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Section: State Tax 
Two States Find Their States' Statutes for Taxing Trusts Violate Due 
Process Clause 

Citation: Kimberley Rice Kaestner 1992 Family Trust v. Dep’t of Revenue, NC 
Supreme Court, No. 307PA15-2, 6/8/18 and Fielding v. Comm’r of Revenue, 
Minnesota Supreme Court, A17-1177, 7/18/18 

While most conversations since the Wayfair decision regarding state and local taxes have 
revolved around an expansion of a state’s ability to impose taxes, the high courts in two states 
have moved to reduce the state’s ability to impose taxes on income from trusts, finding that the 
state’s attempts to tax trust income are in violation of the U.S. Constitution. 

The North Carolina Supreme Court in the case of Kimberley Rice Kaestner 1992 Family Trust v. 
Dep’t of Revenue, No. 307PA15-2 and the Minnesota Supreme Court in the case of Fielding v. 
Comm’r of Revenue, A17-1177 each ruled the respective states had inappropriately attempted to 
tax the income of the trusts in question. 

In the North Carolina case, state law provided the state claimed the right to tax the income of a 
trust where the assets were held for the benefit of a North Carolina resident beneficiary, 
regardless of the residence of the trustee, where the trust was administered or whether any 
distributions were required to be or were made to the North Carolina beneficiaries. 

As the opinion notes: 

The relevant provision of section 105-160.2 has remained substantively unchanged since the tax years 
at issue and states that income tax on an estate or trust “is computed on the amount of the taxable 
income of the estate or trust that is for the benefit of a resident of this State.” Id. § 105-160.2 (2017). 

The trusts complained that the state was exceeding its authority under the United States 
Constitution by imposing its tax based solely on the existence of these beneficiaries.  As the 
Court opinion continues “[i]n its complaint and motion for summary judgment, plaintiff 
maintained that this section is both unconstitutional on its face and as applied to plaintiff.” 

The North Carolina Supreme Court considered the issue of whether the imposition of this tax 
violated the due process clauses of both the U.S. and N.C. constitutions.  The Court noted the 
key question in this case when it cited the following due process test: 

When applied to taxation, “[t]he Due Process Clause ‘requires some definite link, some minimum 
connection, between a state and the person, property or transaction it seeks to tax.’ ” Quill, 504 U.S. 
at 306, 112 S. Ct. at 1909 (quoting Miller Bros. Co. v. Maryland, 347 U.S. 340, 344-45, 74 S. 
Ct. 535, 539 (1954)). … This “minimum connection,” which is more commonly referred to as 
“minimum contacts,” see id. at 307, 112 S. Ct. at 1910 (citing Int’l Shoe Co. v. Washington, 326 
U.S. 310, 316, 66 S. Ct. 154, 158 (1945)), exists when the taxed entity “purposefully avails itself 
of the benefits of an economic market” in the taxing state “even if it has no physical presence in the 
State,” id. at 307, 112 S. Ct. at 1910 (citing Burger King Corp. v. Rudzewicz, 471 U.S. 462, 
476, 105 S. Ct. 2174, 2184 (1985)). 
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The North Carolina Supreme Court notes that the beneficiaries and the trust have a separate tax 
existence and finds that the state cannot use contacts of the beneficiaries to establish the 
minimum contact for the trust: 

That plaintiff and its North Carolina beneficiaries have legally separate, taxable existences is critical to 
the outcome here because a taxed entity’s minimum contacts with the taxing state cannot be established 
by a third party’s minimum contacts with the taxing state. See Walden v. Fiore, ___ U.S. ___, ___, 
134 S. Ct. 1115, 1122 (2014) (stating that “unilateral activity of another party or a third person is 
not an appropriate consideration when determining whether a defendant has sufficient contacts with a 
forum State” (quoting Helicopteros Nacionales de Colombia, S.A. v. Hall, 466 U.S. 408, 417, 104 
S. Ct. 1868, 1873 (1984))); Hanson v. Denckla, 357 U.S. 235, 253, 78 S. Ct. 1228, 1239-40 
(1958) (“The unilateral activity of those who claim some relationship with a nonresident [party] cannot 
satisfy the requirement of contact with the forum State.”). Here it was plaintiff’s beneficiaries, not 
plaintiff, who reaped the benefits and protections of North Carolina’s laws by residing here. Because 
plaintiff and plaintiff’s beneficiaries are separate legal entities, due process was not satisfied solely from 
the beneficiaries’ contacts with North Carolina. 

… For taxation of a foreign trust to satisfy the due process guarantee of the Fourteenth Amendment 
and the similar pledge in Article I, Section 19 of our state constitution, the trust must have some 
minimum contacts with the State of North Carolina such that the trust enjoys the benefits and 
protections of the State. When, as here, the income of a foreign trust is subject to taxation solely based 
on its beneficiaries’ availing themselves of the benefits of our economy and the protections afforded by our 
laws, those guarantees are violated. Therefore, we hold that N.C.G.S. § 105-160.2 is unconstitutional 
as applied to collect income taxes from plaintiff for tax years 2005 through 2008. Accordingly, we 
affirm the decision of the Court of Appeals that affirmed the Business Court’s order granting summary 
judgment for plaintiff and directed that defendant refund to plaintiff any taxes paid by plaintiff 
pursuant to section 105-160.2 for tax years 2005 through 2008. 

The North Carolina opinion also cites the following rulings from other states that it argues 
reaches the same conclusion on similar bases: 

…[S]everal other jurisdictions have applied reasoning similar to our analysis here in the context of 
deciding whether taxation of a given trust violated due process. See Linn v. Dep’t of Revenue, 2013 IL 
App (4th) 121055, ¶ 33, 2 N.E.3d 1203, 1211 (2013) (applying Quill and holding that there was 
insufficient contact between Illinois and the taxed trust to satisfy due process when the trust, inter alia, 
“had nothing in and sought nothing from Illinois” and conducted all of its business in Texas), appeal 
dismissed, 387 Ill. Dec. 512, 22 N.E.3d 1165 (2014); Fielding v. Comm’r of Revenue, File Nos. 
8911–R, 8912–R, 8913–R, 8914–R, 2017 WL 2484593, at *19-20 (Minn. T.C. May 31, 
2017) (deciding that taxation of an inter vivos trust based solely on the in-state domicile of the grantor 
at the time the trust became irrevocable violated due process); Residuary Tr. A v. Director, Div. of 
Taxation, 27 N.J. Tax 68, 72-73, 78 (2013) (holding that neither the New Jersey domicile of a 
deceased testator nor the New Jersey business interests of several corporations in which the testamentary 
trust held stock justified New Jersey’s taxation of “undistributed income from sources outside New 
Jersey” pursuant to the due process minimum contacts standard), aff’d per curiam, 28 N.J. Tax 541 
(2015); T. Ryan Legg Irrevocable Tr. v. Testa, 149 Ohio St. 3d 376, 2016-Ohio-8418, 75 
N.E.3d 184, at ¶ 68 (2016) (applying Quill and holding that a tax assessment by Ohio against a 
Delaware trust did not violate due process when the trust was created by an Ohio resident to dispose of 
his interest in a corporation that “conducted business in significant part in Ohio” and the settlor’s 
“Ohio contacts [were] still material for constitutional purposes”), cert. denied, ___ U.S. ___, 138 S. 
Ct. 222 (2017). 
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The Minnesota law attempted to impose tax on the trust via different statutory mechanism.  
Minnesota in 1996 modified its law to define a trust as a resident trust if the trustee was a 
resident of Minnesota on the date the trust became irrevocable.   

The effect of such a residency test, which exists in several states’ statutes, is to make the trust 
perpetually a resident trust regardless of whether there is any connection to the state in later 
years.  Even if the trustee resides out of state, manages the trust assets from outside the state, 
the trust has no assets in the state and no beneficiaries are resident of the state, the trust will still 
owe state income tax on all its undistributed income to the state where the grantor resided when 
the trust became irrevocable. 

In this case the grantor initially retained the right to substitute assets of equivalent fair value for 
trust assets. So, at the beginning, the trusts were taxed as grantor trusts, with income taxable to 
the grantor.1  On December 31, 2011 the grantor relinquished his right to substitute assets, so 
the trusts were no longer grantor trusts and became taxable entities in their own right. 

This was the triggering event for Minnesota’s statute defining a resident trust: 

The Trusts therefore ceased to be “grantor type trusts” and became irrevocable on December 31, 2011. 
See Minn. Stat § 290.01, subd. 7b(a) (“[A] trust is considered irrevocable to the extent the grantor is 
not treated as the owner [of a trust].”). At the time the trusts became irrevocable, Reid MacDonald 
was domiciled in Minnesota. Based on Reid MacDonald’s domicile in Minnesota when the Trusts 
became irrevocable, the Trusts were then classified as “resident trusts” under Minn. Stat. § 290.01, 
subd. 7b(a)(2).1 Katherine Boone, a domiciliary of Colorado, became the sole Trustee for each of the 
Trusts on January 1, 2012. 

The opinion goes on to describe the events of the following years: 

After they ceased to be grantor-type trusts, the Trusts filed Minnesota income tax returns as resident 
trusts, without protest, in 2012 and 2013. On July 24, 2014, William Fielding, a domiciliary of 
Texas, became Trustee for the Trusts. Shortly thereafter, all shareholders of FFI stock, including the 
Trusts, sold their shares. Because the Trusts were defined to be Minnesota residents (as a result of 
grantor MacDonald’s Minnesota domicile in 2011), they were subject to tax on the full amount of the 
gain from the 2014 sale of the FFI stock, as well on the full amount of income from other 
investments.2 See Minn. Stat. § 290.17, subd. 2(c) (2016) (providing that Minnesota taxes “resident 
trusts” on all “income or gains from intangible personal property,” including investment income, “not 
employed in the business of the recipient of the income”). Had the Trusts not been deemed residents of 
Minnesota, those items of income would have been assigned to the Trusts’ domicile and would not have 
been subject to Minnesota income taxation. See Minn. Stat. § 290.17, subd. 2(e) (2016). 

The trust argued, first, that the residence of the grantor is an insufficient basis for Minnesota to 
impose tax on worldwide income of the trust and, second, since the statute only uses that as the 
basis for imposing the worldwide tax, the state should not be allowed to impose the tax by 
looking to other contacts the trust had with the state. 

                                                      

1 IRC §675(4) 
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The Court, while agreeing with the first point, did not agree with the second.  Rather the court 
stated that, effectively, to be able to tax the trust on worldwide income the trust had to have had 
a resident grantor and there must be sufficient contacts to allow the taxation. 

But the Court still found that, in this case, there not sufficient contacts with the state to allow 
the tax to be imposed.  As with North Carolina, the Minnesota court looked to the due process 
clause of the Constitution.   

The trust argued that there not sufficient contacts with Minnesota: 

The Trusts…note that no Trustee has been a Minnesota resident, the Trusts have not been 
administered in Minnesota, the records of the Trusts’ assets and income have been maintained outside of 
Minnesota, some of the Trusts’ income is derived from investments with no direct connection to 
Minnesota, and three of the four trust beneficiaries reside outside of Minnesota. 

The state countered with other factors that, the state argued, should count as sufficient contacts: 

The Commissioner contends that she can constitutionally tax the Trusts’ worldwide income based on 
several contacts between Minnesota and the Trusts, asserting that the Trusts “ow[e] their very 
existence” to Minnesota. Specifically, the grantor, Reid MacDonald, was a Minnesota resident when 
the Trusts were created, was domiciled in Minnesota when the Trusts became irrevocable, and was still 
domiciled in Minnesota in 2014. The Trusts were created in Minnesota, with the assistance of a 
Minnesota law firm, which drafted, and until 2014 retained, the trust documents. The Trusts held 
stock in FFI, a Minnesota S corporation. The Trust documents provide that questions of law arising 
under the Trust documents are determined in accordance with Minnesota law. Finally, one beneficiary, 
Vandever MacDonald, has been a Minnesota resident at least through the tax year at issue. 

The majority of the Supreme Court found that the state’s cited connections were not sufficient 
to allow it to impose the tax for three reasons.  The Court first eliminated the state’s attempt to 
rely on the ties of the grantor, the very issue that the statute attempts to rely on.  The Court 
outlined its refusal to treat this as an adequate contact in the following paragraphs: 

First, the grantor’s connections to Minnesota — the Minnesota residency of Reid MacDonald in 
2009, when the Trusts were established; in 2011, when the Trusts were made irrevocable; and in 
2014, when the Trusts sold the FFI stock — are not relevant to the relationship between the Trusts’ 
income that Minnesota seeks to tax and the protection and benefits Minnesota provided to the Trusts’ 
activities that generated that income. The relevant connections are Minnesota’s connection to the trustee, 
not the connection to the grantor who established the trust years earlier. 

A trust is its own legal entity, with a legal existence that is separate from the grantor or the beneficiary. 
See Greenough v. Tax Assessors of Newport, 331 U.S. 486, 495–96 (1947) (“The citizenship of 
the trustee and not the seat of the trust or the residence of the beneficiary is the controlling factor.”); 
Anderson v. Wilson, 289 U.S. 20, 27 (1933) (noting that “the law has seen fit” to consider a trust 
“for income tax purposes as a separate existence”). Here, grantor Reid MacDonald is not the 
taxpayer, the Trusts are. Moreover, regardless of the grantor’s personal connections with Minnesota, 
after 2011 he no longer had control over the Trusts’ assets. See, e.g., Safe Deposit & Tr. Co. of 
Baltimore v. Virginia, 280 U.S. 83, 91–93 (1929) (concluding that Virginia, where the grantor 
resided but had no “control or possession” over the intangible assets of the trust, which was domiciled in 
Maryland, could not impose a tax on those assets); Taylor v. State Tax Comm’n, 445 N.Y.S.2d 
648, 649 (N.Y. App. Div. 1981) (holding that New York could not impose an income tax on trust 
property because “possession and control” of those assets was held by trustees who were not residents of 
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or domiciled in New York). For similar reasons, the Minnesota residency of beneficiary Vandever 
MacDonald does not establish the necessary minimum connection to justify taxing the Trusts’ income.6 
See Greenough, 331 U.S. at 495–96. 

Nor do we find the grantor’s decision to use a Minnesota law firm to draft the trust documents to be 
relevant. The parties stipulated that the law firm represented the grantor. Other than retaining the 
original signed trust documents, nothing in the record establishes that the law firm represented the 
Trusts or the Trustees in connection with the activities that led to the income that the State seeks to tax, 
let alone during the tax year at issue. We are unwilling to attribute legal significance to the storage of 
the original signed trust documents in Minnesota, when this act may have been nothing more than a 
service or convenience extended to the firm’s client — the grantor. 

The Court also noted the lack of any Minnesota property held by the trust: 

Second, the Trusts did not own any physical property in Minnesota that might serve as a basis for 
taxation as residents. See, e.g., Westfall v. Dir. of Revenue, 812 S.W.2d 513, 514 (Mo. 1991) 
(upholding Missouri’s tax on a trust, in part because the trust owned real property in the state). The 
Commissioner urges us to hold that the Trusts may be taxed as residents due to their connections to 
FFI, a Minnesota S corporation, and it is undisputed that the Trusts held interests in intangible 
property, FFI stock. Although FFI was incorporated in Minnesota and held physical property within 
the state, the intangible property that generated the Trusts’ income was stock in FFI and funds held in 
investment accounts. These intangible assets were held outside of Minnesota, and thus do not serve as a 
relevant or legally significant connection with the State. See, e.g., Safe Deposit & Tr. Co., 280 U.S. 
at 92 (stating that intangible assets held by a trustee located in Maryland “did not and could not 
follow” the grantor and beneficiaries who were domiciled in Virginia); In re Swift, 727 S.W.2d 880, 
881–82 (Mo. 1987) (concluding that the “creation and funding” of the trusts in Missouri with 
intangible assets that the trustee “held, managed and administered in Illinois” did not allow Missouri 
to tax the trust’s income); Mercantile-Safe Deposit & Tr. Co. v. Murphy, 242 N.Y.S.2d 26, 28 
(N.Y. App. Div. 1963) (concluding that New York, which was the grantor’s domicile, could not tax 
the trust’s income from intangible assets held in Maryland). 

Finally, the majority declined to look to contacts in previous years to establish a right for 
Minnesota to impose its tax in the year before the Court: 

Third, we do not find the contacts with Minnesota that pre-date 2014, the tax year at issue, by the 
grantor, the Trusts, or the beneficiaries, to be relevant. We have evaluated a taxpayer’s contacts with 
Minnesota, for due process purposes, in the tax year at issue. See Luther, 588 N.W.2d at 509 
(explaining that the taxpayer had the “opportunity to enjoy the many services, benefits, and protections” 
provided by the State for at least “the majority of” the tax year at issue). Other courts have also held 
that the relevant facts for evaluating the sufficiency of a taxpayer’s contacts are drawn from the tax year 
at issue. See, e.g., Linn v. Dep’t of Revenue, 2 N.E.3d 1203, 1210 (Ill. App. Ct. 2013) (“[W]hat 
happened historically with the trust in Illinois courts and under Illinois law has no bearing on the 2006 
tax year.”); Potter v. Taxation Div., 5 N.J. Tax 399, 404–05 (N.J. Tax Ct. 1983) (declining to 
rely on the trust’s receipt of the grantor’s assets, which “occurred prior to the tax year in question,” to 
allow the state to tax). 

There is good reason to focus on the taxpayer’s contacts in the tax year at issue. The direct link between 
the activities that generated the income in the year at issue and the protections provided by the State in 
that same year establishes the necessary rational relationship that justifies the tax. In contrast, allowing 
the State to look to historical contacts unrelated to the tax year at issue risks leaving taxpayers 
unaware of whether or when their contacts with Minnesota may justify the imposition of a tax. See 
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Luther, 588 N.W.2d at 508 (“Due process deals with the fairness of the tax at issue and ensures 
that the taxpayer has adequate notice that she may be subject to the tax.”). 

In addition, allowing the State to pick and choose among historical facts unrelated to the tax year at 
issue is unworkable. This ad hoc approach could force taxpayers to challenge tax liability annually 
until a court determines that the past contacts have sufficiently decayed such that they are no longer 
sufficient to support taxation as a resident. Nor can we see any reasonable means of determining when 
the decay will be sufficient. Accord Blue v. Dep’t of Treasury, 462 N.W.2d 762, 764–65 (Mich. Ct. 
App. 1990) (“We analogize the present case to a hypothetical statute authorizing that any person born 
in Michigan to resident parents is deemed a resident and taxable as such, no matter where they reside or 
earn their income. We believe this would be clearly outside of the state’s power to impose taxes.”). 

Thus, we are left to consider the extremely tenuous contacts between the Trusts (or their Trustees) and 
Minnesota during tax year 2014. The Trustees had almost no contact with Minnesota during the 
applicable tax year. All trust administration activities by the Trustees occurred in states other than 
Minnesota. Boone never traveled to Minnesota during her time as a Trustee. Fielding traveled to 
Minnesota for a weekend in the fall of 2014 to attend a wedding, but he never traveled to Minnesota 
for any purposes related to the Trusts. This level of contact is clearly not enough to establish residency 
for taxation purposes. 

The Court also does not find significant the fact that the trust document provides it is to be 
governed by Minnesota law, although the Court suggests that the case could be different for a 
testamentary trust rather than one established by the grantor during his life: 

We acknowledge that “questions of law” that may arise under the trust agreements are determined by 
the laws of Minnesota. Standing alone, however, this choice-of-law provision is not enough to 
permissibly tax the Trusts as residents. Our laws protect residents and non-residents alike. We will not 
demand that every party who chooses to look to Minnesota law — not necessarily to invoke the 
jurisdiction of Minnesota’s courts — must pay resident income tax for the privilege. Of note here, 
unlike cases in other states that considered testamentary trusts, the inter vivos trusts at issue here have 
not been probated in Minnesota’s courts and have no existing relationship to the courts distinct from 
that of the trustee and trust assets. See District of Columbia v. Chase Manhattan Bank, 689 A.2d 
539, 544 (D.C. 1997); In re Swift, 727 S.W.2d at 882. 

The way that states determine how much of a trust’s income the state can tax and under what 
conditions that happens varies widely from state to state.  And since these cases still come to a 
“facts and circumstances” test for contacts, they don’t make determining which state(s) a trust 
needs to file a tax return in easier. 

As a practical matter, even trusts with exposure to these two states are not likely to find that 
either state’s revenue department will agree that the trust you are representing has facts identical 
to those of the trusts in these cases, rather point to some other “contact” with the state that will 
argue differentiates the new case.   

But the cases do mean the states in question can’t rely on their broad, bright line tests as the sole 
criteria for imposing the tax on a particular trust. 
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Section: FBAR Reporting 
Willful Failure to Comply With FBAR Includes Mere Recklessness in 
IRS's View 

Citation: Program Manager Technical Advice 2018-013, 5/23/18 

An IRS Program Manager Technical Advice (PMTA 2018-013) the Chief Counsel’s office 
outlined its position on what constitutes willfulness for purposes of imposing the maximum 
penalty for FBAR reporting violations, as well as the standard of proof that must be established 
for the IRS to carry the issue of applying the penalty. 

Under 31 USC §5321(a)(5)(B) the maximum penalty for an FBAR violation is $10,000 unless the 
violation is willful.  In that case, 31 USC §5321(a)(5)(C) increases the maximum penalty to the 
greater of $100,000 or 50% of the balance in the account. 

But what is a willful violation?  Knowingly violating the provisions would be clearly willful, but 
the memorandum holds that since this a civil penalty, the standard for willfulness has been held 
to be lower by the Courts.  The PMTA notes: 

Where “willfulness” is a statutory condition of civil liability, the Supreme Court has generally 
interpreted “willfulness” to not only include knowing violations of a standard, but reckless ones as well. 
Safeco, supra, at 59. Willful blindness to the obvious or known consequences of one’s action also 
generally satisfies a “willfulness” requirement in the civil context. Glob.-Tech Appliances, Inc. v. SEB 
S.A., 563 U.S. 754, 769 (2011). 

The memorandum goes on to apply this to the FBAR violation issue: 

Consistent with the Supreme Court’s interpretation of the word “willful” in the civil context, courts 
have held that the standard for “willfulness” for civil FBAR violations includes recklessness and willful 
blindness. The Fourth Circuit in United States v. Williams, 489 F. App’x 655, 660 (4th Cir. 
2012), reversed for clear error the district court’s finding that willfulness had not been established, 
because the taxpayer’s “undisputed actions establish reckless conduct.” The district court in Bedrosian 
rejected the argument that in order for the government to sustain a civil willful FBAR penalty, it must 
meet the standard used in the criminal context and show “that the actions amounted to a voluntary, 
intentional violation of a known legal duty. See Cheek v. United States, 498 U.S. 192, 201 
(1991).” Bedrosian v. United States, No. CV 15-5853, 2017 WL 4946433, at *3 (E.D. Pa. 
Sept. 20, 2017) (on appeal to the 3d. Cir. on other grounds). Id. The court in United States v. 
McBride, 908 F. Supp. 2d 1186, 1210 (D. Utah 2012), held that willfulness for civil FBAR 
violations includes both recklessness and willful blindness, as did the court in United States v. Bohanec, 
263 F. Supp. 3d 881, 889 (C.D. Cal. 2016). As the court in Bedrosian noted, every federal court to 
have considered the willfulness standard for civil FBAR violations has concluded that the civil standard 
applies, and the standard includes “willful blindness” and “recklessness”. No. CV 15-5853, 2017 
WL 4946433, at *3. The court in Garrity similarly noted that numerous courts have found that 
“willfulness” in the civil FBAR context includes reckless conduct. United States v. Garrity, 2018 
WL 1611387, at *6 (D. Conn. Apr. 3, 2018) (citing cases holding that “willfulness” for civil 
FBAR violations includes recklessness, and noting that “defendants cite no case in which a court has 
held to the contrary.”) 



8 Current Federal Tax Developments 

http://www.currentfederaltaxdevelopments.com  

In footnotes to the memorandum, the author discusses examples of each type of conduct.  With 
regard to willful blindness the memorandum notes: 

“Willful blindness” is established when an individual “takes deliberate actions to avoid confirming a 
high probability of wrongdoing and [when he] can almost be said to have actually known the critical 
facts.” Global-Tech Appliances, Inc., supra, 131 S. Ct. at 2070-71. In the tax reporting context, the 
government can show willful blindness by evidence that the taxpayer made “a conscious effort to avoid 
learning about reporting requirements.” Williams, supra, 489 F.App'x at 659-60. Additionally, the 
failure to learn of the filing requirements coupled with other factors, such as the efforts taken to conceal 
the existence of the accounts and the amounts involved, may lead to a conclusion that the violation was 
due to willful blindness. See IRM 4.26.16.6.5.1. 

Recklessness is similarly discussed in a footnote: 

The recklessness standard is met “if the taxpayer (1) clearly ought to have known that (2) there was a 
grave risk that withholding taxes were not being paid and if (3) he was in a position to find out for 
certain very easily.” United States v. Vespe, 868 F.2d 1328, 1335 (3d Cir. 1989) 

As well, the memorandum concludes that while the government bears the burden of proof, that 
burden is met via a mere preponderance of the evidence rather than higher standard: 

As is the case with the standard for willfulness, the courts are uniform with regard to the burden of 
proof for civil FBAR penalties; the government bears the burden of proving liability for the civil FBAR 
penalty by a preponderance of the evidence. As the court in Bohanec, 263 F. Supp. 3d at 889, noted, 
the Supreme Court has held that a heightened, clear and convincing burden of proof applies in civil 
matters “where particularly important individual interests or rights are at stake.” Herman & 
MacLean v. Huddleston, 459 U.S. 375, 389 (1983). Important individual interests or rights include 
parental rights, involuntary commitment, and deportation. Huddleston, 459 U.S. at 389. However, 
the preponderance of the evidence standard applies where “even severe civil sanctions that do not 
implicate such interests” are contemplated. Id. at 390. The court in Bohanec3 held that civil FBAR 
penalties do not rise to the level of “particularly important individual interests or rights,” and 
accordingly, the preponderance of the evidence standard applies. Bohanec, 263 F. Supp. 3d at 889. 
This was also the holding of the court in United States v. Williams, No. 1:09–cv–437, 2010 WL 
3473311 (E.D.Va. Sep. 1, 2010), rev'd on other grounds, United States v. Williams, 489 
Fed.Appx. 655 (4th Cir.2012), the court in McBride, 908 F. Supp. 2d at 1201, and the court in 
Bedrosian, 2017 WL 4946433, at *3. As the court in Garrity recently noted, every court that has 
answered the question [of the burden of proof] has held that the preponderance of the evidence standard 
governs suits by the government to recover civil FBAR penalties. 2018 WL 1611387, at *3 (D. 
Conn. Apr. 3, 2018). 

Another footnote concedes an earlier IRS memorandum suggested a higher standard applies, 
but concludes that memorandum is in error: 

In CCA 200603026, the office suggested that the clear and convincing standard should apply, but 
subsequent cases have not sustained this position. 
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Section: 401 
Regulations Modified to Allow Use of Forfeitures to Fund QMACs and 
QNECs 

Citation: TD 9835, 7/20/18 

The IRS has published final regulations (TD 9835) that modify the requirements for qualified 
matching contributions (QMACs) and qualified nonelective contributions (QNECs) for 
employer retirement plans.  These regulations are adopted essentially unchanged from the 
proposed versions issued in January 2017. 

These payments are used to deal with issues that arise when an employer initially runs the ADP 
and/or ACP tests for a retirement plan and discovers the plan does not comply with one or 
both tests for the plan year. 

Under the regulations, a plan will meet the ADP or ACP tests if the deferrals or contributions 
fall within the following ranges: 

• If the non-highly compensated employee (NHCE) percentage is 2% of less, the highly-
compensated employee percentage is no greater than twice the NHCE percentage 

• If the NHCE percentage is between 2% and 8%, the HCE percentage is no more than 
the NHCE percentage plus 2% 

• If the NHCE percentage is more than 8%, then the HCE percentage is no more than 
the NHCE percentage plus 1.25%.2 

The IRS explains the ADP test and QMACs and QNECs in the preamble to the final 
regulations: 

Under §1.401(k)-1(b)(1)(ii), a CODA satisfies the applicable nondiscrimination requirements if it 
satisfies the actual deferral percentage (ADP) test of section 401(k)(3), described in §1.401(k)-2.The 
ADP test limits the disparity permitted between the percentage of compensation made as employer 
contributions to the plan for a plan year on behalf of eligible highly compensated employees and the 
percentage of compensation made as employer contributions on behalf of eligible nonhighly compensated 
employees. If the ADP test limits are exceeded, the employer must take corrective action to ensure that 
the limits are met. In determining the amount of employer contributions made on behalf of an eligible 
employee, employers are allowed to take into account certain QMACs and QNECs made on behalf of 
the employee by the employer. 

Similarly, the IRS goes on to discuss the ACP test in the preamble: 

A defined contribution plan that provides for matching or employee aftertax contributions must satisfy 
the nondiscrimination requirements under section 401(m) with respect to those contributions for each 
plan year. Under §1.401(m)-1(b)(1), the matching contributions and employee contributions under a 
plan satisfy the nondiscrimination requirements for a plan year if the plan satisfies the actual 
contribution percentage (ACP) test of section 401(m)(2) described in §1.401(m)-2. 

                                                      

2 Regs. §1.401(k)-2(a)(1)(i) and §1.401(m)-2(a)(1)(i) 
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The ACP test limits the disparity permitted between the percentage of compensation made as matching 
contributions and after-tax employee contributions for or by eligible highly compensated employees under 
the plan and the percentage of compensation made as matching contributions and after-tax employee 
contributions for or by eligible nonhighly compensated employees under the plan. If the ACP test limits 
are exceeded, the employer must take corrective action to ensure that the limits are met. In determining 
the amount of employer contributions made on behalf of an eligible employee, employers are allowed to 
take into account certain QNECs made on behalf of the employee by the employer. Employers must 
also take into account QMACs made on behalf of the employee by the employer unless an exclusion 
applies (including an exclusion for QMACs that are taken into account under the ADP test) 

Basically, the QMACs and QNECs can be used to solve some or all of the shortfall found when 
the ACP and ADP tests are performed by pushing up the NHCE percentage.  This can reduce 
or avoid the need for amounts to be returned to the NHCEs, reducing their ability to make use 
of the plan to the extent they prefer. 

These contributions are subject to certain restrictions in order to qualify as either a QMAC or 
QNEC.  As the preamble notes: 

As defined in §1.401(k)-6, QMACs and QNECs must satisfy the nonforfeitability requirements of 
§1.401(k)–1(c) and the distribution limitations1 of §1.401(k)–1(d) “when they are 
contributed to the plan.” Similarly, under the independent definitions in §1.401(m)-5, 
QMACs and QNECs must satisfy the nonforfeitability requirements of §1.401(k)–1(c) and the 
distribution limitations of §1.401(k)-1(d) “at the time the contribution is made.” In 
general, contributions satisfy the nonforfeitability requirements of §1.401(k)-1(c) if they are 
immediately nonforfeitable within the meaning of section 411, and contributions satisfy the distribution 
limitations of §1.401(k)-1(d) if they may not be distributed before the employee’s death, disability, 
severance from employment, attainment of age 59½, or hardship, or upon the termination of the plan. 
(emphasis added) 

The new regulations are designed to solve a problem created by the fact that these contributions 
were required to meet the tests at the time the contribution was made.  The IRS had received 
comments noting that this prevented the use of forfeitures in the plan for such payments. 

As the IRS described the comments in the preamble: 

This is because the amounts would have been allocated to the forfeiture accounts only after a participant 
incurred a forfeiture of benefits and, thus, generally would have been subject to a vesting schedule when 
they were first contributed to the plan. Commenters requested that QMAC and QNEC requirements 
not be interpreted to prevent the use of plan forfeitures to fund QMACs and QNECs. 

The IRS now agrees that there is no reason to bar the use of forfeitures for QMACs and 
QNECs, since the point is to provide nonforfeitable benefits for those that receive the QMAC 
and QNEC.  Thus, the new regulations require the payments meet the requirements at the time 
they are allocated to a participant’s account rather than when they were first contributed to the 
plan.3  

The IRS had received some comments related to the proposed regulations raising a concern 
about whether a plan that was amended to apply the new rules applicable to QMACs and 

                                                      

3 Reg. §1.401(k)-6 as modified 
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QNECs could run afoul of IRC §411(d)(6).  Generally, under IRC §411(d)(6) a plan cannot be 
amended in a way that would reduce the accrued benefit of a participant.  Commentators 
worried that, since the QMACs and QNECs coming out of forfeitures would reduce forfeitures 
that could be otherwise allocated under the plan, that an impermissible reduction of an accrued 
benefit would take place. 

The IRS responds to this concern as follows in the preamble, giving two potential solutions.  
First, it points out that if an amendment only applies to future years there is no problem 

The application of section 411(d)(6) is generally outside the scope of these regulations. However, if a 
plan sponsor adopts a plan amendment to define QMACs and QNECs in a manner consistent with 
these final regulations and applies that amendment prospectively to future plan years, section 411(d)(6) 
would not be implicated.  

However, there may be a way to take advantage of this change in the current plan year.  The IRS 
points out that if the plan provides that forfeitures first go to pay plan expenses, then all 
conditions have not yet been met by a participant to accrue a benefit.  Thus, the amendment 
could apply to the current plan year without running into §411(d)(6) issues. 

Moreover, in the common case of a plan that provides that forfeitures will be used to pay plan expenses 
incurred during a plan year and that any remaining forfeitures in the plan at the end of the plan year 
will be allocated pursuant to a specified formula among active participants who have completed a 
specified number of hours of service during the plan year, section 411(d)(6) would not prohibit a plan 
amendment adopted before the end of the plan year that permits the use of forfeitures to fund QMACs 
and QNECs (even if, at the time of the amendment, one or more participants had already completed 
the specified number of hours of service). This is because all conditions for receiving an allocation will 
not have been satisfied at the time of the amendment, since one of the conditions for receiving an 
allocation is that plan expenses at the end of the plan year are less than the amount of forfeitures. See 
§1.411(d)-4, Q&A-1(d)(8) (features that are not section 411(d)(6) protected benefits include “[t]he 
allocation dates for contributions, forfeitures, and earnings, the time for making contributions (but not 
the conditions for receiving an allocation of contributions or forfeitures for a plan year after such 
conditions have been satisfied), and the valuation dates for account balances”). 

The new regulations are effective for plan years beginning on or after July 20, 2018.  However, 
the regulations allow taxpayers to apply these regulations to earlier plan years. 

Employer plans will generally need to be amended to allow for the use of forfeitures in this 
manner, as was noted above.  However, making such an amendment will make it easier and less 
expensive for employers to make these corrective contributions, so it seems likely that most 
employers who make use of these provisions (rather than using the safe harbor 401(k) 
provisions) will want to adopt such amendments. 

Section: 3101 
PMTA Explains Effect on Employee Wages of Payroll Tax Exam Treating 
Fringe Benefit as Taxable 

Citation: Program Manager Technical Advice 2018-015, 6/25/18 

In Program Manager Technical Advice 2018-015 the IRS analyzes how to handle the 
implications to the employee of an examination of an employer where it is determined the 
employer failed to properly classify fringe benefits received by an individual as taxable wages.  
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Specifically, the guidance looks at whether the employer’s payment of the federal income taxes 
and FICA not withheld creates income for the employee. 

The PMTA begins with the following fact pattern: 

During an examination performed in 2018 of an employer’s Forms 941, Employer’s 
QUARTERLY Federal Tax Return, for all quarters of tax year 2016, Exam identifies $10,000 
of taxable fringe benefits provided by the employer to an employee that was not included in wages in 
2016 or reported on a Form W-2, Wage and Tax Statement, or Form 1099-MISC, Miscellaneous 
Income, provided to the employee. The employee earned less than the annual social security wage limit 
for 2016 after inclusion of the $10,000 fringe benefit amount in the employee’s wages. 

Exam correctly characterizes the $10,000 fringe benefit amount as additional wages in 2016 and 
computes the total employment tax due from the employer on the additional wages as follows: 

• Federal income tax withholding - $10,000 x 25% = $2,500 
• Employer share of FICA - $10,000 x 7.65% = $765 
• Employee share of FICA - $10,000 x 7.65% = $765 
• Total tax: $4,030 

The employer pays the full tax assessment of $4,030 in 2018. 

Now the memorandum goes on to ask whether the employee has income (in either 2016 or 
2018) from the employer’s payment of taxes that should have been withheld from the 
employee’s paychecks.  And, interestingly enough, the IRS concludes the answer is different for 
federal income tax withholding and for FICA taxes. 

The PMTA notes that for both taxes an employer is supposed to withhold the taxes from 
employees, but if the employer fails to do so, the employer is liable for the tax withheld.4  But 
there are some interesting differences. 

For federal income taxes withheld, the employer’s liability is reduced if it can be shown that the 
employee paid the tax due.5 

There is no equivalent provision for FICA.  Rather, in that case Reg. §301.3102-1(d) provides 
that the employee remains liable for the FICA tax that should have been withheld when the 
employer fails to withhold the tax. 

Looking at these provisions, the PMTA first holds: 

Pursuant to the rules described above, Exam is authorized to assess against the employer the FICA 
taxes (both the employee and employer shares) and income tax withholding attributable to the 
additional $10,000 wage payment.6 The payment of the assessment by the employer satisfies the 
employer’s FICA obligations under sections 3102 and 3111, and income tax withholding liability 
under section 3403.  

                                                      

4 IRC §§3102, 3403 and Treas. Reg. §§31.3403-1 and 31-3102-1(d) 

5 IRC §3402(d), Treas. Reg. §31.3402(d)-1 
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But the question posed was whether that should not represent additional wages to the employee 
for 2016—wages upon which additional income tax withholding would be due.  The IRS 
concludes that answer is no. 

The payment of the taxes by the employer in 2018, in satisfaction of its own liability, does not result in 
additional compensation or wages to the employee in 2016. In other words, the employer’s payment in a 
subsequent year of taxes that should have been withheld from wages paid in the prior year does not 
create additional compensation or wages to the employee for the prior year. Accordingly, the employer’s 
payment of the assessment does not provide a basis for Exam to assess an additional FICA tax and 
income tax withholding amount on the employer with respect to the $10,000 payment for the prior year. 
To the extent the $10,000 payment creates any income tax liability for the employee, section 6201 does 
not provide a basis for assessing the employee’s income tax liability against the employer. 

But what about the FICA impact for 2016?  That is a bit different in the view of the PMTA’s 
author. 

However, the determination of additional wages, tax assessment, and employer’s payment of its FICA 
tax and income tax withholding liability with respect to the $10,000 does have certain consequences for 
the employee who received the wages in 2016. 

Consistent with the determination of additional wages, the tax assessment and the employer’s payment 
of its income tax withholding and its FICA tax liability in a subsequent year for amounts not treated 
as wages in a prior year, the employer is required to prepare a Form W-2c for the prior year, furnish 
the employee with the appropriate copy of the Form W-2c, and file the appropriate copy of the Form 
W-2c with the Social Security Administration. Accordingly, the employer is required to file and furnish 
Form W-2c for 2016 to include the $10,000 taxable fringe benefit paid to the employee. 

In accordance with section 31, because the income tax withholding assessed in 2018 was not tax 
actually withheld from the employee in 2016, the employee gets no credit for the income tax withholding 
liability paid by the employer as a result of the examination and assessment. Accordingly, no amount 
should be reported by the employer in box 2, Federal income tax withheld, of the 2016 Form W-2c for 
the income tax withholding assessed and paid by the employer in 2018, and the employee does not get 
credit for the employer’s payment of its assessed income tax withholding liability under section 3403 on 
any 2016 Form 1040X filed by the employee. 

Furthermore, the Employment Tax Regulations do not authorize the employer to recover the amount 
paid in 2018 as its income tax withholding liability for 2016 from the employee. See section 31.6205-
1(d)(2). 

The PMTA, in a footnote, does note that if the employee files the Form 1040X and pays the tax 
due, the employer can receive an abatement of the $2,500 due by obtaining Form 4669, Statement 
of Payments Received, from the employee. 

The analysis of the treatment of the FICA tax is somewhat different.  As the PMTA continues: 

Consistent with this placement of liability on both the employer and employee, but ultimately on the 
employee, the regulations under section 6205 provide that, if an employer collects less than the correct 
amount of FICA tax from an employee, the employer must collect the amount of the undercollection by 
deducting the amount from remuneration of the employee, if any, paid after the employer ascertains the 
error. The correct amount of employee tax must be reported and paid in accordance with these 
regulations, whether or not the undercollection is corrected by a deduction under this regulation and even 
if the deduction is made after the return on which the employee tax must be reported is due under these 
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regulations. If such deduction is not made, the obligation of the employee to the employer is a matter for 
settlement between the employee and the employer. See section 31.6205-1(d)(1). 

Once the employee FICA is paid by the employer or employee, the employee receives credit for the 
employee FICA tax. In this case the $10,000 should be added by the employer to the corrected wages 
on the 2016 Form W-2c in box 1, Wages, tips other compensation, box 3, Social security wages, and 
box 5, Medicare wages and tips, and the additional employee FICA tax paid by the employer should 
be reported in box 4, Social security tax withheld, and box 6, Medicare tax withheld, as applicable. 

Since, unlike the federal income tax withholding, the employer has a right to seek 
reimbursement from the employee, the simple payment by the employer is not immediately 
income to the employee.  Rather, the PMTA notes: 

If the employer deducts the employee FICA tax from other remuneration paid to the employee or 
otherwise collects the amount from the employee in accord with section 31.6205-1(d)(1), the payment of 
employee FICA tax by the employer is not additional compensation to the employee in 2018. However, 
if the employer does not seek repayment of the employee FICA tax from the employee, the $765 of 
employee FICA tax paid by the employer in 2018 without collecting the amount from the employee is 
additional wages to the employee when paid in 2018 and is subject to employment taxes. The employer 
may either withhold the employee's FICA tax and income tax on such additional wages in 2018 from 
other wages or via payment by the employee or may calculate the applicable employment taxes on such 
additional wages in 2018 by grossing up the employee FICA tax and income tax withholding under 
the procedures of Rev. Proc. 81-48 and Rev. Rul. 86-14. 

Section: 6001 
Contributor Information Will Not Be Required from Non-§501(c)(3) 
Organizations on Form 990 Schedule B Beginning on 2018 Returns 

Citation: Revenue Procedure 2018-38, 7/13/18 

In Revenue Procedure 2018-38 the IRS announced that tax exempt organizations, other than 
§501(c)(3) organizations, will no longer be required be required to report the names and
addresses of certain donors on Schedule B of Form 990, but will be required to have such
information available should the IRS request it.  The new rules will take effect for taxable years
ending on or after December 31, 2018.

The procedure begins by describing the regulations that provide both for the reporting on 
certain donors by exempt organizations and that grant the IRS the authority to waive the 
requirement in certain cases without having to revise the regulations: 

Although the statute does not address contributor reporting by tax-exempt organizations other than 
those described in § 501(c)(3), the implementing regulations under § 6033(a) generally require all types 
of tax-exempt organizations to report the names and addresses of all persons who contribute $5,000 or 
more in a year under § 1.6033-2(a)(2)(ii)(f). Section 1.6033-2(a)(2)(iii)(d) also requires 
organizations described in § 501(c)(7) (generally, social clubs), (8) (generally, fraternal beneficiary 
societies), or (10) (generally, domestic fraternal societies) to report the name of each person who 
contributed more than $1,000 during the taxable year to be used exclusively for religious, charitable, 
scientific, literary, or educational purposes, or for the prevention of cruelty to children or animals. 

The regulation that extends contributor reporting requirements to all types of tax-exempt organizations 
also authorizes the Commissioner to grant relief from those requirements. Specifically, § 1.6033-2(g)(6) 
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authorizes the Commissioner to “relieve any organization or class of organizations (other than an 
organization described in § 509(a)(3)) from filing, in whole or in part the annual return required by 
this section where [the Commissioner] determines that such returns are not necessary for the efficient 
administration of the internal revenue laws.” The Commissioner has exercised this authority in the past 
through revenue procedures. See, e.g., Rev. Proc. 2011-15, 2011-3 I.R.B. 322, and Rev. Proc. 2003-
21, 2003-1 C.B. 448. 

Under existing rules, the names and addresses of contributors for all types of organizations are reported 
on Schedule B, “Schedule of Contributors,” filed with Forms 990, 990-EZ, and 990-PF, or, with 
respect to organizations described in § 501(c)(21), in Part IV of Form 990-BL. 

The IRS is exercising the ability to waive the filing requirement for most organizations other 
than §501(c)(3) organizations.  The procedure provides: 

…[T]ax-exempt organizations required to file the Form 990 or Form 990-EZ, other than those 
described in § 501(c)(3), will no longer be required to provide names and addresses of contributors on 
their Forms 990 or Forms 990-EZ and thus will not be required to complete these portions of their 
Schedules B (or complete the similar portions of Part IV of the Form 990-BL). Similarly, 
organizations described in § 501(c)(7), (8), or (10) will no longer be required to provide on Forms 990 
or Forms 990-EZ the names and addresses of persons who contributed more than $1,000 during the 
taxable year to be used for exclusively charitable purposes. This revenue procedure does not affect the 
information required to be reported on Forms 990, 990-EZ, or 990-PF by organizations described in 
§ 501(c)(3) (which for purposes of § 6033 include nonexempt charitable trusts described in §
4947(a)(1) and nonexempt private foundations described in § 6033(d)) or political organizations
described in § 527.

The procedure cautions that other contribution relating information reporting requirements are 
not impacted by this new procedure: 

This revenue procedure does not affect the reporting of contribution information, other than the names 
and addresses of contributors, required to be reported on Schedule B of Forms 990 and 990-EZ and 
Part IV of the Form 990-BL. This revenue procedure does not affect the disclosure requirements under 
§ 6104(b) or (d) of any information reported on the Schedule B of Forms 990 and 990-EZ and Part
IV of the Form 990-BL. As a result, this revenue procedure will have no effect on the reporting of
Schedule B information that is currently open to public inspection. Organizations relieved of the
obligation to report contributors’ names and addresses must continue to keep this information in their
books and records in order to permit the IRS to efficiently administer the internal revenue laws through
examinations of specific taxpayers.

Section: 6695 
Proposed Regulations Issued for Preparer's Head of Household Due 
Diligence Following TCJA 

Citation: REG-103474-18, 7/13/18 

The IRS has issued proposed regulations (REG-103474-18) to implement the Tax Cuts and 
Jobs Act changes made to IRC §6695(g), expanding the preparer due diligence rules and penalty 
to cover qualification for head of household filing status. 

Congress in recent years has decided that having preparers be required to do more work 
inquiring about taxpayer’s qualifications for various tax benefits has proven useful, so they have 
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expanded the due diligence from being limited to the earned income tax credit, to cover 
additional items. 

IRC §6695(g), as amended by the Tax Cuts and Jobs Act, reads: 

(g) Failure to be diligent in determining eligibility for certain tax benefits 

Any person who is a tax return preparer with respect to any return or claim for refund who fails to 
comply with due diligence requirements imposed by the Secretary by regulations with respect to 
determining— 

(1) eligibility to file as a head of household (as defined in section 2(b)) on the return, or 

(2) eligibility for, or the amount of, the credit allowable by section 24, 25A(a)(1), or 32, 

shall pay a penalty of $500 for each such failure. 

The Tax Cuts and Jobs Act added the provision at IRC §6695(g)(1) to now require due diligence 
procedures for any client claiming head of household status. 

To qualify for head of household filing status, IRC §2(b)requires the following: 

(b) Definition of head of household 

(1) In general 

For purposes of this subtitle, an individual shall be considered a head of a household if, and only if, 
such individual is not married at the close of his taxable year, is not a surviving spouse (as defined in 
subsection (a)), and either— 

(A) maintains as his home a household which constitutes for more than one-half of such 
taxable year the principal place of abode, as a member of such household, of— 

(i) a qualifying child of the individual (as defined in section 152(c), determined 
without regard to section 152(e)), but not if such child— 

(I) is married at the close of the taxpayer’s taxable year, and 

(II) is not a dependent of such individual by reason of section 152(b)(2) 
or 152(b)(3), or both, or 

(ii) any other person who is a dependent of the taxpayer, if the taxpayer is entitled 
to a deduction for the taxable year for such person under section 151, or 

(B) maintains a household which constitutes for such taxable year the principal place of abode 
of the father or mother of the taxpayer, if the taxpayer is entitled to a deduction for the 
taxable year for such father or mother under section 151. 

For purposes of this paragraph, an individual shall be considered as maintaining a household only if 
over half of the cost of maintaining the household during the taxable year is furnished by such 
individual. 
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(2) Determination of status

For purposes of this subsection—

(A) an individual who is legally separated from his spouse under a decree of divorce or of
separate maintenance shall not be considered as married;

(B) a taxpayer shall be considered as not married at the close of his taxable year if at any
time during the taxable year his spouse is a nonresident alien; and

(C) a taxpayer shall be considered as married at the close of his taxable year if his spouse
(other than a spouse described in subparagraph (B)) died during the taxable year.

(3) Limitations

Notwithstanding paragraph (1), for purposes of this subtitle a taxpayer shall not be considered to be a 
head of a household— 

(A) if at any time during the taxable year he is a nonresident alien; or

(B) by reason of an individual who would not be a dependent for the taxable year but for—

(i) subparagraph (H) of section 152(d)(2), or

(ii) paragraph (3) of section 152(d)

The new regulations will require preparers to make inquiries of the client regarding meeting 
these qualifications and, in some case, obtain additional corroborating information to confirm 
the qualification. 

The proposed regulations use much the same standard as applied to the items previously subject 
to the due diligence rules, simply now covering filing status as well. 

The basic knowledge and documentation rule is found in Proposed Reg. §1.6995-2(b)(3)(i) 
which reads: 

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 to file as head of household or 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 
preparer's paper or electronic files any inquiries made and the responses to those inquiries. 

The preamble notes that this penalty applies in addition to any other due diligence penalty that 
may apply, so if the preparer has a taxpayer that both failed to qualify for the child tax credit and 
head of household filing status, two separate §6695(g) penalties apply.  That is true even if the 
same issue (such as inability to claim the child as a dependent) created both errors on the return. 
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An example of the knowledge necessary for the preparer to have met his/her due diligence 
obligations for head of household status is provided in Example 5 at Reg. §1.6695-2(b)(3)(ii): 

Example 5. In 2019, S engages Preparer E to prepare his 2018 federal income tax return. During 
Preparer E’s standard intake interview, S states that he has never been married and that his niece and 
nephew lived with him for part of the 2018 taxable year. Preparer E believes S may be eligible to file 
as head of household and 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 S is eligible to file as head of household and whether 
each child is a qualifying child for purposes of the EIC and the CTC, including reasonable inquiries 
about the children’s residency, S’s relationship to the children, the children’s income, the sources of 
support for the children, and S’s contribution to the payment of costs related to operating the household, 
and preparer E must contemporaneously document these inquiries and the responses. 

The preamble notes that the IRS is expected to modify Form 8867 to add the head of 
household due diligence matters prior to the start of the 2019 filing season. 
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