penalty). That would clarify the
law and limit litigation on this issue to the pre-
amendment tax years.

How ‘Deficiency’ Includes Refundable Credits

A limited number of credits are refundable —
that is, they can generate refund checks even
though the taxpayer never paid anything to the IRS.
Refundable credits include the EITC at section 32,
the additional child tax credit (ACTC) at section
24(d), and some health insurance credits at sections
35 and 36B. Although we don’t usually think of
them as refundable credits, section 31 provides a
refundable credit in the amount of the income tax
withheld on wages, and section 33 provides a
refundable credit in the amount of the income tax
withheld at source on some U.S.-source income of
nonresident aliens and foreign corporations.

In creating the Tax Court’s predecessor in 1924,
the Board of Tax Appeals, Congress provided a way
for taxpayers to challenge IRS-proposed deficien-
cies in income, estate, gift, and some excise taxes
before payment thereof. The IRS would issue the
taxpayer a notice of deficiency for those taxes under
section 6212, and the taxpayer could petition the
court under section 6213(a) to redetermine the
deficiency. Only after the court case was over could
the IRS assess and begin collecting the tax by
issuing a notice and demand for it. For some other
taxes, however — including the FICA taxes at
sections 3101 and 3111 — Congress did not want to
make a prepayment judicial challenge possible. For
those, a taxpayer could contest an IRS-proposed tax
only after assessment. That was generally done by
paying the full tax, filing a refund claim, and if the
claim was denied, bringing a refund suit in either
the local district court or the Court of Federal
Claims in Washington.

By the mid-1970s there were only two common
refundable credits beyond the section 31 and 33
credits for withheld taxes: the EITC and the credit
for some uses of gasoline and special fuels.? When
the refundable EITC and fuel credit were enacted,

“The fuel credit, originally provided under section 39, has
been relocated to section 34.
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Congress wavered over which procedure should
apply for assessing and collecting amounts attrib-
utable to erroneous claims of those credits. It ini-
tially decided to give the IRS the rather Draconian
power to simply assess back erroneous EITC and
fuel tax credits under a provision located at section
6201(a)(4). Thus, the credits would be assessed back
by notice and demand, and a taxpayer could chal-
lenge the disallowance only through the refund
route. This was particularly harsh because it pre-
dated the enactment of the collection due process
provisions, which allow taxpayers to challenge the
amount of a direct assessment in the Tax Court
before paying the assessment.>

But Congress eventually changed its mind and
decided that except for some mathematical and
clerical errors in claiming EITCs (such as the use of
an incorrect Social Security number for a child4),
taxpayers should be entitled to fight the disallow-
ance of EITCs and fuel tax credits before paying the
resulting assessment, through the Tax Court’s juris-
diction to redetermine deficiencies. So in 1988 Con-
gress repealed section 6201(a)(4) and amended the
definition of deficiency in section 6211 to make the
term encompass refundable credit disallowances.>
From then on, if the issue was, say, whether the
taxpayer resided with the child for more than half
the year,® that question could be the subject of a
prepayment Tax Court deficiency suit that preceded
the IRS’s assessment of the taxes attributable to
disallowing the EITC.

Before 1988, a deficiency was essentially defined
under section 6211(a) as the excess of the tax
imposed (that is, the correct tax) over the amount
shown as the tax on the taxpayer’s return. To have
the definition address refundable credits, Congress
added new section 6211(b)(4), which provided:

4. For purposes of subsection (a) —

A. any excess of the sum of the credits
allowable under sections 32 and 34 over
the tax imposed by subtitle A (deter-
mined without regard to such credits),
and

B. any excess of the sum of such credits as
shown by the taxpayer on his return over
the amount shown as the tax by the
taxpayer on such return (determined
without regard to such credits),

3See section 6330(d).

*See section 6213(g)(2)(F).

5Section 1015(r)(2) of the Technical and Miscellaneous Rev-
enue Act of 1988.

6See section 32(c)(3), which incorporates most of the rules for
a qualifying child under section 152(c).
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shall be taken into account as negative
amounts of tax.

As additional refundable credits were added to
the code in later years, section 6211(b)(4) was even-
tually expanded to cover all refundable credits, not
just the EITC and fuel tax credits.

To see how section 6211(b)(4) works, let’s look at
a simplified variation of the facts of Rand. Assume
that for 2008, taxpayers had two children, but only
$2,000 of self-employment income and reported
$15,000 of wages. They reported taxable income of
$0 and income tax liability of $0. However, they did
report $283 of self-employment tax on the self-
employment income. Against that self-employment
tax, the taxpayers claimed an ACTC of $1,254, an
EITC of $4,824, and a recovery rebate credit of
$1,200 under section 6428. After subtracting the
$283 of tax from those refundable credits, the IRS
sent the hypothetical couple a refund check for
$6,995.

The IRS later issued a notice of deficiency rechar-
acterizing all of the income (other than the $2,000 of
self-employment income) as not earned income.
Thus, the couple still owed no income tax but had to
pay $283 of self-employment tax. The IRS disal-
lowed for lack of sufficient earned income all of the
ACTC, EITC, and recovery rebate credit that the
taxpayers claimed. Each of those credits required
some earned income as a predicate. The IRS as-
serted a deficiency of $7,278 — the amount of the
improperly taken refundable credits.

I am unsure how the IRS computed the defi-
ciency in Rand, but here is how I would do it in my
hypothetical example.

First, the tax imposed (if there are no allowable
credits) is only the $283 of self-employment tax.
Second, the amount shown as the tax by the tax-
payers on their return should have been $0 (without
considering the special rule of section 6211(b)(4) on
refundable credits) — that is, $283 of tax less credits
sufficient to reduce that amount down to $0.” The
excess of the first number over the second is $283 of
deficiency. But now let’s apply the section 6211(b)(4)
rule to modify the amount shown as the tax on the
taxpayer’s return.

“In Martz v. Commissioner, 77 T.C. 749 (1981), the Tax Court
said that the term “tax” in section 6211(a) meant the subtitle A
income tax after reduction for all credits. However, the case
involved only a nonrefundable credit, the since-repealed invest-
ment tax credit. In Martz, the Tax Court said that the only credits
that were not subtracted from the section 1 and section 1401
subtitle A taxes for purposes of computing a deficiency were the
refundable credits for tax withholding at sections 31 and 33
because a specific statutory provision at section 6211(b)(1) so
provided.
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Section 6211(b)(4)(B) provides that the excess of
the refundable credits (here $7,278) over the tax
shown by the taxpayers on their return determined
without regard to the refundable credits ($283) is
taken into account as a negative amount of tax for
purposes of subsection (a). That excess is a negative
amount of tax of $6,995 (the amount of the refund
check). Thus, the amount shown as the tax by the
taxpayers on their return is reduced by section
6211(b)(4) to negative $6,995.

The deficiency, according to my computation, is
therefore the amount by which the $283 of tax
imposed (allowing no credits) exceeds negative
$6,995 — that is, $7,278 (not surprisingly, the
amount of the refundable credits).

The Rand taxpayers have conceded that they owe
a deficiency in tax equal to the amount of the
disallowed refundable credits, as per the IRS’s
notice of deficiency. What they dispute is the notice
of deficiency’s inclusion of a section 6662 penalty
equal to 20 percent of the deficiency. The couple’s
primary contention is that there can be no such
penalty because there is no underpayment under
section 6664(a) to which the 20 percent may apply.

‘Underpayment’ Decoupled From ‘Deficiency’

Before 1989, there had long been a negligence
penalty at former section 6653(a) and a fraud pen-
alty at former section 6653(b). Under former section
6653(c), the penalties were percentages (that is, 5
and 50 percent, respectively) of an amount called an
“underpayment” that was derived from the defini-
tion of deficiency in section 6211.

In 1989, as part of a consolidation and rewriting
of the civil penalty sections applicable to inaccurate
returns, Congress repealed former section 6653 and
enacted a new definition of underpayment at sec-
tion 6664(a). On those underpayments, the IRS
would impose the new section 6662 accuracy-
related penalty (at rates of 20 or 40 percent) and the
section 6663 fraud penalty (at a rate of 75 percent).
The section 6664(a) definition of underpayment is
an edited version of the section 6211(a) definition of
deficiency — one that does not contain some of the
provisions that are in section 6211(b). Two provi-
sions missing from the section 6664(a) definition of
underpayment are those analogous to the special
rule about withholding credits in section 6211(b)(1)
and the special rule for refundable credits creating
negative amounts of tax in section 6211(b)(4). In
essence, however, the definition of underpayment
was otherwise left unchanged, so that the under-
payment was generally the excess of the tax im-
posed over “the amount shown as the tax by the
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taxpayer on his return.” This last phrase was almost
identical to the language in section 6211(a).8

The question today is how far Congress’s decou-
pling of the definition of underpayment in section
6664(a) (for purposes of the new penalties under
sections 6662 and 6663) from the definition of
deficiency (for purposes of section 6211) was in-
tended to go.

In 1991 the IRS adopted a regulation making
several modifications to the definition of underpay-
ment in section 6664(a).

First, reg. section 1.6664-2(b)(1)° instructed that
withholding credits under sections 31 and 33 are
not to be counted in computing the underpayment.
That is similar to the rule found in section 6211(b)(1)
for deficiencies.

Second, reg. section 1.6664-2(c)(1) extended the
meaning of underpayment to include a taxpayer’s
overstatements of withholding, estimated tax pay-
ments, and tax payments. In Feller v. Commissioner'©
the Tax Court upheld the validity of this regulatory
provision, even though there is no comparable
provision in section 6211.

Third, reg. section 1.6664-2(c)(2) provided that
“the amount shown as the tax by the taxpayer on
his return” includes amounts of tax shown on
qualified amended returns. That allowed taxpayers
to come forward with amended returns reporting
additional tax on which the IRS would not impose
the accuracy-related penalty if the amended returns
were filed before the IRS made the first contact for
an audit.

Oddly, what the IRS did not do in 1991 or any
time thereafter was add a provision analogous to
section 6211(b)(4) that would treat excess refund-
able credits as negative amounts of tax for purposes
of the section 6664(a) definition of underpayment.

Despite its failure to amend the regulation to
make that modification for refundable credits
(which might or might not survive Chevron step
one! scrutiny under Mayo'?), the IRS has acted
since 1989 as though there is such a provision in
either section 6664(a) or the regulation thereunder.

As National Taxpayer Advocate Nina Olson
noted in 2001, in tax year 2000 alone, the IRS issued
17,300 notices of deficiency disallowing EITCs and
asserting either the 20 percent accuracy-related pen-
alty of section 6662 or the 75 percent fraud penalty

8The only change is that the word “upon” from section
6211(a) was modernized to “on” in section 6664(a).

°Adopted by T.D. 8381.

10135 T.C. 497 (2010), Doc 2010-24040, 2010 TNT 216-16.

"Chevron U.S.A. Inc. v. N.R.D.C. Inc., 467 U.S. 837 (1984).

2Mayo Foundation for Medical Education and Research v. United
States, 131 S. Ct. 704 (2011), Doc 2011-609, 2011 TNT 8-10.
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of section 6663 on those disallowances.'® The EITC
is only one of the refundable credits as to which the
IRS thinks it may impose the section 6662 and 6663
penalties when disallowing them. If there have been
roughly 20,000 notices of deficiency disallowing
refundable tax credits and imposing accuracy-
related or fraud penalties in each of the 24 years
since 1989 (a plausible guess), there probably have
been around half a million incorrect assertions of
those penalties since then. If the average penalty
amount proposed in those notices has been $600 (20
percent of my guesstimate of average total refund-
able credits of $3,000 per taxpayer in those notices),
there probably have been around $300 million of
incorrectly asserted section 6662 penalties — mostly
against the working poor.

The Parties” Arguments in Rand

Rand is actually the fourth Tax Court case in
which the propriety of imposing accuracy-related
penalties on disallowed refundable credits has
come up. However, it is apparently the first case in
which the parties have briefed the issue.

In three prior summary opinions decided be-
tween 2001 and 2008,'4 three different Tax Court
special trial judges noticed and raised the issue —
apparently on their own. In those opinions, each
judge held that even though a disallowed refund-
able credit could give rise to a deficiency under
section 6211, no accuracy-related penalty could be
imposed on the credit disallowances because there
was no provision equivalent to section 6211(b)(4) in
the section 6664(a) definition of underpayment.

The Rand taxpayers’ primary argument is that the
“tax” mentioned in section 6664(a) is only the tax
imposed by sections 1 and 1401. They maintain that
any credit disallowance simply cannot be part of an
underpayment, since the correct tax and the tax
shown on the return are not net of refundable
credits. Thus, they primarily argue the underpay-
ment is $0. In the alternative, the taxpayers argue
that the tax shown on the return cannot be below
zero, so the underpayment is only $283 in my
hypothetical example.

In the IRS’s view, however, the term “tax” in
section 6664(a) is net of all credits, and the tax
shown on the return can not only be reduced to $0,

®Nina Olson, “National Taxpayer Advocate 2001 Annual
Report to Congress,” at 90 (Dec. 31, 2001), Doc 2002-305, 2002
TNT 7-37. The number of examination reports (i.e., 30-day
letters) asserting these penalties is unknown but likely vastly
lar%er each year.

4Solomon v. Commissioner, T.C. Summ. Op. 2008-95, Doc
2008-16847, 2008 TNT 149-6; Quintero v. Commissioner, T.C.
Summ. Op. 2002-47, Doc 2002-10805, 2002 TNT 89-13; and Akhter
v. Commissioner, T.C. Summ. Op. 2001-20, Doc 2001-6005, 2001
TNT 41-14.
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but also go below $0. So, the IRS argues that in my
hypothetical example the tax imposed is $283, that
the tax shown on the return is negative $6,995, and
that the excess of the former over the latter (the
underpayment) is $7,278.

IRS internal guidance has taken the position that
in the section 6664(a) definition of underpayment,
refundable credits can produce a negative amount
of tax shown on the return — even without any
provision in the statute or Treasury regulations
dealing with refundable credits or negative
amounts of tax. That guidance is not in a publicly
issued revenue ruling or revenue procedure, but in
several internal documents prepared by IRS Na-
tional Office attorneys over the years.!5

In the last two years, various low-income
taxpayer clinicians have complained to the IRS of,
at minimum, the impropriety of determining an
underpayment on account of disallowed refund-
able credits when the refund check has not even
been sent, but was frozen instead. On the very day
the IRS filed its reply brief in Rand, May 30, 2012,
the IRS issued PMTA 2012-016'¢ modifying several
of the examples in PMTA 2010-001 to agree with
the clinicians that frozen refund checks improperly
sought do not get penalized under section 6662
because there is no underpayment in that situation.
The new guidance closes with a notice to the IRS
campuses to look out for the opinion in Rand to see
whether the Service’s position will be rejected for
cases in which the IRS has paid the refund.

The IRS’s rationale for its interpretation of under-
payment in section 6664 is summarized on page 6 of
its opening brief in Rand:

Respondent’s interpretation of section 1.6664-
2(c), Income Tax. Regs., is a reasonable inter-
pretation of an ambiguous regulation and is
entitled to Auer deference. The contrary inter-
pretation offered by petitioners is not entitled
to deference, and should be rejected because it
is not consistent with congressional intent, in
that it would lead to inconsistent application
of penalties against similarly situated tax-
payers and would deprive respondent of a
critical tool in combating false tax returns.

The IRS argues that the phrase “the amount
shown as the tax by the taxpayer on his return”
appearing at reg. section 1.6664-2(c) is ambiguous
regarding the treatment of refundable credits. In

ISTAM 2841039058 (Mar. 21, 1998); SCA 200113028, Doc
2001-9198, 2001 TNT 63-40; PMTA 2010-001, Doc 2010-10442,
2010 TNT 91-11.

%Doc 2012-17687, 2012 TNT 163-18.
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Auer v. Robbins, 519 U.S. 452, 461 (1997), the Su-
preme Court held that in the absence of an unam-
biguous statute or regulation, courts must “defer to
an agency’s interpretation of its regulations, even in
a legal brief, unless the interpretation is plainly
erroneous or inconsistent with the regulation or
there is any other reason to suspect that the inter-
pretation does not reflect the agency’s fair and
considered judgment on the matter in question.”'”

I don’t wish to make a long response to the IRS’s
argument in Rand here, but I do want to note two
things.

First, the IRS seems to overlook Gonzales v. Or-
egon,'® a later case in which the Supreme Court
declined to apply Auer deference to the attorney
general’s interpretation of regulatory language that
merely parroted the statute. The agency’s expertise
in interpreting its own regulation was not involved,
because the only question was the meaning of the
statute itself. Similarly, the language “the amount
shown as the tax by the taxpayer on his return” in
reg. section 1.6664-2(c) merely parrots the wording
of section 6664(a), so Auer deference is inapplicable
to any IRS interpretation of the same words in its
regulation, even if the language is ambiguous.

Second, the IRS has apparently totally misunder-
stood the authority Congress has already given it
elsewhere to impose 20 percent civil penalties on
most refundable credit disallowances. That author-
ity is located in section 6676, not section 6662.

The Section 6676 Excessive Refund Penalty

In 2007 Congress enacted at section 6676 a new
20 percent civil penalty applicable to improper
claims for credit or refund of income taxes.'® The
penalty is not limited to refund claims attributable
to refundable credit disallowances. It is intended to
be easier for the IRS to impose than the section 6662
penalty. The section 6662 penalty is imposed under
the deficiency procedures, which allow a prepay-
ment Tax Court suit.?® By contrast, a section 6676
penalty can be imposed by notice and demand
without the issuance of a notice of deficiency.?! The
section 6676 penalty also does not require, as an
initial matter, that the IRS show any kind of
taxpayer fault, such as negligence or substantial
understatement of tax. Nor can a taxpayer avoid
the section 6676 penalty by any form of disclosure.
Section 6676(a) simply provides:

If a claim for refund or credit with respect to
income tax (other than a claim for a refund or

YChase Bank USA NA v. McCoy, 131 S. Ct. 871, 880 (2011).
18546 U.S. 243 (2006).

19Section 8247(a), P.L. 110-28.

20Section 6665.

21Gection 6671(a).
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credit relating to the earned income credit
under section 32) is made for an excessive
amount, unless it is shown that the claim for
such excessive amount has a reasonable basis,
the person making such claim shall be liable
for a penalty in an amount equal to 20 percent
of the excessive amount.

Thus, the only exception to the penalty is
through a showing of “reasonable basis” by the
taxpayer. I assume that reasonable basis will be
interpreted to be the same as the reasonable cause
and good faith exception under section 6664(c),
although I can’t be sure of that. After all, to tax
lawyers reasonable basis means a level of confi-
dence in a position, and it is a defined term in the
regulations under section 6662. And there is almost
no case law under section 6676, because the IRS is
so loath to assert that penalty.

Section 6676(b) defines excessive amount as “the
amount by which the amount of the claim for
refund or credit for any taxable year exceeds the
amount of such claim allowable under this title for
such taxable year.” This is a much simpler defini-
tion of the base of the penalty than the definition of
underpayment in section 6664(a).

There are only two exceptions to the rules of
section 6676(a). First, under subsection (d), section
6676 “shall not apply to any portion of the excessive
amount of a claim for refund or credit which is
subject to a penalty imposed under part II of
subchapter A of chapter 68” — that is, the penalties
under sections 6662, 6662A, and 6663. Second, un-
der subsection (c), any excessive amount that is
attributable to any non-economic-substance trans-
action described in section 6662(b)(6) is not treated
as having a reasonable basis.

So if my reading of sections 6662 and 6664 is
correct, in my hypothetical example the IRS can
impose the 20 percent section 6662 penalty against
the portion of the refundable credits that brings the
combined sections 1 and 1401 tax of $283 down to
$0. Unlike the taxpayers in Rand, I think that credits
go into the tax computation in section 6664(a)’s
definition of underpayment, but “tax” cannot go
below zero absent some special statutory or regula-
tory provision allowing for negative amounts of tax.

Second, in my view, on the balance of the credits
that actually generated the hypothetical claimed
refund ($7,278), the IRS may impose the 20 percent
section 6676 penalty on that amount minus the
EITC of $4,824 on which a section 6676 penalty may
never be imposed.

I also believe that that result is exactly what
Congress had in mind when it drafted section 6676.
Because taxpayers cannot be penalized under sec-
tion 6662 to the extent refundable credits exceed the
tax and produce an erroneous refund, Congress
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enacted an even easier-to-impose 20 percent penalty
on the excess. But it did not want a 20 percent
penalty imposed on EITC disallowances — under
section 6662, 6663, or 6676 — on top of the money
that was erroneously paid to the taxpayer and must
be reimbursed. Congress apparently decided that
the sanction it imposed at section 32(k) on people
who incorrectly claim the EITC is a better sanction
than simply adding on a 20 percent penalty against
a low-income taxpayer who is probably unlikely to
pay back the improper EITC or any penalty out of
his own funds. Section 32(k) is actually a harsher
sanction than a single 20 percent penalty. It pro-
vides that if there is a final determination that the
taxpayer was reckless or intentionally disregarded
the rules in claiming an EITC, the taxpayer may not
be allowed an EITC in the next two years after the
year of determination. For fraudulent conduct, the
two-year disallowance period is extended to 10
years.

While the IRS may be able to point to individual
lawmakers who may think the sections 6662 and
6663 penalties apply to refunds from EITCs, that
does not appear to be what the code provides.

Although the IRS has ignored its authority under
section 6676 — preferring instead to assert im-
proper section 6662 penalties — I understand part
of its reason for disliking my reading of the code.

First, under my interpretation, the IRS is pre-
vented from assessing a 75 percent civil fraud
penalty under section 6663 on people who fla-
grantly obtain EITC refunds improperly — al-
though my reading of the code does not prohibit
criminal prosecution of those people.

Second, the IRS doesn’t want to have its auditors
send out both a notice of deficiency to recover the
improper refund resulting from the refundable
credit and another notice (a notice and demand)
after immediately assessing a 20 percent section
6676 penalty on any improper refundable credit
other than the EITC. That dual route not only
would create more paperwork for the IRS but also
would likely generate multiple court cases if a
taxpayer later challenged the IRS’s position that the
credit was improper. There would be a deficiency
proceeding in the Tax Court under section 6213(a)
in which the IRS sought return of the credit and
perhaps a section 6662 penalty on the amount of the
credit used to bring the tax down to $0. There
would also be either a prepayment CDP appeal in
the Tax Court under section 6330(d) after the tax-
payer challenged his underlying liability for the
section 6676 penalty (as to which no notice of
deficiency had been issued) or a post-payment
refund suit in district court or the Court of Federal
Claims to recover the amount paid for the section
6676 penalty.
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All this procedure would make anyone’s head
spin. But the problem is that Congress seems to
have provided for exactly this system in 2007 —
perhaps unwittingly.

Rather than simply continuing to assert only
section 6662 penalties, which it clearly prefers over
the section 6676 penalty, the IRS should be going to
Capitol Hill for a clarification of the interplay of the
two penalties to reduce any duplication or unin-
tended consequences. Indeed, I would support that
action. Neither penalty is well thought through as it
applies to refundable credit disallowances.

As 1 see it, if a refundable credit is to be recovered
by the IRS through the deficiency procedures (Con-
gress’s 1988 decision), section 6664(a)’s definition of
underpayment should be formally modified so that
a section 6662 or section 6663 penalty can be as-
serted on the entire disallowed credit in the same
notice of deficiency. If Congress still wants to ex-
empt EITC refunds from a 20 percent penalty, it can
do so by amending section 6664(a). If Congress also
wants to make it easier for the IRS to impose a 20
percent penalty when a taxpayer has improperly
claimed a tax refund (that is, eliminate the need for
the IRS to prove negligence of substantial under-
statement), Congress can also easily modify section
6662 to add a new subsection for this specific bad
conduct of obtaining an excessive refund, using
language similar to that currently found in section
6676(a).

If, however, a tax refund from a credit is recov-
ered not through the deficiency procedures (as
would happen, say, if a person overstated withhold-
ing credits under section 31 or 33), there should be
no section 6662 or 6663 penalties on that behavior.
Instead, section 6676 should be amended to provide
a penalty of 20 percent (75 percent in the case of
fraud) on the improper refund that is similarly not
asserted through the deficiency procedures, so
credit and penalty disputes could be joined in a
single court action. The IRS could help by removing
the regulatory provision that includes overstate-
ments of payments and withholding credits in the
section 6664(a) definition of underpayment. In chief
counsel advice, the IRS has concluded that section
6676’s penalty cannot apply to overstated withhold-
ing credits because they are now part of the under-
payment under section 6664 to which the section
6662 penalty applies.?? Thus, for overstated with-
holding credits, the IRS now follows the deficiency
procedures to obtain a 20 percent penalty, but it
follows other, non-deficiency procedures to adjust
the actual overstatement. This makes little policy
sense.

Z2[LM 201018002, Doc 2010-10193, 2010 TNT 89-40.
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Conclusion

The Tax Court’s opinion in Rand will not end the
controversy over how the section 6662 penalty
applies to disallowed refundable tax credits. No
matter which party loses, Rand will surely be ap-
pealed to the Seventh Circuit.

And other Tax Court cases involving the refund-
able credit penalty issue will be appealable to
different circuits. Indeed, I recently entered pro
bono appearances in consolidated pro se cases to
ask the Tax Court to reconsider its determination
that the taxpayers were liable for section 6662
penalties on disallowed section 36 first-time home
buyer credits (which it apparently did without
realizing that the cases presented the “underpay-
ment” issue).??> That reconsideration might allow
the cases to be litigating vehicles for appeal of the
penalty issue to the Ninth Circuit. Clinicians in
other circuits have told me that they have the same
issue presented in their clinics and are considering
raising objection to section 6662 penalties on re-
fundable credit disallowances.

The IRS should not engage in a prolonged battle
with tax clinic and pro bono counsel in the circuits.
Rather, Treasury’s assistant secretary for tax policy
should approach the relevant taxwriting commit-
tees about a sensible legislative fix to which the IRS,
taxpayer representatives, and members of Congress
could, prospectively, all agree.

2Morales v. Commissioner, T.C. Memo. 2012-341, Doc 2012-
25122, 2012 TNT 236-16.

February 25, 2013

COMMENTARY / VIEWPOINTS

It takes a lot of hard work
to become an expert.

Fortunately, its much

~ -~
easter to remain one.

To update their expertise each day, tax profes-
sionals simply look to Worldwide Tax Daily.

It’s the only daily service for timely international
tax news and developments from more than 180
countries — with news stories and analyses by
more than 200 correspondents and practitioners.

To learn more, visit us at taxanalysts.com.

L]
lﬂllalalﬂﬂs The experts’ experts.™

979

Jua1u09 Aued paiy: Jo urewop a1gnd Aue ul 1ybBuAdod wirejd 10U saop Si1SAfeuy Xe| "panlasal Ss1ybll ||V "€T0Z SisAleuy xel (D)





