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Introduction

More than half of all tax returns are prepared by paid tax preparers. However, only 40 percent of
paid tax preparers are subject to mandatory professional standards, raising concerns about the
possibility of errors or fraud in the tax preparation process. Testing conducted by the General
Accounting Office (GAO) and consumer groups confirm that errors are frequent and result in
increased costs or incorrect tax return amounts.

Low-wealth tax payers and those tax payers with complex returns are more likely to turn to a paid
tax preparer, but Federal efforts to expand licensing requirements for paid tax preparers that
would protect these vulnerable populations have been unsuccessful, leaving states to address
licensing requirements individually. To date, four states have enacted laws to regulate paid
preparers and ensure that tax preparers meet minimum standards.

The following report summarizes existing research on the prevalence and problems with paid tax
preparation and provides an overview of current federal and state legislation and
recommendations to ensure that taxpayers, particularly low-wealth taxpayers claiming the Earned
Income Tax Credit (EITC), receive the correct refund and are not exposed to fines or penalties
resulting from an incorrect return.

Estimates of tax return error rates

Approximately 56 percent of individual tax returns were completed by a paid preparer in tax year
2011. Paid preparers were used more often for more complex tax returns and, in 2011, prepared
59 percent of returns claiming the EITC.1 But only 40 percent of paid tax preparers—attorneys,
Enrolled Agents, and Certified Public Accountants—are required to meet mandatory professional
standards nationally.2 That means most taxpayers are having their returns prepared by paid
preparers that are not subject to licensing or certification.

This lack of oversight may contribute to errors and fraud in the tax preparation process.

In 2014, the GAO sent undercover investigators to 19 randomly selected tax preparer offices.
For these visits, the GAO developed two scenarios. The “Waitress Scenario”, used in ten visits, was a
single mother with cash and non-cash tips, eligible for the EITC, with two children (one who lived at
home) under 15, and with a deduction for student loan interest. The “Mechanic Scenario”, used in
nine visits, had a married couple filing jointly with children aged 7-20 at home, itemized
deductions, and non-form W-2 business income. Only two of the 19, or 11 percent, of the returns
had the correct refund amount. The mistakes ranged from giving taxpayers $52 less to $3,718 more
than they were entitled to.3 These errors mean that consumers may receive less than they are
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entitled to or more than they are entitled to which they then may have to pay back to the Internal
Revenue Service (IRS)—either scenario may create economic hardship for consumers.

Several advocacy groups, in conjunction the National Consumer Law Center (NCLC), have also

conducted multiple rounds of mystery shopper tests of tax preparers and found instances of
incompetence and even fraud (See Figure 1).4

Figure 1. Percentage of Returns with Errors or Fraud
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17 Returns from Mystery 19 Returns from Mystery 9 Returns from Mystery 19 Returns from GAO
Shoppers Shoppers Shoppers Study

The 2008 mystery shopper tests were conducted by:

e Community Legal Services in Philadelphia (CLS): Five tests were conducted in Philadelphia
(2 testers had to withdraw). The testers had their returns prepared and obtained refund
anticipation loans (RALs) from commercial preparers and then were interviewed by CLS staff
who wrote up narratives (or some testers wrote their own).

e Reinvestment Partners (formerly Community Reinvestment Association of North
Carolina): Eleven tests were conducted in Durham, NC—one tester withdrew because the
quality of tax preparation was so low but his experience was discussed in the results. The
testers had their returns prepared and obtained RALs from commercial preparers and a
consultant developed interview form was used for testers to report their experiences.5

While testing originally focused on RALs, other issues including the quality of tax preparation
emerged as a result of testing. Four out of 17 of these returns, or 24 percent, contained errors or
fraud.c
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The 2010 mystery shopper tests were undertaken by:

e Arkansans Against Abusive Payday Lending (AAAPL): Nine testers were asked to have their
returns prepared and take out a RAL from independent preparers and large and small chains.

e Neighborhood Economic Development Advocacy Project in New York City (NEDAP):
Seven testers were asked to have their returns prepared and note whether disclosures were
made by independent preparers and large and small chains.

e Reinvestment Partners: Three testers had their returns prepared by Mo’ Money Taxes where
two testers took out RALs and one obtained a RAC.

As in the 2008 testing, this testing focused on RALs but issues with quality and the encouragement
of fraud also emerged.” Six out of 19 testers, or 32 percent, experienced incorrectly prepared
returns or fraud.8

The 2011 mystery shopper tests were undertaken by:

o NEDAP: Four testers were asked to have their returns prepared and note if disclosures were
made at Jackson Hewitt and Liberty Tax stores.

¢ Reinvestment Partners: Five testers were asked to secure RALs. Two were able to secure
RALs and one obtained a refund anticipation check.

The testers were either interviewed or wrote a narrative of their experiences.” While this was a
smaller sample of testers than previous mystery shopper tests, four out of nine testers, or 44
percent, were encouraged to commit fraud or had their return prepared incorrectly.10

The impact of limited paid tax preparer oversight

There are considerable financial ramifications for taxpayers whose returns are filed improperly or
contain exaggerated or fraudulent information. When the IRS detects a false return it is ultimately
the taxpayer, not the tax preparer, that is responsible for any additional taxes, interest or
penalties.!l Lower income consumers who rely on the EITC tax credit can be particularly impacted
as they can lose the credit for ten years if it was claimed but they are later found to be ineligible.12

Lack of Quality Control: Approximately 56 percent of individual tax returns were completed by a
paid preparer in tax year 2011. Paid preparers were used more often for more complex tax returns
and, in 2011, prepared 59 percent of returns claiming the EITC.13 This lack of oversight may
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contribute to errors and fraud in the tax preparation process as is demonstrated by the several
mystery shopper tests above.

Lack of Transparency: The price of preparing a tax return is often only disclosed to a consumer
after the work is done. Mystery shopper tests by consumer groups have found fees as high as $500
as well as unrealistically low estimates for the price or preparers refusing to give an estimate at
all.14

Lack of regulation of refund anticipation instruments

Refund Anticipation Checks: With RALs no longer widely available, the number of refund
anticipation checks (RACs) increased from 10 million in 2007 to 18 million in 2010. A RAC
provides a temporary deposit account that allows a paid tax preparer to take their fee out of a
taxpayer’s refund—essentially a product to finance a paid return. Once a refund is in a RAC
account, fees for the RAC (between $30 and $55 in 2013), the tax preparation itself, and any add on
fees tax preparers charge (examples include document processing and e-filing) are taken out of the
refund before it is disbursed to the tax payer. This process is no faster than filing electronically and
having the IRS direct deposit a refund into a tax payer’s account and is an expensive way to finance
tax preparation fees.!> How these instruments are marketed, and how the fees are structured and
disclosed should be part of any state or federal policy response.16

Refund Anticipation Loans: For many years, paid tax preparers offered taxpayers products that
let them borrow against their projected tax return. RALs often carried fees that translated into
triple digit interest rates. In 2010, however, the IRS announced that it would no longer provide
lenders with the Debt Indicator which let banks know whether a taxpayer would receive their
refund or if it would be offset to pay outstanding debts.!” That change, and increased regulatory
oversight by the Federal Deposit Insurance Corporation8 and the Office of the Comptroller of the
Currency,® resulted in major RAL providers eliminating this high-cost and unnecessary product.
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Previous efforts to improve oversight of paid tax preparers

Since, 2002, there have been a number of failed efforts or legislative recommendations to increase
oversight of paid tax preparers.

Taxpayer Advocate Service: The National Taxpayer Advocate, since her 2002 Annual Report to
Congress, has recommended increased oversight of paid preparers to address errors and
misconduct and has recommended registration, testing and certification requirements for federal
tax preparers. 20 The 2014 National Taxpayer Advocate Annual Report to Congress recommended
that Congress “[e]nact a registration, examination, certification, and enforcement program for
federal tax return preparers.”21

GAO: In 2006 the GAO recommended that the IRS research to what extent paid preparers file
accurate and complete returns. In response to this recommendation, the IRS released a report on
the quality of tax preparers and recommended increased oversight.22

IRS: Ina 2009 report on paid preparers, the IRS made a series of recommendations for increased
oversight of paid preparers including mandatory registration, competency exams and continuing
education.?3

Congress: As recently as January 2015 a proposed bill, S.137,2¢ was introduced in the Senate to
give the IRS the authority to regulate paid preparers.2s And while none of these bills have become
law, The National Taxpayer Advocate, in her 2014 testimony before the Senate’s Committee on
Finance,2¢ and in the 2014 National Taxpayer Advocate Annual Report to Congress??, cited a
number of Congressional attempts to regulate income tax return preparers:

e S.1219, The Taxpayer Protection and Assistance Act of 2007;28 H.R. 5716, The Taxpayer Bill of
Rights Act of 2008;2% and H.R. 5047 The Taxpayer Bill of Rights of 2010, would require testing
and continuing education requirements for tax preparers;3°

e S.3215, the Taxpayer Bill of Rights Act of 2010 would have established two exams (one for
individual returns, that would have to cover EITC issues, and the other for business income tax
returns) with ethics components, and continuing education requirements;3?

e H.R. 6050, the Taxpayer Bill of Rights Act of 201232 and S. 335533 (also the Taxpayer Bill of
Rights Act of 2012) would have required the Secretary to regulate tax preparers.

e S.685, the Low Income Taxpayer Protection Act of 2003,34 and H.R. 3983, the Low Income
Taxpayer Protection Act of 2004, would have only required registration of preparers3s.
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Additionally, during the 108th and 109t Congresses, the Senate Finance Committee approved two
proposals: 36

e H.R. 1528, Tax Administration Good Government Act (Engrossed Amendment Senate S.882
Tax Administration Good Government Act) would have required tax preparers to pass an initial
and recurring examination;37 and

e S.1321, Telephone Excise Tax Repeal Act of 2005 (incorporating S. 832, Taxpayer Protection
and Assistance Act of 2005) would have required regulations mandating tests, licenses, and
penalties for paid preparers.38

Sustained Congressional interest over an eight year period and the approval of two proposals in the
Senate is evidence that policymakers recognized the problem with paid preparer quality and the
need for regulation—even before the 2010 IRS Tax Return Preparer Initiative.

IRS rule and court intervention

In response to concerns about errors and fraud in the tax preparation process raised by consumer
groups, the GAO and others, the IRS launched the Tax Return Preparer Initiative in 2010.

After a review of, and a report on, the tax preparer industry, the IRS began implementing new
regulations in 2011 which required:

o Registration: All paid tax preparers that prepare all or a substantial portion of a tax return3®
would have to have, and file the refund with, a Preparer Tax Identification Number (PTIN).40

o Competency exam for registered tax preparers: Registered tax preparers that did not
already have to meet mandatory professional standards (such as attorneys, Enrolled Agents,
and Certified Public Accountants) would have to pass a written exam to demonstrate
competency.*!

o Continuing education: Registered tax return preparers would have to complete 15 hours of
continuing education each year.42

The testing phase began in 2011 and over 84,000 tests were administered with a pass rate of 74
percent. Testing had to cease in January 2013, however, due to an injunction from the U.S. District
Court for the District of Columbia in Loving v. IRS where three independent tax preparers
contended that the regulations exceeded the IRS’ statutory authority. 43 In a February 2014
decision, the DC court of Appeals upheld the DC District Court’s decision that the IRS lacks the
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authority to regulate tax return preparers.** With the IRS’ decision not to appeal the matter to the
Supreme Court?s rules mandating oversight of paid preparers are no longer possible without
federal legislation.

Limits of a voluntary Federal certification standard

With the U.S. Court of Appeals for the District of Columbia’s February 2014 decision that the IRS
lacks the authority to regulate tax preparers,* the IRS will offer the voluntary Annual Filing Season
Program for the 2015 tax season.#” While the IRS urged Congress in 2014 to grant it explicit
authority to regulate paid preparers (through a legislative proposal allowing regulation in the
President’s FY 2015 budget) it has, at the same time, pursued a voluntary standard to address
common abuses.*8

Voluntary Annual Filing Season Program: For the 2015 filing season, preparers with a valid
Preparer Tax Identification Number can receive a Record of Completion by completing 11 hours of
continuing education from an IRS approved provider. To meet the voluntary standard, preparers
must complete a six hour Annual Federal Tax Refresher course that includes three hours of federal
tax topics and two hours of ethics and pass a comprehension test (minimum of 100 questions and
70 percent correct answers to pass).*® Preparers must also consent to adhere to Subpart B (Duties
and Restrictions Relating to Practice Before the Internal Revenue Service) and section 10.51
(Incompetence and disreputable conduct for which a practitioner may be sanctioned)5°? of Treasury
Department Circular No. 23051, Since the requirements were prorated for the first filing season, 18
hours of continuing education will be necessary to receive a Record of Completion for subsequent
years.52 Preparers with a Record of Completion will be listed in a public searchable data base that
the IRS will implement in January 2015 and will have limited representation rights before the IRS.53

The American Institute of Certified Public Accountants sued the IRS to block the voluntary
oversight proposal5* but the case was dismissed in October.55

A voluntary program is unlikely to reduce errors and fraud in the tax preparation process to the
same extent as a mandatory standard, however. While some preparers may enroll in the voluntary
program, it is likely that those preparers responsible for the highest rate of problem returns will
not enroll.
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Components of paid tax preparer reform
As Congress and state legislatures move forward with the oversight of paid tax preparation the
following three consumer protection issues should be addressed: price transparency, education

requirements and competency standards and the regulation of tax-time financial products such as
RALs and RACs (See Figure 2).

Figure 2. Three Components of Paid Tax Preparation Consumer Protections

Three Components of Paid Tax Preparation Consumer Protection

State efforts to regulate paid tax preparation

To date, four states have passed paid tax preparer reforms and two states have proposed reforms.
California, Maryland, New York and Oregon have adopted requirements that paid preparers
undergo training, recertify through continuing education courses or pass a skills test (Figure 3).
Colorado and Ohio have also considered, but not adopted paid tax preparation pricing transparency
requirements (Figure 4).
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Figure 3. Four states have adopted paid tax preparation standards

Tax-Specific L - Ta>_< Paye_rs
: Continuing Minimum . Using Paid
Education or - ] Testing ;
Experience Education Education Preparers in
TY 2012
California 60 hours of instruction 20 hours annually, ~ No.*® No.>* 9.3 million or 63

within the previous 18  including 15 hours percent
months.>® in federal taxation

and 5 hours in

California

taxation.”’

New York®  If a preparer hasless 4 hours a year.*® High school  Yes.® 5.6 million or 65
than 3 years diploma or percent
experience preparing equivalency
New York State tax exam.

returns a 16 hour basic
tax course by the end
of first year is required.
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Figure 4. Recent proposals to improve oversight of paid tax preparers73

Education
requirements
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Pricing

iAol Transparency

Regulation
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Current Status

Colorado
(2014)

HB 1285 would require
paid tax preparers to
disclose to consumers
qualifications, fees, year
round contact information,
and the preparer’s
obligation to sign any
returns they prepare.”

Defeated by one

Ve e e vote in April 2014

Policy recommendations

1) Federal legislation is needed to ensure that the IRS has the authority to issue minimum standards and
require certification of paid tax preparers.

2) Inthe absence of Federal legislation to protect consumers, states should adopt legislation requiring
pricing transparency, education requirements and competency standards and regulation of tax-related
credit products and ancillary fees.
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