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Defending Against IRS Tax Penalties

By Nathan H. Lichtenstein and Mark D. Anderson

The Internal Revenue Code contains more than
150 penalties that can be assessed against
taxpayers and tax return preparers. Some of them
are found in Code Section 6662, which authorizes
the IRS to impose an accuracy related penalty
equal to 20 percent of any substantial
understatement of income tax. For an individual,
an understatement of tax is deemed substantial if
it exceeds the greater of $5,000 or 10 percent of
the tax. In addition, a 40 percent penalty applies
where an understatement results from
undisclosed transactions that lack economic
substance.

And the IRS is getting more aggressive about
asserting penalties. The number of accuracy
related penalties assessed against individual
taxpayers increased from 58,366 in 2005 to
553,184 in 2015. That is nearly a 1,000 percent
increases over the past decade.

One of the defenses to the imposition of an
accuracy related penalty is the “reasonable-cause
exception.” A taxpayer is not liable for the
accuracy related penalty imposed by Section 6662
(or the fraud penalty imposed by Section 6663) if
there was a reasonable cause and the taxpayer
acted in good faith. The determination of whether
a taxpayer acted with reasonable cause and in
good faith is made on a case-by-case basis, taking
into account all the pertinent facts and
circumstances. Generally, the most important
factor is the extent of the taxpayer’s effort to
determine the proper tax liability. This question
often revolves around whether the taxpayer

reasonably relied on the advice of a third party.
IRC Regulation Section 301.6664-4(c) provides that
“Reliance on . . . the advice of a professional tax
advisor . . . does not necessarily demonstrate
reasonable cause and good faith . . . Reliance

on ... professional advice . . . however,
constitutes reasonable cause and good faith if,
under all the circumstances, such reliance was
reasonable and the taxpayer acted in good faith.”
Equally important is the “experience, knowledge,
and education of the taxpayer.”

A taxpayer can avoid a liability for accuracy
related penalties where he has relied on the
advice of a tax professional, even if that advice
turns out to be erroneous. To establish reasonable
reliance on the advice of the tax professional, the
taxpayer must show (a) the taxpayer used a
competent tax professional who had sufficient
expertise to justify reliance, (b) the taxpayer
provided all the necessary information to that
professional, and (c) the taxpayer in good faith
relied on the advice. It is also important that the
tax professional should not be the one promoting
the transaction, or otherwise be involved in
structuring the transaction or compensated out of
the transaction.

There has been a great deal of litigation relating to
determining whether reasonable reliance exists.
Often, the taxpayer’s education, sophistication
and business experience are considered in
determining whether the taxpayer’s reliance on
advice was reasonable. For example, a
professional football player was found to have
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reasonably relied on his tax advisor when investing If you have any questions about this article, please
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and independent tax professional.
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