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SECTION: ENFORCEMENT 
DEPARTMENT OF JUSTICE REQUESTS LIST OF ALL USERS OF BITCOIN EXCHANGE, 
CITING POTENTIAL FOR TAX EVASION 

Citation: In the Matter of the Tax Liabil it ies of John Does; No. 3:16-cv-06658, USDC Northern 
California, 11/17/16 

The Department of Justice has filed in the United States District for the Northern District of California for a “John 
Doe” summons to be issued to Coinbase, Inc. for a list of all United States persons who conducted transactions 
in a “convertible virtual currency” between January 1, 2013 and December 31, 2015 (In the Matter of the Tax 
Liabilities of John Does; No. 3:16-cv-06658, USDC Northern California).  The key “convertible virtual currency” 
in question in this matter is Bitcoin. 

On November 30, 2016 the Court granted the IRS’s request to serve the summons on Coinbase.  Coinbase 
indicated in a Wall Street Journal article that it had expected this development and planned to contest the 
summons when it is served. 

Coinbase, Inc. is the largest Bitcoin exchange in the United States.  An exchange allows holders of Bitcoin to 
convert their virtual currency into traditional currency, in this case primarily U.S. dollars. 

In the memorandum filed in support of the John Doe summons the government writes: 

Since 2009, the use of virtual currency has increased exponentially. Some users value the relatively 
high degree of anonymity associated with virtual currency transactions because only a transaction in 
virtual currency, such as buying goods or services, is public and not the identities of the parties to the 
transaction. Because of that, virtual currency transactions are subject to fewer third-party reporting 
requirements than transactions in conventional forms of payment. However, due to this anonymity and 
lack of third-party reporting, the IRS is concerned that U.S. taxpayers are underreporting taxable income 
from transactions in virtual currencies. Further, because the IRS considers virtual currencies to be 
property, United States taxpayers can realize a taxable gain from buying, selling, or trading in virtual 
currencies. There is a likelihood that United States taxpayers are failing to properly determine and report 
any taxable gain from such transactions. 

The memo goes on to describe Coinbase, Inc., the party to whom this summons would be issued: 

As of December 2015, Coinbase has four main products: (1) an exchange for trading bitcoin and fiat 
currency (fiat currency is legal tender that is backed by the government that issued it); (2) a wallet for 
bitcoin storage and transactions; (3) an application programming interface (API) for developers and 
merchants to build applications and accept bitcoin payments; and (4) “Shift Card,” the first U.S.-issued 
bitcoin debit card. Id. at ¶ 42. The Shift Card is a VISA branded debit card that enables Coinbase users 
in the United States (that reside in one of twenty-four states and Washington, D.C.) to spend bitcoin 
anywhere VISA is accepted. Id. 

The government is looking to be granted this summons under “John Doe” summons authority granted to the 
government under IRC §7609(f) which provides: 

Any summons . . . which does not identify the person with respect to whose liability the summons is 
issued may be served only after a court proceeding in which the Secretary establishes that -- 

(1) the summons relates to the investigation of a particular person or ascertainable group or 
class of persons, 

(2) there is a reasonable basis for believing that such person or group or class of persons may 
fail or may have failed to comply with any provision of any internal revenue law, and 

https://pacer-documents.s3.amazonaws.com/27/305263/035114854976.pdf
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(3) the information sought to be obtained from the examination of the records or testimony (and 
the identity of the person or persons with respect to whose liability the summons is issued) is 
not readily available from other sources. 

The key question will likely be the extent to which the IRS has limited the summons request to an “ascertainable 
class” under this provision.  The request would have the agency receiving a list of all individuals who had entered 
into Bitcoin transactions with Coinbase, Inc.  The IRS position in support of the summons involves two cases 
involving Coinbase customers with millions of dollars in revenue. 

CNET reported on November 21, 2016 that Coinbase, Inc. is likely to challenge this request (Coinbase Fights 
IRS Efforts to Obtain Customer Records, CNET, November 21, 2016).  The article provides the following 
statement from Coinbase, Inc.: 

“Although Coinbase’s general practice is to cooperate with properly targeted law enforcement inquiries, 
we are extremely concerned with the indiscriminate breadth of the government’s request,” the company 
said in a statement. “Our customers' privacy rights are important to us and our legal team is in the 
process of examining the government's petition.” 

SECTION: SECURITY 
MANY PROFESSIONALS WILL NEED TO VERIFY THEIR IDENTITY TO CONTINUE TO 
ACCESS TRANSCRIPTS VIA E-SERVICES 

Citation: IRS Website, Important Update about Your e -Services Account, 11/29/16 

Due to an increase in phishing attacks directed at preparers, the IRS announced that many of those who have 
e-services access to transcripts and have used the service will in the past year will need to revalidate their 
accounts or risk losing access (IRS Website, Important Update about Your e-Services Account).  However, those 
who registered after May 2016 will not be required to validate their identity, since the IRS has been using the 
“Secure Access” validation system since that date. 

The IRS will mail letters to affected e-Services account holders starting the week of November 28, 2016.  Those 
individuals will have 30 days from the date of the letter to validate their identity of they will lose access to e-
Services.   

The IRS notes the procedures to be taken as follows: 

You must validate your identity using one of two options. The preferred option is to validate your identity 
online by registering for Get Transcript Online, which uses Secure Access to authenticate your identity. 
This option is solely to validate your identity through Secure Access. If you cannot validate your identity 
online, you may revalidate your identity by calling the IRS e-Services Help Desk. You must have a copy 
of the IRS letter you received when you call. You will have access to e-Services throughout the 30-day 
period. 

The IRS describes the Secure Access validation process as follows: 

You must register through Get Transcript Online, which allows you to validate your identity through our 
identity authentication process called Secure Access. The purpose is solely to authenticate your identity. 
You must have an email address, knowledge of your most recently filed tax return and financial 
information from either a credit card or other loan numbers. You also must have a mobile phone in your 
name to complete the process in one session, or you must request an activation code by mail. Before 
you start, please review Secure Access: How to Register for Certain Online Self-Help Tools. 

https://www.cnet.com/news/coinbase-fights-irs-efforts-to-obtain-customer-records-summons-tax-evasion-bitcoin/
https://www.cnet.com/news/coinbase-fights-irs-efforts-to-obtain-customer-records-summons-tax-evasion-bitcoin/
https://www.irs.gov/individuals/important-update-about-your-eservices-account
https://www.irs.gov/individuals/secure-access-how-to-register-for-certain-online-self-help-tools
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If a professional is unable to complete the Secure Access validation, then the professional will need to turn to 
the e-Services Help Desk.  The IRS describes that process as follows: 

You must have the IRS letter you received when you call the e-Services Help Desk. It contains a unique 
code that you must provide to the Help Desk assistor. You must provide the code from your letter and 
answer a series of identity-proofing questions to authenticate your identity. If you cannot authenticate 
yourself, you will receive instructions on how to visit a Taxpayer Assistance Center to verify your identity 
in person. To validate your identity through the Help Desk, you will not need a mobile phone. Additional 
customer service representatives are available to assist you. 

The IRS provides the following information for those who have not received a letter and wonder if they should 
do something: 

Letters are being mailed to e-Services users who have accessed their e-Services account in the past 
year and who can access the Transcript Delivery System. Letters will be mailed to the addresses listed 
on the users' most recent tax returns. Letters are being mailed over a period of weeks. If you have 
access to TDS and have been active in the past year, you should receive a letter by the end of 
December. If you did not receive a letter and your e-Services registration account has been suspended, 
contact the e-Services Help Desk for assistance. 

The IRS also addresses the issue regarding the previous notice that Secure Access was being delayed, noting 
that this update only represents a portion of the full Secure Access the agency expects to roll out. 

At this time, our goal is to validate the identity of e-Services users who have access to taxpayer data 
using robust identity proofing techniques including Secure Access online or phone authentication with a 
unique security code sent to you by mail. We expect to fully implement the Secure Access identity 
authentication process for e-Services next year. Secure Access is a two-factor, or two-step, process 
that will require returning users to enter their username and password plus a security code sent by cell 
phone to access their accounts. 

The IRS also warns about scam emails that are being received by preparers regarding e-Services: 

These are scams. Currently, there are several variations in circulation. One version seeks to capitalize 
on IRS efforts to strengthen e-Services. The IRS will not send you an email asking you to click on a link 
to update your account. These phishing scams that attempt to steal your e-Services credentials, are one 
reason the IRS is undertaking efforts to make the authentication process stronger. 

SECTION: 31 U.S.C. 9701 
IRS RAISES FEES FOR INSTALLMENT AGREEMENTS AND REVISES LIST OF CHARGES 

Citation: TD 9798, 11/29/16 

The IRS has adopted final regulations (TD 9798) to increase fees for entering into installment agreements and 
add new levels for determining a fee in proposed regulations (REG-108792-16).  The changes take effect on 
January 1, 2017. 

The IRS explained in the proposed that the fees in place today were set below what it costs the IRS to process 
the installment agreements.  The IRS explained: 

Historically, the IRS charged a user fee that recovered less than the full cost of an installment agreement 
to make the service more accessible to a broader range of taxpayers. However, in light of constraints 
on IRS resources for tax administration, the Treasury Department and the IRS have determined that it 
is necessary to recoup the full costs of the installment agreement program. 

https://www.gpo.gov/fdsys/pkg/FR-2016-12-02/pdf/2016-28936.pdf
https://s3.amazonaws.com/public-inspection.federalregister.gov/2016-19836.pdf
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The current fees are outlined by the IRS: 

Under § 300.1, the IRS currently charges three rates for installment agreements. The user fee, in 
general, is $120 for an installment agreement. The user fee is reduced to $52 for a direct debit 
installment agreement, which is an agreement whereby the taxpayer authorizes the IRS to request the 
monthly electronic transfer of funds from the taxpayer's bank account to the IRS. The user fee is $43 
notwithstanding the method of payment if the taxpayer is a low-income taxpayer, as defined below. 

The following fees will be effective January 1, 2017: 

 Regular Installment Agreements -- A taxpayer contacts the IRS in person, by phone, or by mail and 

sets up an agreement to make manual payments over a period of time either by mailing a check or 

electronically through the Electronic Federal Tax Payment System (EFTPS). The fee for entering into 

a regular installment agreement is $225. [Reg. §300.1(b)] 

 Direct Debit Installment Agreements -- A taxpayer contacts the IRS by phone or mail and sets up an 

agreement to make automatic payments over a period of time through a direct debit from a bank 

account. The fee for entering into a direct debit installment agreement is $107. [Reg. §300.1(b)(1)] 

 Online Payment Agreements -- A taxpayer sets up an installment agreement through 

http://www.irs.gov and agrees to make manual payments over a period of time either by mailing a 

check or electronically through the EFTPS. The fee for entering into an online payment agreement is 

$149. [Reg. §300.1(b)(2)] 

 Direct Debit Online Payment Agreements -- A taxpayer sets up an installment agreement through 

http://www.irs.gov and agrees to make automatic payments over a period of time through a direct debit 

from a bank account. The fee for entering into a direct debit online payment agreement is $31. [Reg. 

§300.1(b)(3)] 

 Restructured/Reinstated Installment Agreements -- A taxpayer modifies a previously established 

installment agreement or reinstates an installment agreement on which the taxpayer has defaulted. 

The fee for restructuring or reinstating an installment agreement is $89. [Reg. §300.2(b)] 

 Low-Income Rate -- A rate that applies when a low-income taxpayer enters into any type of 

installment agreement, other than a direct debit online payment agreement, and when a low-income 

taxpayer restructures or reinstates any installment agreement. A low-income taxpayer is a taxpayer 

that has income at or below 250 percent of the dollar criteria established by the poverty guidelines 

updated annually in the Federal Register by the U.S. Department of Health and Human Services. 

Section 300.1(b)(2). The low-income rate is $43. [Reg. §300.1(b)(3)] 

SECTION: 108 
REQUIREMENTS FOR EXCLUSION OF HOME MORTGAGE DEBT DISCHARGE FOR PRMP 
AND HAMP RELIEF IN PROCESS AT DECEMBER 31, 2016 OUTLINED 

Citation: Notice 2016-72, 11/28/16 

The special rule for exclusion from income of cancellation of debt income related to the discharge of certain 
home mortgage debt (IRC §108(a)(1)(E)) was only extended by Congress through December 31, 2016 in the 
PATH Act.  However, Congress did provide that the relief would apply to discharges after that date if certain 
events took place before December 31, 2016 that had the effect of entering into an agreement to cancel the debt 
at some later date. 
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In Notice 2016-72 the IRS provides guidance about how that “special rule” would apply to the Federal Housing 
Finance Agency’s (FHFA’s) principal reduction modification program (PRMP) and the Home Affordable 
Modification Program (HAMP). 

The IRS details the special “in process” rule in the IRC as follows in the Notice: 

Congress extended the relief under § 108(a)(1)(E) to arrangements entered into and evidenced in writing 
before January 1, 2017, in the Protecting Americans from Tax Hikes Act of 2015, Pub. L. No. 114-113, 
129 Stat 2242, 3065-66 (2015) (PATH Act). Congress added this provision to protect a borrower-
homeowner who is in the process of obtaining a permanent modification of the mortgage loan during 
2016, although the permanent modification of the mortgage loan resulting in discharge of indebtedness 
would not occur until after 2016. For example, a borrower-homeowner who is in the process of obtaining 
a modified mortgage loan under the PRMP during 2016, because the borrower-homeowner is either in 
an active TPP or the mortgage loan servicer sends the borrower-homeowner a notice in conjunction 
with a TPP, might not complete the modification process until after 2016. The addition of § 
108(a)(1)(E)(ii) by the PATH Act is designed to ensure that discharges of qualified principal residence 
indebtedness in these situations qualify for exclusion from income under that section. 

The Notice outlines the requirements participants in these programs must meet to be able to take advantage of 
the IRC §108(a)(1)(E) exclusion for final discharges that take effect after December 31, 2016. 

The Notice provides: 

Qualified principal residence indebtedness is discharged "subject to an arrangement that is entered into 
and evidenced in writing before January 1, 2017" within the meaning of § 108(a)(1)(E)(ii) if: (1) before 
that date, a mortgage servicer sends a borrower-homeowner under the FHFA's PRMP a notice in 
conjunction with a written TPP or, for a borrower-homeowner in an active TPP, a separate notice in a 
written opt-out letter outlining the terms and conditions of the permanent mortgage loan modification 
following completion of the active TPP; (2) the borrower-homeowner satisfies all of the Trial Period and 
PRMP Conditions; and (3) the borrower-homeowner and servicer enter into a permanent modification 
of the mortgage loan on or after January 1, 2017. A similar conclusion applies to a TPP under HAMP®. 

Advisers should remember that merely because a taxpayer has a discharge event after December 31, 2016 that 
fails to meet these requirements, other relief may be available.  As the notice points out: 

A discharge of indebtedness that does not qualify for the qualified principal residence indebtedness 
exclusion in § 108(a)(1)(E) may qualify for another exclusion, such as the insolvency exclusion under § 
108(a)(1)(B) or the deductible debt exclusion under § 108(e)(2). For example, a cash basis homeowner 
generally would exclude from income under § 108(e)(2) the discharge of any accrued but unpaid interest 
on the mortgage for his or her principal residence to the extent the interest would have been deductible 
if paid. See Johnson v. Commissioner, T.C. Memo 1999-162, and Lawinger v. Commissioner, 103 T.C. 
428 (1994). For more information about income from discharge of indebtedness, the qualified principal 
residence indebtedness exclusion, the insolvency exclusion, the deductible debt exclusion, and other 
exclusions from gross income that may apply, see Publication 4681, Canceled Debts, Foreclosures, 
Repossessions, and Abandonments (for Individuals). 

SECTION: 6695 
EXPANDED DUE DILIGENCE TEMPORARY REGULATIONS ISSUED BY IRS, APPLICABLE 
FOR 2016 TAX RETURNS 

Citation: TD 9799 and REG-102952-16, 12/2/16 

Temporary (TD 9799) and identical proposed regulations (REG-102952-16) have been released by the IRS to 
implement the expanded due diligence rules imposed on tax preparers as part of the Protecting Americans from 

http://www.irs.gov/pub/irs-drop/n-16-72.pdf
https://s3.amazonaws.com/public-inspection.federalregister.gov/2016-28993.pdf
https://s3.amazonaws.com/public-inspection.federalregister.gov/2016-28995.pdf
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Tax Hikes Act of 2015.  The PATH Act expanded the preparer due diligence requirements that originally applied 
to returns claiming an Earned Income Tax Credit (EITC), first added by Taxpayer Relief Act of 1997, to apply to 
returns claiming the Child Tax Credit (CTC), Additional Child Tax Credit (ACTC) and American Opportunity Tax 
Credit (AOTC). 

A preparer who prepares a return that claims the EITC, the CTC/ACTC and/or the AOTC faces a per return, per 
credit penalty if the credit was improperly claimed and the preparer failed to meet the due diligence requirements 
imposed by the statute and related regulations. [IRC §6695]  The penalty is indexed annual for inflation, with the 
penalty for 2016 tax returns amounting to $530 per credit per return. 

As the preamble to the temporary regulations notes, if a preparer erroneously prepared return claiming all three 
credits and it is found none applied and the preparer failed to meet the due diligence for each, a penalty of 
$1,590 would apply to the return. [Reg. §1.6695-2T(a)] 

Pursuant to the statute, each failure to comply with the due diligence requirements set forth in 
regulations prescribed by the Secretary results in a penalty.  The section 6695(g) requirements apply to 
each credit claimed, meaning more than one penalty could apply to a single return or claim for refund. 
The temporary regulations provide examples to show how multiple penalties could apply when one 
return or claim for refund is filed. 

Each credit is tested separately.  In the first example the preparer failed to perform due diligence for either credit 
and ends up with two penalties: 

Example 1.  Preparer A prepares a federal income tax return for a taxpayer claiming the CTC and the 
AOTC. Preparer A did not meet the due diligence requirements under this section with respect to the 
CTC or the AOTC claimed on the taxpayer’s return.  Unless the exception to penalty provided by 
paragraph (d) of this section applies, Preparer A is subject to two penalties under section 6695(g): one 
for failure to meet the due diligence requirements for the CTC and a second penalty for failure to meet 
the due diligence requirements for the AOTC. 

But if the preparer does meet the due diligence requirements for some, but not all, of the disallowed credits, the 
penalty applies only to those credits for which there was a due diligence failure: 

Example 2.  Preparer B prepares a federal income tax return for a taxpayer claiming the CTC and the 
AOTC. Preparer B did not meet the due diligence requirements under this section with respect to the 
CTC claimed on the taxpayer’s return, but Preparer B did meet the due diligence requirements under 
this section with respect to the AOTC claimed on the taxpayer’s return. Unless the exception to penalty 
provided by paragraph (d) of this section applies, Preparer B is subject to one penalty under section 
6695(g) for the failure to meet the due diligence requirements for the CTC.  Preparer B is not subject to 
a penalty under section 6695(g) for failure to meet the due diligence requirements for the AOTC. 

A preparer subject to the due diligence requirements must complete Form 8867 and submit it with the tax return 
claiming the credits.  The Form has been updated to include checklists of required steps and information for 
each credit.  As the preamble to the temporary regulations describe these changes: 

The Form 8867 has been revised for the 2016 tax year and is a single checklist to be used for all 
applicable credits (EIC, CTC/ACTC, and/or AOTC) on the return or claim for refund subject to the section 
6695(g) due diligence requirements.  The Form 8867 was streamlined to eliminate unnecessary 
redundancy with other forms and schedules. These changes were intended to reduce burden while 
increasing the utility of the Form 8867 as a checklist for tax return preparers to more accurately 
determine taxpayer eligibility for credits, thereby reducing errors and increasing compliance by preparers 
and taxpayers.  The temporary regulations clarify § 1.6695-2(b)(1)(ii) to illustrate that the completion of 
Form 8867 can be based on information provided by the taxpayer to the preparer or otherwise 
reasonably obtained or previously known by the preparer. 
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Completion of Form 8867 must “be based on information provided by the taxpayer to the tax return preparer or 
otherwise reasonably obtained or known by the tax return preparer.” [Temporary Reg. §1.6695-2T(b)(1)(C)(ii)] 

A preparer preparing a return on which the credit is claimed must handle computation of the credits by complying 
with one of two procedures found at Temporary Reg. §1.6695-2T(b)(2)]: 

(2) Computation of credit or credits. (i) When computing the amount of a credit described in paragraph 
(a) of this section to be claimed on a return or claim for refund, the tax return preparer must either— 

(A) Complete the worksheet in the Form 1040, 1040A, 1040EZ, and/or Form 8863 instructions 
or such other form including such other information as may be prescribed by the IRS applicable 
to each credit described in paragraph (a) of this section claimed on the return or claim for refund; 
or  

(B) Otherwise record in one or more documents in the tax return preparer's paper or electronic 
files the tax return preparer's computation of the credit or credits claimed on the return or claim 
for refund, including the method and information used to make the computations. 

(ii) The tax return preparer's completion of an applicable worksheet described in paragraph (b)(2)(i)(A) 
of this section (or other record of the tax return preparer's computation of the credit or credits permitted 
under paragraph (b)(2)(i)(B) of this section) must be based on information provided by the taxpayer to 
the tax return preparer or otherwise reasonably obtained or known by the tax return preparer. 

The temporary regulations detail the knowledge requirement as follows [Temporary Reg. §1.6695-2T(b)(3)]: 

(3) Knowledge—(i) In general.  The tax return preparer must not know, or have reason to know, that any 
information used by the tax return preparer in determining the taxpayer's eligibility for, or the amount of, 
any credit described in paragraph (a) of this section and claimed on the return or claim for refund is 
incorrect. The tax return preparer may not ignore the implications of information furnished to, or known 
by, the tax return preparer, and must make reasonable inquiries if a reasonable and well- informed tax 
return preparer knowledgeable in the law would conclude that the information furnished to the tax return 
preparer appears to be incorrect, inconsistent, or incomplete. The tax return preparer must also 
contemporaneously document in the files any inquiries made and the responses to those inquiries. 

Several examples have been added to address what represents due diligence in these circumstances. 

The first set of examples deal with confirming that a proper relationship exists between the taxpayer and her two 
sons to allow her to claim them as dependents, a necessary requirement to claim either the EITC or the CTC.  
An important part of the second example is the concession that information obtained in a prior year can be used 
to fulfill the due diligence requirement for the current year. 

Example 1.  In 2018, Q, a 22 year-old taxpayer, engages Preparer C to prepare Q’s 2017 federal income 
tax return.  Q completes Preparer C’s standard intake questionnaire and states that she has never been 
married and has two sons, ages 10 and 11. Based on the intake sheet and other information that Q 
provides, including information that shows that the boys lived with Q throughout 2017, Preparer C 
believes that Q may be eligible to claim each boy as a qualifying child for purposes of the EIC and the 
CTC. However, Q provides no information to Preparer C, and Preparer C does not have any information 
from other sources, to verify the relationship between Q and the boys.  To meet the knowledge 
requirement in paragraph (b)(3) of this section, Preparer C must make reasonable inquiries to determine 
whether each boy is a qualifying child of Q for purposes of the EIC and the CTC, including reasonable 
inquiries to verify Q’s relationship to the boys, and Preparer C must contemporaneously document these 
inquiries and the responses. 

Example 2.  Assume the same facts as in Example 1 of this paragraph (b)(3)(ii). In addition, as part of 
preparing Q’s 2017 federal income tax return, Preparer C made sufficient reasonable inquiries to verify 
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that the boys were Q’s legally adopted children. In 2019, Q engages Preparer C to prepare her 2018 
federal income tax return. When preparing Q’s 2018 federal income tax return, Preparer C is not required 
to make additional inquiries to determine the boys relationship to Q for purposes of the knowledge 
requirement in paragraph (b)(3) of this section. 

The following two examples involve the issue of confirming that a taxpayer who lives with her parents and has a 
child is not herself a qualifying child of her parents, a condition that would preclude claiming the EITC and CTC.  
Again, the second example notes that information obtained in the initial year can be used to provide evidence of 
due diligence in a later year: 

Example 3.  In 2018, R, an 18 year-old taxpayer, engages Preparer D to prepare R’s 2017 federal 
income tax return.  R completes Preparer D’s standard intake questionnaire and states that she has 
never been married, has one child, an infant, and that she and her infant lived with R’s parents during 
part of the 2017 tax year.  R also provides Preparer D with a Form W-2 showing that she earned $10,000 
during 2017. R provides no other documents or information showing that R earned any other income 
during the tax year. Based on the intake sheet and other information that R provides, Preparer D believes 
that R may be eligible to claim the infant as a qualifying child for the EIC and the CTC. To meet the 
knowledge requirement in paragraph (b)(3) of this section, Preparer D must make reasonable inquiries 
to determine whether R is eligible to claim these credits, including reasonable inquiries to verify that R 
is not a qualifying child of her parents (which would make R ineligible to claim the EIC) or a dependent 
of her parents (which would make R ineligible to claim the CTC), and Preparer D must 
contemporaneously document these inquiries and the responses. 

Example 4. The facts are the same as the facts in Example 3 of this paragraph (b)(3)(ii).  In addition, 
Preparer D previously prepared the 2017 joint federal income tax return for R’s parents. Based on 
information provided by R’s parents, Preparer D has determined that R is not eligible to be claimed as 
a dependent or as a qualifying child for purposes of the EIC or CTC on R’s parents’ return. Therefore, 
for purposes of the knowledge requirement in paragraph (b)(3) of this section, Preparer D is not required 
to make additional inquiries to determine that R is not her parents’ qualifying child or dependent. 

The fifth example looks at the requirements to confirm the right to claim a niece or nephew as a qualifying child 
to qualify for the EITC and CTC: 

Example 5.  In 2018, S engages Preparer E to prepare his 2017 federal income tax return.  During 
Preparer E’s standard intake interview, S states that he has never been married and his niece and 
nephew lived with him for part of the 2017 tax year. Preparer E believes S may be eligible to claim each 
of these children as a qualifying child for purposes of the EIC and the CTC. To meet the knowledge 
requirement in paragraph (b)(3) of this section, Preparer E must make reasonable inquiries to determine 
whether each child is a qualifying child for purposes of the EIC and the CTC, including reasonable 
inquiries about the children’s parents and the children’s residency, and Preparer E must 
contemporaneously document these inquiries and the responses. 

The importance of verifying items, such as the correctness of an assertion that there are no expenses related to 
a business when claiming the EITC, are outlined in the next example: 

Example 6. W engages Preparer F to prepare her federal income tax return. During Preparer F’s 
standard intake interview, W states that she is 50 years old, has never been married, and has no 
children. W further states to Preparer F that during the tax year she was self-employed, earned $10,000 
from her business, and had no business expenses or other income. Preparer F believes W may be 
eligible for the EIC. To meet the knowledge requirement in paragraph (b)(3) of this section, Preparer F 
must make reasonable inquiries to determine whether W is eligible for the EIC, including reasonable 
inquiries to determine whether W’s business income and expenses are correct, and Preparer F must 
contemporaneously document these inquiries and the responses. 
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The final example deals with the American Opportunity Tax Credit and points out that the adviser needs more 
than just a Form 1098-T.  As well, if the Form 1098-T only contains information about amounts billed, the adviser 
will need to get information about amounts paid.  That is important because the IRS has granted the option to 
colleges an and universities to continue to report amounts billed rather than paid on Forms 1098-T for 2016 and 
2017 tax years, despite a 2015 law change requiring the institutions to report amounts paid.  Thus, while the 
institutions have been given relief, that relief was not extended to preparers: 

Example 7.  Y, who is 32 years old, engages Preparer G to prepare his federal income tax return.  Y 
completes Preparer G’s standard intake questionnaire and states that he has never been married. As 
part of Preparer G’s client intake process, Y provides Preparer G with a copy of the Form 1098-T Y 
received showing that University M billed $4,000 of qualified tuition and related expenses for Y’s 
enrollment or attendance at the university and that Y was at least a half-time undergraduate student. 
Preparer G believes that Y may be eligible for the AOTC. To meet the knowledge requirements in 
paragraph (b)(3) of this section, Preparer G must make reasonable inquiries to determine whether Y is 
eligible for the AOTC, as Form 1098-T does not contain all the information needed to determine eligibility 
for the AOTC or to calculate the amount of the credit if Y is eligible, and contemporaneously document 
these inquiries and the responses. 

Preparers must also maintain specific records for a period of three years from the latest of a) the due date without 
regard to extensions for the filing of the return in question, b) for a paid preparer electronically filing the return 
and signing the return, the date the return was filed, c) for a return signed by the preparer not filed electronically, 
the date the return was presented to the taxpayer for signature or d) for a nonsigning preparer, the date the 
nonsigning preparer submitted the return to the signing preparer. [Reg. §1.6695-2(b)(4)(ii)] 

The records to be retained are the Form 8867 itself [Reg. §1.6695-2(b)(4)(i)(A)], a copy of each completed 
worksheet or similar document for each applicable credit [Temporary Reg. §1.6695-2T(b)(4)(i)(B)] and “record 
of how and when the information used to complete Form 8867 and the applicable worksheets…was obtained by 
the tax return preparer, including the identity of any person furnishing the information, as well as a copy of any 
document that was provided by the taxpayer and on which the tax return preparer relied to complete Form 8867 
and/or an applicable worksheet.” [Temporary Reg. §1.6695-2T(b)(4)(i)(C)] 

The penalty can apply to the preparer and the firm that employs the preparer.  As the preamble to the temporary 
regulations note: 

Section 1.6695-2(c) provides that a firm that employs a tax return preparer subject to a penalty under 
section 6695(g) is also subject to a penalty if certain conditions apply.  Under this rule, a firm will be 
subject to a penalty if and only if one or more members of principal management (or principal officers) 
of the firm or branch participated in, or prior to the time the return was filed, knew of the failure to comply 
with the due diligence requirements; the firm failed to establish reasonable and appropriate procedures 
to ensure compliance with the due diligence requirements; or, through willfulness, recklessness, or gross 
indifference (including ignoring facts that would lead a person of reasonable prudence and competence 
to investigate or ascertain) the firm disregarded its own reasonable and appropriate compliance 
procedures.  A firm subject to a section 6695(g) penalty under this section is not eligible for the exception 
to the penalty in §1.6695-2(d).  Under this exception, the penalty will not be applied if the tax return 
preparer can demonstrate to the satisfaction of the IRS that, considering all of the facts and 
circumstances, the tax return preparer’s normal office procedures are reasonably designed and routinely 
followed to ensure compliance with the due diligence requirements, and the failure to meet the due 
diligence requirements with respect to the particular tax return or claim for refund was isolated and 
inadvertent. 

These expanded rules mean that a much larger number of returns handled by most CPA firms will be subjected 
to enhanced due diligence requirements, as well the potential for penalties.  As the above paragraph notes, this 
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is going to require firms to develop procedures to specifically insure that all required information is obtained by 
all preparers in the firm (both signing and non-signing) to ensure that the requirements are met. 
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