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SUMMARY : This document contains proposed regulations that limit the defenses available to the
imposition of the accuracy-related penaty when taxpayersfall to disclose reportable transactions or fall
to disclose that they have taken a pogition on areturn based upon aregulation being invaid. By limiting
ataxpayer’ s ability to use an opinion or advice from atax professond as abadsfor adefense, the
proposed regulations are intended to promote the disclosure of reportable transactions and positions by
taxpayers that conflict with regulationsissued by the Secretary. The proposed regulations dso clarify
the exigting regulations with respect to the facts and circumstances that the IRS will consider in
determining whether a taxpayer acted with reasonable cause and in good faith in relying on an opinion
or advice,

DATES: Written or eectronicaly generated comments and requests for a public hearing must be
received by March 31, 2003.

ADDRESSES: Send submissionsto CC:IT&A:RU (REG-126016-01), room 5226, Internd Revenue

Service, POB 7604, Ben Franklin Station, Washington, DC 20044. Submissions may be hand
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delivered Monday through Friday between the hours of 8 am. and 4 p.m. to. CC:IT&A:RU (REG-
126016-01), Courier’s Desk, Internal Revenue Building, 1111 Constitution Avenue, NW.,
Washington, DC. Alternatively, taxpayers may submit comments dectronicaly directly to the IRS

Internet Ste at; www..irs.gov/regs.

FOR FURTHER INFORMATION CONTACT: Concerning the proposed regulations, Jamie G.
Bernstein or Heather L. Dogtaer at (202)622-4940; concerning submissions of comments and requests
for apublic hearing, Ms. LaNitaVan Dyke of the Regulations Unit at (202)622-7180 (not toll-free
numbers).
SUPPLEMENTARY INFORMATION:
Background

This document contains proposed regul ations amending the regulations promulgated pursuant to
sections 6662 and 6664, relating to the accuracy-related pendty. Section 6662 provides for the
imposition of an accuracy-related pendty for underpayments of tax, including underpayments due to
negligence or disregard of rules or regulations and understatements that are subgtantia within the
meaning of the satute. Taxpayers, however, can avoid the accuracy-related pendty if they can
establish, among other things, that there was reasonable cause for the underpayment and that they acted
in good faith within the meaning of section 6664(c).

Temporary regulationsissued under section 6011 require taxpayers to disclose reportable
transactions on their returns within the meaning of those temporary regulaions. Tress. Reg. 81.6011-
4T. Reportable transactions may be abusive tax avoidance transactions. The early identification of

potentidly abusive tax avoidance transactionsis a high priority for the IRS and Treasury. On October
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22, 2002, the IRS and Treasury published proposed and temporary regulations that significantly revise
the definition of certain types of reportable transactions. See Tax Shelter Disclosure Statements, [67
FR 64799 and 67 FR 64840 (October 22, 2002)] (to be codified in 26 CFR parts 1, 20, 25, 31, 53,
54, 56, and 301). The proposed amendments to the disclosure rules under section 6011 generdly will
apply to transactions entered into on or after January 1, 2003.

The IRS and Treasury believe that taxpayers have improperly relied on opinions or advice
issued by tax advisors to establish reasonable cause and good faith as a basis for avoiding the
accuracy-related pendty, even when the opinion or advice relates to a reportable transaction that the
taxpayer should have, but did not, disclose pursuant to 81.6011-4T. The IRS and Treasury aso
believe that taxpayers have improperly reied upon opinions or advice that aregulation is invaid without
disclosing on ther returns their position thet the regulation isinvalid.

Accordingly, the IRS and Treasury have concluded that the regulations under sections 6662
and 6664 should be amended and clarified so that (1) a taxpayer who takes a position that aregulation
isinvalid cannot rely on an opinion or advice to satisfy the reasonable cause and good faith exception
under section 6664(c) with respect to any underpayment attributable to such position if the position was
not disclosed on areturn; and (2) ataxpayer who engages in areportable transaction cannot rely on an
opinion or advice to satisfy the reasonable cause and good faith exception under section 6664(c) with
respect to any underpayment attributable to the transaction if the transaction was not disclosed pursuant
to the regulations promulgated under section 6011. Further, a taxpayer who engages in areportable
transaction cannot rely on the redlistic possibility standard under section 6662 to avoid the accuracy-

related pendty for negligence or disregard of rules or regulationsif the position regarding the reportable
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transaction is contrary to arevenue ruling or notice.
Explanation of Provisons

These proposed regulations amend 26 CFR part 1 relating to the defenses available to the
impaosition of the accuracy-related pendty under section 6662(b)(1) (underpayments of tax attributable
to negligence or disregard of rules or regulations) and the genera exception to the accuracy- related
penalty under section 6664(c).

Under these proposed regulations, the adequate disclosure exception to the accuracy-related
pendty for underpayments of tax attributable to negligence or disregard of rules or regulations (see
§1.6662-3(a)) will not apply to underpayments relating to a reportable transaction unless the reportable
transaction also is disclosed under 81.6011-4T. In addition, if aposition relates to areportable
transaction and is contrary to arevenue ruling or notice (other than a notice of proposed rulemaking), a
taxpayer may not rely upon the fact that the position has aredigtic possibility of being sustained on the
merits as a defense to the pendty imposed under section 6662(b)(1). The taxpayer instead would be
required to satisfy the adequate disclosure exception under 81.6662-3(c)(1), including the disclosure of
the reportable transaction under §1.6011-4T.

The proposed regulaions aso clarify and modify the standards for, and limits on, the use of
opinions and advice to saisfy the reasonable cause and good faith exception under section 6664(c) as
adefense to the imposition of the accuracy-related pendty under section 6662. The proposed
regulaions, for indance, daify that ataxpayer’ s education, sophistication and business experience will
be rdlevant in determining whether the taxpayer’ s reliance on the opinion or advice was reasonable and

made in good faith. The IRS currently takes these facts and circumstances into account in determining
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whether ataxpayer has satisfied the reasonable cause and good faith exception under section 6664(c).

These proposed regulations amend 8§1.6664-4(c) to specify when ataxpayer cannot rely upon
an opinion or advice to satisfy the reasonable cause and good faith exception. Taxpayers who do not
disclose positions based upon a regulation being invalid (see 81.6662-3(c)(2)) cannot use an opinion or
advice concerning the invalidity of the regulation as abasis for satisfying the reasonable cause and good
faith exception under section 6664(c). Similarly, the proposed regulations prohibit taxpayers from using
an opinion or advice as a basis for satisfying the reasonable cause and good faith exception under
section 6664(c) with respect to a reportable transaction that the taxpayer did not disclosein
accordance with 81.6011-4T.

Under these proposed regulations, a taxpayer, in order to properly disclose a transaction, may
be required to file with the taxpayer's return more than one disclosure form for the same transaction in
order to satisfy the requirements in the regulations under sections 6662 and 6664 (as modified by these
proposed regulations), and section 6011. The IRS and Treasury may consider permitting taxpayersto
use a single disclosure document to satisfy those regulations, provided that al required information is
provided by the taxpayer and provided that the taxpayer files a copy of the document with the Office of
Tax Shelter Analysis as required under 81.6011-4T (or as may be otherwise provided in any successor
regulations).

Proposed Effective Date

These regulations are proposed to apply to returns filed after December 30, 2002, with respect

to transactions entered into on or after January 1, 2003, to coincide with the temporary regulations

relating to disclosure, promulgated under section 6011 and applicable for transactions entered into on
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or after January 1, 2003. The IRS, however, cautions taxpayers and tax practitioners thet it will
rigoroudly apply the existing facts and circumstances standard under 81.6664-4(C) regarding a
taxpayer’ s reasonable reliance in good faith on advice from atax professond, as wdl as the other
provisions of the regulations under sections 6662 and 6664, including §1.6664-4(c) relating to specia
rules for the substantial understatement pendty attributable to tax shelter items of a corporation. In
addition to the modifications contained in these proposed regulations, and regardless of when a
transaction was entered into, the IRS, in appropriate circumstances, may consider ataxpayer'sfalure
to disclose a reportable transaction or failure to disclose a postion that aregulation isinvalid as afactor
in determining whether the taxpayer has satisfied the reasonable cause and good faith exception under
section 6664(c) to the accuracy-related penalty.
Special Analyses

It has been determined that this notice of proposed rulemaking is not a significant regulatory
action as defined in Executive Order 12866. Therefore, aregulatory assessment is not required. It has
also been determined that section 553(b) of the Administrative Procedure Act (5 U.S.C. chapter 5)
does not gpply to these regulations, and because the regulation does not impose a collection of
information on small entities, the Regulatory Flexibility Act (5 U.S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Internal Revenue Code, this notice of proposed rulemaking will be
submitted to the Chief Counsdl for Advocacy of the Small Business Administration for comment on
thelr impact on smal businesses.
Comments and Requestsfor a Public Hearing

Before these proposed regulations are adopted as find regulations, consideration will be given
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to any written (asigned original and 8 copies) or eectronic comments that are submitted timely to the
IRS. The IRS and Treasury Department request comments on the clarity of the proposed regulations
and how they can be made easier to understand. All commentswill be available for public ingpection
and copying. A public hearing may be scheduled if requested in writing by any person that timely
submits written comments. If a public hearing is scheduled, notice of the date, time, and place for the
public hearing will be published in the Feder al Register.
Drafting Information

The principa authors of these regulations are Jamie G. Berngtein and Heather L. Dogtaer of the
Office of Associate of Chief Counsd (Procedure and Adminidtration), Administrative Provisions and
Judicid Practice Divison.
List of Subjectsin 26 CFR Part 1

Income taxes, Reporting and recordkeeping requirements.
Proposed Amendmentsto the Regulations

Accordingly, 26 CFR part 1 is proposed to be amended as follows:
PART 1-- INCOME TAXES

Paragraph 1. The authority citation for part 1 continuesto read in part asfollows:.

Authority: 26 U.S.C. 7805 * * *

Par. 2. Section 1.6662-3 is amended by:

1. Revising paragraph (a).

2. Revising the last sentence of paragraph (b)(2)

3. Revising the firgt sentence of paragraph (c)(1).



Therevisons read as follows:

81.6662-3 Nealigence or disregard of rules or regulations.

(@ Ingenerd. If any portion of an underpayment, as defined in section 6664(a) and §1.6664-
2, of any income tax imposed under subtitle A of the Internd Revenue Code thet is required to be
shown on areturn is attributable to negligence or disregard of rules or regulations, there is added to the
tax an amount equd to 20 percent of such portion. The pendty for disregarding rules or regulations
does not gpply, however, if the requirements of paragraph (c)(1) of this section are satisfied and the
position in question is adequately disclosed as provided in paragraph (c)(2) of this section (and, if the
position relates to a reportable transaction as defined in 81.6011-4T(b), the transaction is disclosed in
accordance with 81.6011-4T), or to the extent that the reasonable cause and good faith exception to
this pendty set forth in 81.6664-4 gpplies. In addition, if a position with respect to an item (other than
with respect to a reportable transaction, as defined in 81.6011-4T(b)) is contrary to arevenue ruling or
notice (other than a notice of proposed rulemaking) issued by the Interna Revenue Service and
published in the Internal Revenue Bulletin (see 8601.601(d)(2) of this chapter), this pendty does not
apply if the position has aredlidtic posshility of being sustained on its merits. See 81.6694-2(b) of the
income tax return preparer penaty regulations for a description of the redistic possibility slandard.

(b) * * *

(2) * * * Nevertheess, ataxpayer who takes a position (other than with respect to a reportable
transaction, as defined in 81.6011-4T(b)) contrary to arevenue ruling or a notice has not disregarded

the ruling or notice if the contrary position has aredigtic possbility of being sustained on its merits.

* % * % %
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(©*** (1) * * * No pendty under section 6662(b)(1) may be imposed on any portion of an
underpayment that is attributable to a pogtion contrary to arule or regulation if the pogtion is disclosed
in accordance with the rules of paragraph (c)(2) of this section (and, if the position relatesto a
reportable transaction as defined in 81.6011-4T (b), the transaction is disclosed in accordance with
§1.6011-4T) and, in case of a position contrary to a regulation, the position represents a good faith
chdlenge to the vdidity of the regulation.

Par. 3. Section 1.6664-0 is amended by:

1. Adding an entry for §1.6664-4(c)(1)(iii).

2. Redesignating the entries for §1.6664-4(c)(2) and (c)(3) as §81.6664-4(c)(3) and (c)(4),
respectively.

3. Adding anew entry for §1.6664-4(c)(2).

The additions read as follows:

§81.6664-0 Table of contents.

* % * % %

§1.6664-4 Reasonable cause and good faith exception to section 6662 penalties.
(C * Kk K

(1) * K %

(iii) Reliance on the invdidity of aregulation.

(2) Opinions or advice relating to reportable transactions.

* % * % %

Par. 4. Section 1.6664-4 is amended by:
1. Revising paragraph (c)(1) introductory text.

2. Revising the last sentence of paragraph ()(1)(i).
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3. Adding paragraph (c)(1)(iii).
4. Redesignating paragraphs (c)(2) and (c)(3) as paragraphs (c)(3) and (c)(4), respectively.
5. Adding anew paragraph (c)(2).
The revison and additions read as follows:

81.6664-4 Reasonable cause and good faith exception to section 6662 pendlties.

(c) Reliance on opinion or advice -- (1) Facts and circumdtances, minimum requirements. All

facts and circumstances must be taken into account in determining whether ataxpayer has reasonably
relied in good faith on advice (including the opinion of a professona tax advisor) as to the treatment of
the taxpayer (or any entity, plan, or arrangement) under Federa tax law. For example, the taxpayer’s
education, sophidtication and business experience will be rdlevant in determining whether the taxpayer’s
reliance on the advice was reasonable and made in good faith. 1n no event will ataxpayer be
consdered to have reasonably relied in good faith on advice (including an opinion) unlessthe
requirements of this paragraph (c)(1) are satisfied and the advice is not disqudified under paragraph
(©)(2) of thissection. Thefact that these requirements are satisfied, however, will not necessarily
edtablish that the taxpayer reasonably relied on the advice (including the opinion of a professond tax
advisor) in good faith. For example, reliance may not be reasonable or in good faith if the taxpayer
knew, or reasonably should have known, that the advisor lacked knowledge in the relevant aspects of
Federa tax law.

(i) * * * In addition, the requirements of this paragraph (c)(1) are not satisfied if the taxpayer
falsto disclose afact that it knows, or reasonably should know, to be relevant to the proper tax

treatment of an item.
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(i) Reliance on the invdidity of aregulation A taxpayer may not rely on an opinion or advice

that aregulation isinvalid to establish that the taxpayer acted with reasonable cause and good faith
unless the taxpayer adequately disclosed, in accordance with 81.6662-3(c)(2), including the disclosure
of the podtion that the regulation in question isinvaid, and, if the pogtion relatesto a reportable
transaction as defined in 81.6011-4T (b), the transaction is disclosed in accordance with §1.6011-4T.

(2) Opinions or advice relating to reportable transactions. Taxpayers may not reasonably rely

on an opinion or advice of atax advisor if the opinion or advice is disqudified under this



paragraph. Anopinion or adviceis disqudified if it relates to the gppropriate tax treatment of a
reportable transaction, as defined in 81.6011-4T(b), and the taxpayer does not disclose the transaction

in accordance with 81.6011-4T.

* % * % %

/9 David A. Mader

Assgant Deputy Commissoner of Internal Revenue.



