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	The new proposed rules governing tax practice, issued on June 17, 2008 as Reg.129243�07, represent the IRS’s most recent attempt to complete a wedge between taxpayers and their advocates.  Ten years ago, the IRS considered taxpayers and their paid preparers to be in the same boat with regard to penalties for certain positions on tax returns.  The reasonable basis standard by which all were measured was that of “realistic probability,” i.e., to avoid the penalty, the position in question was required to have more than a 33.3% chance of success - not that anyone on this planet could ever be capable of consistent or accurate measurement of such a standard.  Ultimate responsibility for the penalty was decided between the taxpayer and the practitioner.   


	The Small Business & Work Opportunity Tax Act of 2007 has also been instrumental in isolating taxpayers from their tax advisors.   The act continues to apply the 20% underpayment penalty to taxpayers who do not meet the reasonable basis test described above.  However, the bar is higher for tax advisors, upon whom the IRS imposes (a) a “more likely than not” standard requiring a chance of success in excess of 50%; (b) an expanded definition of “tax preparer,” to include anyone who advises a taxpayer to take a position on a return, regardless of whether the advisor actually prepares the return; (c) a $1000 penalty for the tax advisor for any position which falls short of the 50% success standard (or, alternatively, 50% of income earned in advising the position); (d) a $5000 penalty for willful advice (or, again, 50% of income earned advising); and (e) various other penalties, not the least of which is potential disbarment from practice before the IRS. What kind of intelligent advice can be expected from an tax advisor who is under such a severe threat? 





	The newly proposed rules do offer the tax advisor a sop:  he can document his warnings to the taxpayer regarding the penalty standards, which will change his own liability standard from the “more likely than not” standard (requiring a chance of success greater than 50%) to the  “substantial authority” standard (which requires a chance of success somewhere between 33.3% and 50%).   Not much of a gain, given the monetary and ethical consequences outlined above. The proposed rules also conveniently omit any mitigating effects that might be achieved by a stern letter from the tax advisor instructing the taxpayer against taking the position.  Perhaps the risk-averse tax advisor is considered a mere nuisance to be ignored by the IRS, or does the IRS simply want to encourage tax professionals to advise against all but the absolute safest positions?





	In total, the proposed rules of Reg.129243�07 are a 218-page litany of fanciful examples which are clear as mud.  The guidelines do not give tax practitioners one scintilla of information that might allow them to determine where the safe harbor may be with respect to useful advice given to taxpayers prior to their taking a position which might, much later, be used on a return.  If the legitimization of these rules is not reversed, practitioners will suddenly be forced into an awkward defensive silence with regular clients to whom they have supplied tax advice for years.  In its current form, H.R. 4318 could be helpful as it would at least (1) limit the definition of “preparer” by including only those who actually prepare the returns, and (2) reduce the “more likely than not” standard to a “substantial authority” standard, with a further reduction to a “reasonable basis” standard where the tax preparer makes a disclosure of questionable positions.  However, until this legislation (or some form of it) passes, members of the public should be prepared for a general unwillingness of tax professionals to urge an aggressive tax position.
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