


corporations. This information is typi-
cally provided on Form 5471 {Information
Return of U.S. Persons With Respect to
Certain Foreign Corporations}. Form 5471
and schedules are used to satisfy the
reporting requirernents of IRC §56038
and &046 along with the applicable reg-
Ulations. Form 5471is ordinarily attached
to a US. person’s federal income tax
return. Under IRC §6038(a), the pen-
alty for failure to filg, or for delinquent,
incomplete or materially incorrect filing
is a reduction of foreign tax credits by
ten percent and a penalty of $10,000.
An additional $10,000 continuaticn pen-
alty may be assessed for each 30-day
period that noncompliance continues,
up to $60,000 per return, per year.

Similarly, IRC &§6038A requires 25
percent foreign-owned domestic cor-
porations and limited liability companies
{o report specified information as an
attachment ioc a corporate tax return.
This is done on Form 5472 "Information
Return of a 25% Foreign-Owned US.
Corporation or a Foreign Corporation
Engaged in a US. Trade or Business." In
filing a Form 5472, the filer must provide
information regarding its foreign share-
holders, certain other related parties,
and the dollar amounts of transactions
entered into during the taxable year
with foreign related parties. A separate
Forrm 5472 is filed for each foreign or
domestic related party with which the
reporting entity engaged in reportable
transactions during the year. Any report-
ing corporation or limited liability com-
pany that fails to file Form 5472 may be
subject to a penalty of $25,000. if the
failure continues for rmore than 90 days
after notification by the IRS ere is an
additional penalty of $25000 for each
30-day pericd or fraction. There is no
upper limit on this penalty.

Ancther well-known provision in
Chapter 61 is IRC §6039F. Section 1905
of the 1996 Tax Act created new report-
ing requirermnents under IRC §6039F for
US. persons (other than certain exemppt
organizations} that receive large gifis
{including bequests) from foreign per-
sons. The information reporting provi-
sions require LS. donees to provide
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information concerning the receipt of
large amounts that the donees treat as
foreign gifts, giving the IRS an oppor-
tunity to review the characterization of
these payments and determine whether
they are properly treated as gifts. Donees
are currently required to report certain
information about such foreign gifts on
Part IV of Form 3520 (Annual Return to
Report Transactions With Foreign Trusts
and Receipt of Certain Foreign Gifts).

IRC §6039F(b} generally defines
the term foreign gift as any amount
received from a person other than a
US. person that the recipient treats as a
gift or bequest. However, a foreign gift
does not include a qualified transfer
fwithin the meaning of IRC §2503(e)(2)
of any distribution from a foreign trust.
A distribution from a foreign trust rmust
be reported as a distribution under IRC
£6048(c){discussed below) and not as a
gift under IRC §603%F.

'RC §603%F(c) provides that if a US.
person fails, without reasonable cause,
o report a foreign gift as required by IRC
8§6039F, then: (1} the tax consequences
of the receipt of 1the gift will be deter-
mined by the Secretary and (2} the US.
person will be subject to a penalty equal
to 5 percent of the amount for the gift for
each month the failure to report the for-
eign gift continues, with the total penalty
not to exceed 25 percent of such amount,
Under IRC §5§603%9F(a} and (b}, reporting
is required for aggregate foreign gifts
exceeding $100000 during a taxable
year. Once the $100000 threshold has
been met, the US. donee is required to
file a Form 3520 with the [RS.

US. persons must alsc file a Form
3520 with the IRS to report certain trans-
actions with foreign trusts. For example,
a US. person must file a Form 3520 with
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the IRS if: (1} a reportable event occurred
during the tax year; (2) a US. person
transferred property to a related foreign
trustin exchange for an obligation; (3}the
person is an owner of the trust based on
the gramtor trust rules; {(4) the person is
a U3, owner or beneficiary of a foreign
trust in the current year; (6) a U.S. person
related to the person received a loan of
cash or securities directly or indirectly
from the trust. or the uncormbensated

use of trust property; or (6) the person
is a US. person who is a US. owner or
beneficiary of a foreign trust and in the
current year such foreign person holds
an ouistanding qualified obligation of
the U.S. person.

Under IRC §6677, the penalty for fail-
ing to timely fite Form 3520 with regard
to a foreign trust can result in a penaity
which is the greater of the following:
{1) $10,000; (2} 35% of the gross value of
any property transferred to the foreign
trust; (3) 35% of the gross value of the
distributions received from the foreign
trust; or (4) 5% of the gross value of
the portion of the foreign trust’s assets
treated as owned by a U.S. person under
the grantor trust rules. In addition to
Form 3520, US. persons that are treated
as owners of foreign trusts under the
grantor trust rules must timely file a
Form 3520-A (Annual Information Return
of Foreign Trust With a US. Owner) with
the IRS. Under §6477, the penalty for fail-
ing to timely file a Form 3520-A with the
IRS is the greater of $10,000 or 5% of the
gross value of the portion of the frust's
assels reated as owned by the US. per-
son at the close of the year.

IRC §§6038 and 6046A require U.S.
persons with at least a 10 percent inter-
est in foreign partnership to disclose
their partnership interest to the IRS on
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Form 8865 (Return of LS. Persons With
Respect to Certain Foreign Partnerships).
The Internal Revenue Code autho-
rizes the IRS to assess a penalty of
510,000 annually for failing to timely
file a Form 8938. Section 6038D autho-
rizes the IRS to increase the penalty to
a maximum of 360000 if a taxpayer
fails 1o file the Form 8865 after an IRS
request. Summarily, for U.S. persons who
own a foreign disregarded entity or for-
eign branch, the Internal Revenue Caode
requires the US. person to disclose that
interest to the IRS on a Form B8G8. The
intermal Revenue Code authorizes the
IRS to assess a penalty of $10,000 annu-
ally for failing 1o timely file a Form 8858.
Section 6038D authorizes the IRS to
increase the penalty to a maximum of
560000 if a taxpayer fails to file the
Form B858 after an IRS request.

To help the IRS better police cutbound
transfers, a US, person whao transfers
property to a foreign corporation must
file a Form 926 with the IRS. Filing
requirements for Form 924 vary depend-
ing on the type of property transferred
fo a foreign corporation. This report-
ing requirement applies to cutbound
transfers of both tangible and intangible
property. For cash transfers tc a for-
eign corporation, if a US. person owns
at least 10% of the foreign corporation
immediately after the transfer, or if the
total cash transferred within a 12-month
period exceeds $100,000, a Form 926
must be filed with the IRS. The penalty
for failure of a US. person to properly
report a transfer to a foreign corporation
equals 10% of the fair market value of
the property transferred. The total pen-
alty cannct exceed $100,000 unless the
failure was due to intentional disregard
of the reporting requirements

Finally, US persons must timely
disclose interesis in specified foreign
financial assets to the IRS on Form 8938,
Specified foreign financial assets can be
classified as the following: (1} financial
accounts maintained by a foreign finan-
cial institution;, (2} stock or securities
issued by a non-US. person; (3) inter-
est in a foreign entity; and {4} a finan-
cial instrument or contract that has an
issuer or counterparty that is not a US.
person. The reporting thresholds for a
Form 8938 depends on whether the
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U.S. person resides inside or outside the
United States and whether or not he or
she is married. [RC §6038D authorizes
the IRS to assess a penalty of $10000
annually for failing to timely file a Form
8%38. The penalty can be increased io
a maximum of 360000 if a taxpayer
fails to file the Form 8%38 after an IRS
request.

IN€ IRD reals penawes assuckawed with
foreign information returns (hereinafter
"international penalties") as summarily
assessable, as they are not subject to
deficiency procedures. In the IRS’s view,
international penalties can be assessed
“in the sarme manner as taxes' and
taxpayers cannot generally contest an
international penalty in the Tax Court.
A number of years ago, the IRS began
a systemic assessment of international
penalties. When we talk about the sys-
tematic assessment of international
penalties, in the context of the IRS, 1t
refers to the automatic imposition of
penalties for late or incorrect filing of
international information returns, often
daone without prior human review or the
opportunity to provide a defense befare
the penalty is assessed. The systermnatic
assessment of internaticnal penalfies
streamlines the process for lhe IRS,
but it raises significant concerns about
fairness and taxpayer rights, particu-
larly when large penalties are assessed
without an upfront opportunity for tax-
payers to present a defense or have an
administrative review before Incurring
the financial burden of the penalty.

Previously, international penatties
were assessed manually on individuals
and entities whose missing filings were
discovered during an audit. The RS is
still assessing international penalties
during audits. However, most interna-
tional penalties are now systemically
assessed against taxpayers. This typi-
cally happens when a taxpayer volun-
tarity amends their tax returns to attach
a previously omitted internaticnal infor-
mation return. Some taxpayers believed
they could aveid international penalties
through an IRS procedure known as the
Delinquent International information
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Return  Submission Procedure  or
‘DIIRSP." The DIRSP was supposed to
permit taxpayers to file late international
information returns without penalties
50 long as the taxpayer can establish
reasonable cause for the failure to file
timely. The DIIRSP required participants
to attach a reasonable cause statement
io the submission. The RS has a his-
tory of neglecting to review reascnable
cause staterments and automatically
assessing international penalties.

The IRS established an appeals pro-
cess in which the Independent Office
of Appeals considers defenses to inter-
national penalties such as reasonable
cause. According fto the RS website
and IRS Publication 5484, the mission
of the IRS Office of Appeals is o resolve
federal tax disputes without litigation.
Apparently, the goal of the RS Office of
Appeals is also to reach fair and impar-
tial resolutions that encourage voluntary
compliance and build public trust in the
IRS. Information received in response to
a Freedom of Information Act {"FOIA")
says otherwise. According to informa-
tion obtained through a FOIA request
from the IRS, the IRS has failed to prop-
erly train its Appeals Officers on disputes
invalving international penalties.

The IRS provided its Appeals Officers
“training materials” regarding interna-
tional penaliies including examples and
Internal Revenue Manual ("RM") cites
in the context of international penalty
disputes® The combination of the IRS’s
systemic assessments of international
penalties and poorly trained Appeals
Officers likely resulted in a2 number of
unlawful, arbitrary, and invalid interna-
tional penalty assessments that may be
ripe for APA litigation. Inthose cases, the
aggrieved taxpayer may consider asking
a federal court 1o judicially review the
international penalty under the APA.

In the next section of this article, we
will discuss the APA and its limitations.

Administrative agencies such as the IRS
are created by Congress to carry out
certain statutorily defined duties, goals,
and functions. A key purpose of APA
judicial review is to ensure that agencies
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do not go beyond their statutory powers
in carrying out their tasks. If an agency
could freely take actions that were
uttra vires, that is, beyond its statutory
authority, its decisions would completely
undermine the separation of powers
principles upen which the Constitution
is based. APA judicial review thus serves
as an important check on the legality of
the action that agencies may undertake.
it also serves as an important check on
Congress as well. An agency must act
within the statutory authority provided
by Congress and that authority must be
in accord with the Constitution.

US.C. §706(2)(C) gives federal district
courts the power to focus on what agen-
cies actually do and to set aside agency
action found to be "in excess of statu-
tory jurisdiction, authority, or limitations,
or short of statutory right." In addition to
providing protection against occasions
when an agency’s failure to act may be
unlawful, USC. §706 permits a federal
court 1o "compel action unlawfully with-
held or unreasonably delayed.* The APA
also authorizes a federal court to hold
untawful or set aside agency action
found to be "contrary to constitutional
right, power, privitege, or immunity."

Finally, USC. §706 provides for judi-
cial review of how agencies exercise
their power. The APA provides certain
procedural requiremenis when agen-
cies make rules, formally adjudicate a
dispute or take informal action. Pursuant
to the APA, federal courts can set aside
agency action that is "without obser-
vance of procedure required by law™

Agencies often make a variety of other
discretionary judgments such as decid-
ing the policies they will pursue to carry
out their statutory goals. Such policies
are usually reviewable in court to deter-
rmine why the agency exercised its pow-
ers the way it did. Such policy decisions
may be set aside only if they are found
to be "arbitrary, capricious, an abuse of
discretion or otherwise not in accor-
dance with law."’ In engaging in this kind
of review, federal courts review the com-
ponent parts of the discretionary deci-
sions that agencies make. For example,
in carrying out their adjudicatory duties,
agencies make findings of fact. The
APA provides that courts can set aside
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agency action in an adjudicatory case
if it is premised on facts "unsupported
by substantial evidence" and in limited
circumstances, USC. §706 allows for de
novo judicial review of facts.

The various legal standards set forth
in USC. §706 of the APA provides tax-
payers aggrieved by the IRS interna-
tional penalty process with remedies.
However, before bringing an APA action,
the taxpayer will need to overcome cer-
tain hurdles. The first hurdie to bringing
an APA in connection with an interna-
tional penalty is overcoming sovereign
immunity. Sovereign Immunity protects
the IRS, as an agency of the federal gov-
ernment, from being sued by taxpayers
unless Congress has explicitly passed a
law 1o waive that immunity. This means
a taxpayer cannot simply sue the IRS
for any perceived grievances; they must
base their claim on a specific law that
grants them the right to do so.

The APA contains a imited waiver of
soversign immunity in 5 USC. §702 that
permits taxpayers to sue the federal
government and its agencies such as
the IRS. APA provides a waiver of sover-
eign immunity when two prerequisites
are met. First, the action in question
must "seek relief other than meney and
state a claim that an agency or an offi-
cer or employee thereof acted or failed
to act in an official capacity or under
color of legal authority."®!  ond, it must
be demonstrated that: 1) review of the
agency action in question is authorized
by a substantive statute or (2} review is
made of a "final agency action for which
there is no other adequate remedy in a
court.™

A lawsuit filed under the APA cannot be
for money damages because the act
only allows for review of final agency
actions seeking "relief other than money
damages."” The term "money damages"
can be defined as a form of monetary
compensation awarded by the court to
compensate for a loss or injury caused
by the Government’s wrongful conduct.
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To avoid having an APA claim character-
ized as a claim seeking "money dam-
ages,” in the context of an international
penalty, the complaint should not be
drafted as it were seeking a refund
of an international penalty. Instead, a
complaint in an APA case should seek
a remand of the penalty determination
back to the IRS and allow the IRS to cor-
rect any procedural or substantive errors
in assessing the international penalty. By
asking the court to remand the case
back to the IRS, the Government can-
not automatically seek a dismissal of
the case on the grounds that the APA
action seeks money darnages. Atthough
an APA claim cannot seek money dam-
ages, it should be noted that a taxpayer
can seek other forms of damages from
the IRS even if such damages require a
payment from the Government such as
attorney fees and costs associated with
litigation.

Anyone considering bringing an APA
action seeking judicial review of an
international penalty must understand
that judicial review is ordinarily avail-
able only for final actionlin Federat
Trade Commission v. Standard Off Co?
the US. Supreme Court explained that
this requirement gave "the agency an
apportunity to correct its own mistakes
and 1o apply its expertise” Letting the
agency correct its own mistakes shoutd
in turn avoid: {1) inefficient 1 pe: I3
unnecessary "piecemeal review" and
(2) "delay in resolution of the uitimate
question.”

Under the financial agency action
rules, a taxpayer cannot bring an APA
action seeking judicial review of an
international penalty until the IRS has
finalized its determination regarding
the penalty. A final agency action for an
international penalty is a definitive and
enforceable decision by the IRS that the
taxpayer has exhausted its administra-
tive appeal options. Thus, before an APA
suit can be filed seeking judicial review
of an international penalty, the IRS Office
of Appeals must have made a final deci-
ston regarding an appeal of an interna-
tional penalty.
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Al APA SUIT oT an international penalty
will often undoubtedly seek a review
of the IRS administrative appeals con-
ference. The Appeals Officer should
congider all factual information and
supporting documentation provided by
a taxpayer to support his or her position
regarding the international penalty at
issue. A taxpayer may allege in an APA
case that IRS Appeals failed to properly
fact find when it decided to uphold an
international penalty.

In an APA action, a district court has
the autharity to review the IRS's fact-
finding methodology used to assess
and uphold an international penalty.
However, judicial review of agency action
under the APA is generally limited to the
“administrative record” - the materials
before the agency decision-maker at
the time the decision was made. The
APA provides different standards of
judicial review applicable to agency
findings of fact. Although the APA cre-
ates more than cne standard of review,
all agency action is subject to review to
determine if it is "arbitrary, capricious, an
abuse of discretion, or otherwise not in
accordance with the iaw."™ Similarly, all
agency action must meet applicable
statutory, procedural, and constitutionat
requirements® in certain circumstances,
a court reviews an agency action for
"substantial evidence." Review under the
substantial evidence test is authorized
only when an agency action is rulemak-
ing or when the agency action is based
on a public adjudicatory hearing. In
most cases, an argument regarding the
assessment of an international penalty
does not involve rulemaking or agency
action and as a resuit, the substantial
evidence test is typically not applicable.

in addition to the substantial evidence
standards of review to agency factfind-
ing, the drafters of 5 USC. §706 also
contemplated de novo judicial trial of
facts in an unspecified, but potentially
broad, range of circumstances. 5 USC.
§706(2)(f} provides that courts may
invalidate agency action that is "unwar-
ranted by the facts to the extent that the
facts are subject to trial de novo by the
reviewing court” When engaging in de
novo review, a court can make its own
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independent findings of fact in addition
to examining the record developed by
the agency.

De novo judicial review of agency
factfinding was a common practice at
the time the APA was enacted. However,
there has been a trend away from
such judicial trials since the Supreme
Court’s decision in Citizens to Preserve
Qverton Park, inc. v. Volpe, 401 US. 402,
918.CL 814, 28 LEd.2d 136(1971). In Voipe,
the Supreme Court agreed to review the
Secretary of Transportation’s decision o
authorize federal funding for a highway
whese route was chosen arguably in a
manner that viclated the relevant envi-
ronmental statutes involved. The Court
rejected the application of de novo judi-
cial review of the facts involved in favor
of application of the arbitrary and capri-
ciouls standard of review to the record
that existed at the time the Secretary of
Transportation rmade his decision.

In so doing, the Court narrowly con-
strued 5 USC. §706(2)(f}, holding that
it applied in only two circumstances:
(1) when "the action is adjudicatory in
nature and the agency factfinding pro-
cedures are inadequate,” or {2} when
"issues that were not before the agency
are raised in a proceeding to enforce
nonadjudicatory  agency  action®
Consequently, de novo judicial review
under Section 70&6(2)f} is, therefore,
now reserved for extraordinary cases.
De novo review of facts by courts has
been largely confined to collateral mat-
ters such as the agency’s rationale, or
the materials the agency relied on in
reaching its decision.

To determine whether the IRS acted
arbitrarily or capricicusly or abused its
discretion in an international penalty
assessment, a court should conduct a
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"thorough, probing, in-depth review of
the administrative record™® Howaever,
a federal court will presume that the
IRS acted correctly and is not permit-
ted to substitute its judgment for the
agency’s” A court must nevertheless
be certain that the IRS acted within the
scope of its authority, and it must deter-
mine whether the "decision was based
on a consideration of relevant factors
and whether there has been a clear error
of judgment."®

As indicated above, international pen-
alties are automatically assessed against
taxpayers. An international penaliy
assessment typically takes place when
a taxpayer files an amended return dis-
closing a foreign asset or foreign gift on
an international information return. Since
international penalties are automatically
assessed, the IRS administrative record
will contain little information regard-
ing the initial penalty assessment. On
the other hand, an IRS Appeals Officer
is tasked with determining whether to
reduce or remove internaticnal penalties
by considering factors lke reasonabie
cause. At a minimum, the administra-
tive record frem IRS Appeals should
contain a rational connection between
the facts found and the choice the IRS
made to assess and uphold the inter-
national penalty” If the administrative
record does not provide the reasons for
upholding the penalty or the administra~
tive record does not provide adequate
reasoning as to why the penalty was
sustained, the court may conclude that
the IRS acted arbitrarily, capriciously, or
abused its discretion in assessing an
international penalty.

If it is determined that the IRS arbi-
trarily, capriciously, or abused its dis-
cretion in assessing an internationat
penalty, the proper course of action for
a reviewing court would be to remand
the penalty determination to the IRS for
additional investigation or explanation.?

In the previous section of this article, we
examined the procedural standards of
review for questions of fact by a court.
We shall now examine judicial review
questions of law. USC. §706 provides
a reviewing court with the authority to
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"decide all relevant questions of law,
interpret constitutional and statutory
provisions, and determine the mean-
tng or applicability of the terms of an
agency action." In the context of an
internationat penalty, the APA permits
a reviewing court to "hold unlawful and
set aside agency action that it finds to
be unconstitutional, in excess of the
agency’s statutory powers, made con-
trary to required procedures, an abuse
of discretion, or otherwise not in accor-
dance with law."?

Generally, federal agencies such as
the RS are given broad discretion to
interpret the law. This deference is con-
sistent with the Report of the Attorney
Generals Committee on Administrative
Procedure igsued in 1941

"To state the rnatter very broadly,
judicial review is generally limited to
the inquiry whether the administra-
tive agency acted within the scope
of its authority. The wisdom, reason-
ableness. or expediency of the action
in the circumstances are said to be
matters of administrative judgment
to be determined exclusively by the
agency. But the narrow inguiry into
the agency’s authority to act as it
did covers a wide fletd. The question
whether Congress had the consti-
tutional authority to authorize the
administrative action is, of course,
always in the background. Short of
the constitutional issues are ques-
tions of interpretation of the statutes
conferring the authority, Whether the
factors upon which the administra-
tive decision was based are such as
the agency is permitted te congider
and whether the factors which it
rejected are such as it is permitted
to reject, and what weight is required
to be attached to various factors are
all questions which the courts can
review as questions of law."™”

As the Attorney Generals Report
above suggests, there are situations in
which a court will be asked to review
agency actions that involve gquestions
of law. In interpreting the law, an agency
will, along with constitutional issues,
take into account retevant statutory fac-
tors, weigh them appropriately and avoid
relying on factors the taw sought to
exclude from consideration?® The inter-
pretation of a statute whose text clearly
sets forth those factors presents the
kind of question of law that courts will
usually always examine independently. If
the text of the statute is, in the court’s
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view, clear, and the agency’s interpreta-
tion is at edds with the court’s, the court
will then freely disregard what it con-
siders to be an erronecus agency view.
For example, if a court disagreed with
the IRS on whether the latter correctly
applied a reasonable cause defense
to an international penalty, a court may
make such a finding. Such an approach
is fully in accord with one of the rmost
fundamental purposes of judicial review.

Not all statutes or legal principles such
as the definition of "reasonable cause” for
penalty abatement purposes, however,
are clear. The provisions of a statute may
be ambiguocusly drafted and capable of
various interpretations. For example, there
currently is a dispute of whether or not
the IRS can administratively assess pen-
alties under IRC §6038(b}. Congress may
not have foreseen the circumstances
that give rise to a particutar application of
the statute and, in those unforeseen cir-
cumstances, the statute may be capable
of two or more reasonable interpretations
and the statute itself may be entirely
silent on those issues. In cases irvolv-
ing ambiguous or non-existing statutory
guidance for certain agency actions,
the legality of those actions tends to be
assessed more in terms of the reason-
ableness of the policy undertaken than
the correctness of the statutory interpre-
tation invelved.

Congress enacted the APA "as a check
upon administrators whose zeal might
otherwise have carried them to excess
not contemplated in legistation creating
their offices." The APA prescribes pro-
cedures for federal agency action and
delineated the basic contours of judicial
review of such action. It also codifies
for agency cases the unremarkable,
yet elemental proposition reflected by
judicial practice dating back to Marbury
v. Madison, 5 U.S. 137 (1B03): that courts
decide legal questions by applying their
own judgment. The APA specifies that
courts, not federal agencies, such as the
IRS, will decide "all relevart questions of
law" arising on review of agency action,
even those involving administrative
law™ It prescribes no deferential stan-
dard for courts to employ in answering
those legal questions despite mandat-
ing deferential judicial review of agency
poelicy-making and factfinding.**
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Courts exercising independent judg-
ment in determining the meaning of
statutory provisions, consistent with the
APA may seek aid from the interpreta-
tion of those responsible for implement-
ing particular statutes. When the best
reading of a statute is that it delegates
discretionary authority to an agency,
the role of the reviewing court under
the APA is to independently interpret
the statute and effectuate the will of
Congress subject to constitutional lim-
its. With the recent landmark decision
in Loper Bright,® it is unclear just how
much deference a court will give to the
IRS when examining a statute that could
have various interpretations.

Lhevron, US.A. Inc. v. NRDCY was decided
in 1984 by a bare quorum of six Justices.
Chevron set forth a deferential judicial
approach to federal agency interpreta-
tion of law, one which we shall examine
in detail. Chevron began as a challenge
to EPA rules defining the phrase "station-
ary source' in the "new source review"
program established by the 1977 amend-
ments to the Clean Air Act™ The 1977
amendments imposed more stringent
air quality requirements on states that
had not yet reduced pollution to levels
below certain ambient standards in what
the statute called non-attainment areas.
These provisions required permits "for
the construction and operation of new
or modified stationary sources" of air
pollution? A state could issue a permit
for construction of a new or modified
major source in a non-attainment area
anly it the proposed source met these
stringent requirements. The EPA initially
interpreted "stationary source” to include
all individual pieces of pollution-emitting
equipment within a plant. The EPA, how-
ever, conducted a subsequent rulermak-
ing proceeding, the end result of which
was to repeal these earller rules and to
reptace them with the so-called "bubble”
approach. Under the "bubble" approach,
the EPA defined a major stationary
source as the entire plant rather than the
individual facilities within the plant.

On appeal, the DC. Circuit Court
of Appeals overturned the EPA's new
interpretation of ‘"stationary source”
The court found that Congress had no
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specific intent concerning the term "sta-
tionary source,” particularly as it applied
to the bubble concept. Nevertheless, the
court reversed the agency based on its
own interpretation of that term in light
of the overall purposes of the amended.
Clean Air Act.

The Supreme Court reversed the Court
of Appeals, and in doing so, appears to
have narrowed the range of legal issues
irn which courts are expected 1o have the
final say. The Supreme Court disagreed
with the D.C. Circuit’s willingness to sub-
stitute its legal interpretation for that of
the federal agency when the statute in
question was ambiguous and was being
applied to a policy approach to pollution
on which Congress provided no express
direction. "If Congress has not directly
addressed the precise question at issus,
the court does nat simply impose its own
construction an the statute as would be
necessary in the absence of an admin-
Istrative interpretation. Rather, if the stat-
ute is silent or ambiguocus with respect
to the specific issue, the question for the
court is whether the agency's answer is
based. cn a permissible construction of
the statute® To uphold the agency’s
interpretation, the court need not con-
clude "that the agency construction was
the only one it permissibly could have
adopted, or even the reading the court
would have reached if the question had
arisen in a judicial proceeding" It need
only conelude that the agency’s inter-
pretation was a "permissible” one.

Buttressing the Chewron court’s
deferential approach to agency inter-
pretiations was the fact that certain
agencies are connected to an electorally
accountable branch of government- the
Executive. Justice Stevens thus spoke in
termis of presidential deference:

“Judges are not experts in the feld
and are not part of either political
branch of the Government. Courts
must, in some cases, reconcile com-
peting political interests, but not on
the basis of the judges’ personal pol-
icy preference. In contrast, an agency
to which Congress has delegated
policy-making responsibilities  may,
within the limits of that delegation,
property rely upon the incumbent
administration’s views of wise policy
to inform its judgments. While agen-
cies are not directly accountable to
the people, the Chief Executive is,
and it is entirely appropriate for this
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political branch of the Geovernment to
make much policy choices- resolv-
ing the competing interest which
Congress itself either inadvertently
did not resolve, or intentionally left to
be resoclved by the agency charged
with the administration of the statute
in tight of everyday realities"®
Chevron’s two-stepapproachtojudiciat
review has clearly changed the "mood”
of reviewing courts when dealing with
questions of statutory interpretation and
to some extent it has changed the law of
judicial review of agency interpretation
as well. By asking first whether Congress
spoke "precisely" to the statutory issue
in question, and second, whether or not
Congress’ intent was "unambiguously
clear" on that issue, the Supreme Court
has narrowed the category of issues
involving the kinds of questions of law
that a court is willing to examine closely,
and has expanded the number of agency
decisions to which it will defer.

If areviewing courtis satisfied that there
is no clear congressional intent respect-
ing the precise question at issue, a rea-
sonableness test applies to the agency’s
interpretation of the statute involved.
As the Chevron court noted, "the court
may not substitute its own construction
for a reasonable interpretation” by the
agency. This is the case even if the court
wolld have reached a different conclu-
sion in a judicial sefting. Reascnableness
review usually involves "the agency's
textual analysis (broadly defined, includ-
ing where appropriate resort to legisla-
tive history) and the compatibility of the
inquiry with the congressional purpose
informing the measure.

In Loper Bright* the Supreme Court
overruled Chevron. Under Chevron’s first
step, the Court asked whether Congress
spoke to the issue at hand. If yes, the
Court followed Congress’ wishes. If
the statute was silent or ambiguous,
under the second step, the Court asked
whether the regulation was a "permis-
sible construction” of the statute. Under
Chevron, the Court was not to enforce its
own view but instead was supposed to
defer to the expertise of the agency that
had issued the regulation, as long as the
regulation was reasonable- commonly
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referred to as Chevron deference. Now,
under Loper Bright, courts are redquired
to “"exercise their independent judg-
ment in deciding whether an agency
has acted within its statutory authority.”
Under Loper-Bright, questions of statu-
tory interpretation should be answered
by judges and not federal agencies.

Under Loper Bright, statutory interpre-
tation should be left to the courts and
not federal agencies. The Supreme Court
in Loper Bright identified one exception
to this gereral rule: When Congress
expressly delegates authority to a fed-
eral agency, the court’s role is simply to
"effectuate the will of Congress."

The Department of Treasury and one
of its divisions, the IRS, are the federal
administrative respansible
for overseeing the tax laws promul-
gated and enacted by Congress. IRC
§7805 authcrizes Treasury and the IRS
to issue regulations to provide guid-
ance in applying new legislation and
to address uncertainty that arises with
existing IRC provisions. Such regulations
are intended to interpret and provide
directions on complying with the tax
law enacted by Congress. Treasury
Regulations are referred to as either leg-
islative or interpretative,

agencies

Legislative  regulations  establish
substantive law and are issued pursu-
ant to specific grant of authority from
Congress. Normally, when such authority
is granted, the statute provides that "the
Secretary shall provide such regulations
as may be necessary or appropriate to
carry out the provisions of this section”
Before Treasury can issue regulations,
the APA requires that certain rulemak-
ing procedures be conducted, such as
giving public notice and a period during
which the public can comment on the
regulation.

Interpretative regulations do not
establish substantive law. Instead, they
clarify previously enacted law. These
regulations are issued under the gen-
eral authority of IRC §7805(a), which
empowers the Treasury Secretary to
"prescribe all needful rules and regula-
tions" to enforce the [RC. Treasury and
the IRS will argue that IRC §7805 makes
it clear that Congress wants it to be the
primary interpreter of the IRC and the tax
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law in general. It is clear that ever under
Loper Bright, Congress can, in effect,
designate a federal agency as a primary
interpreter of an area of law. This does
not, however, mean that the agency's
power in this regard is unlimited. It can
be overturned, but anly if the Secretary
exceeded his statutory authority or if the
regulation is "arbitrary, capricious, or an
abuse of discretion, or otherwise not in
accordance with the law"#

For many years, Chewron set forth
a deferential judicial approach to an
agency interpretation of the law in APA
cases. Given the role that IRC §7805
will still have in cases involving the IRC,
it is unclear what if any impact Loper
Bright will have on statutes such as IRC
§6038(b} that are ambiguously drafted
and capable of various interpretations in
APA litigation.

Since we discussed how judicial review
may apply to factfinding and questions
of law, we will now discuss jurisdictional
limitations on the APA in international
penalty cases. The APA does not apply,
and sovereign immunity is not waived,
if the challenged agency action could
be challenged by another “adequate
remedy in court™* This is because
"Congress did not intend the general
grant of review in the APA to dupli-
cate existing procedures for review of
agency action™® Thus, federal courts
have rodtinely held that the APA Is inap-
plicable when challenging the IRS’s tax
determination because Congress has
established separate specific statutory
schemes for making such challengses.®

In APA cases requesting judicial
review of an international penalty, a tax-
payer must be able to demonstrate that
they do not have adequate remedies in
a tax-refund suit under IRC §7422 of or
through an IRS Collection Due Process
Hearing under fRC §§6330 and 6320.

IRC §7422(a) provides a cause of action
in federal district court for the recovery
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of a tax "alleged toc have been errone-
ously or illegally assessed or collected.
This section does not only apply to
taxes, but to penalties.” Before a tax-
refund suit can be filed in federal court,
the taxpayer must satisfy certain admin-
istrative prerequisites including filing a
claim for refund with the RS and pay-
ing the contested tability® Individuals
bringing an APA case requesting judicial
review of an international penalty must
be prepared to establish that the APA
case could not have been brought as
a tax-refund claim, followed by suit. If
there is an "adequate remedy” available
to a taxpayer to raise challenges to an
international penalty, then that taxpayer
cannot rely on the APA to grant federal
court jurisdiction.

The Federal District Court for the
Northern District of California exercized
APA jurisdiction over a tax-related case
in Scholl v. Mnuchin® In Scholl, incar-
cerated persons brought a class action
against the IRS challenging a decision
in which incarcerated people were not
eligible for Economic Impact Payments
passed in the CARES Act. These were
alsc known as COVID stimulus pay-
ments. The plaintiffs brought the action
under the APA, and the IRS responded
by challenging the court’s jurisdiction,
ctaiming that the tax-refund claim provi-
sions of 26 US.C. §7422 were adequate
alternative remedies to preclude waiver
of sovereign immunity under the APA.
The court in Schoff found that the case
"question[ed] the administrative pro-
cedures by which the IRS arrived at its
decision and whether that decision is
unlawfu!" even if the remedy was the
payment of money.

The same can be said for individuals
seeking judicial review of international
penalties.

The unigue circumstances of Scholl in
which the court found gave it APA juris-
diction may also be present in interna-
tional penalty cases in that inadequately
trained Appeals OCfficers have resulted
in IRS decisions that were both contrary
to law and arbitrary and capricious. As
in Scholl, the administrative procedures
of the IRS and IRS Appeals in connection
with an international penalty is flawed
and the payment of money will not cor-
rect the unlawful process.
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To understand why the process
15 unlawful, it is important to review
the international penalty assessment
and appeals process. Taxpayers are
typically informed of an international
penally assessment on a CP 15 Notice.
Taxpayers are required to respond to the
CP 15 Notice in writing within 30 days
if they wish to contest an international
penalty. Taxpayers often respond to the
CP 15 Notice with a detailed well drafted
protest letter. Regardless how well the
pratest letter was drafted, the IRS has a
history of rejecting protest letters with a
generic written staterment which states
as follows: "ordinary business care and
prudence requires taxpayers to make
themselves aware of their duties and
that ignorance of tax laws could not
serve as a basis for reasonable cause™"

After receiving the generic state-
ment of denial, taxpayers are offered an
opportunity to appeat the IRSs decision
1o the IRS Office of Appeals. Orice again,
forced to forward to the IRS a detailed
protest letter. It is the experience of this
author that the IRS Office of Appeals
sometimes will agree to remove the
international penalty. It is also the expe-
rience of this author that on other occa-
sions the RS will decide to uphold some
random percentage without providing a
written statement,

These procedures violate the Due
Process Clause of the Constitution and
§5565 of the APA. Although there are no
codified procedures that bind the IRS
when it assesses an international pen-
alty, the Due Process Clause sets the
constitutional baseline for fair procedure
in administrative law, while §555 of the
APA  establishes the statutory mini-
mums. In order to satisfy the require-
ments of the Due Process Clause and
§5565, at a minimum, an agency must
provide the grounds for denial.* Courts
have held that statements need not be
exhaustive and that general reasons for
denial often are sufficient® Courts that
find the statement of reasons insuffi-
cient will require the agency to provide
an adequate statement, or, especially if it
appears that the agency’s decision was
an arbitrary and capricious one, courts
may also require a new hearing™

It is hard to imagine that a generic
staterment provided to a significant
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number of taxpayers ("ordinary business
care and prudence requires taxpayers to
make themselves aware of their duties
and that ignorance of tax laws couid not
serve as a basis for reasonable cause")
is an "adequate statement" for purposes
of Due Process and the APA. The same
can be said for the lack of any written
statement from the RS independent
Office of Appeals when a random per-
centage of an international penalty is
upheld. Refund litigation cannot address
an entire agency process that violates
the law. Under these unique circum-
stances, a compelling argument can be
macle for APA jurisdiction.

Inaiauats seexking ArA Juaicial review
of an international penalty assessment
may also need to demonstrate why pro-
cedures available under IRC §§Sections
6320 and 6330 are not adequate rem-
edies. IRC §§6330 (relating to levies) and
6320 (relating to liens) provide that before
the IRS may levy or file a notice of lien to
collect an assessment made against a
taxpayer, the |RS must provide notice to
the taxpayer and provide an cpportunity
10 request a hearing with the |RS Office
of Appeals. This is known as a Collection
Due Process or {("CDP") proceeding. As
part of the CDP preceding, a taxpayer
can raise challenges to the underlying
liability when they did not previcusly have
an opportunity to dispute it* Taxpayers
also have the right to petition the Tax
Court to review any determination by
the RS Office of Appeals and, eventually,
have the right to seek review by a federal
court of appeals.

ft has been this author's experience
that in the vast majority of cases involv-
ing internaticnal penalties, the IRS has
refused to issue "Final Intent to Levy” or
"Final Intent to Lien” ncotices. Since the
IRS has generally not been providing
taxpayers the opportunity to contest
international penalties in COP hearings,
it is unclear if a CDP hearing is truly an
adequate remedy for APA purposes. Even
if the IRS were to grant taxpayers a COP
hearing to challenge an international
penalty, taxpayers would be legally fore-
closed from contesting an international
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penalty through a CDP and in Tax Court.
This is because once a taxpayer partici-
pates in an IRS Appeals hearing to con-
test an international penalty, he or she will
likely be legally barred from challenging
the international penalty in a CDP hearing
and a subsequent Tax Court case.

Where the validity of a taxpayer's
underlying tax or penalty liability is prop-
erly at issue in a CDP case, the United
States Tax Court reviews the IRS’s deter-
mination de pove® On the other hand,
where a taxpayer's underlying liability or
penalty is not properly at issue, the Tax
Court only reviews IRS assessment for
abuse of discretion*®

An individual may raise a CDP chal-
lenge to the existence or armount of her
underlying liability only if she "did not
receive any statutory notice of deficiency
for such tax liability'* In determining
whether an individual had a prior oppor-
tunity to dispute her liability, the income
tax regulations distinguish between
liabilities that are subject to deficiency
procedures and those that are not. For
liabilities subject to deficiency proce-
dures, an opportunity for a post-exam-
imation conference with IRS Appeals
does not bar an individual {in appropri-
ate circumstances) from contesting her
liability in a later CDP proceeding# On
the other hand, where a liability is not
subject to deficiency procedures, “[a]
n opportunity to dispute the underlying
liahility includes a prior opportunity for
a conference with IRS Appeals that was
offered either before or after the assess-
ment of the liabilities® As assessable
penalties, internaticnal penalties are not
subject to deficiency procedures.®”

Notwithstanding the absence of a
notice of deficiency, an individual may
be able to dispute her liability for such
penalties {without paying them first) by
resisting collection efforts through the
CDP process and then seeking review
before the Tax Court™ But this route to
repayment judicial review is available
only if the individual "did not octherwise
have an opportunity to dispute such
tax or penalty liability."® For example, in
Yari v. Commissioner, the IRS assessed
a penalty against the individual and
issued him a notice of intent to levy.
After receiving a notice of determinaticn

NOWEMBERDECEMEER 2025

sustaining the levy, the individual peti-
tioned the Tax Court. There was no evi-
dence in the record that the individual
had received a notice of assessment, or
{if so) that he had taken advantage of
that opportunity. Under these circum-
stances, the Tax Court permitted the
individual to contest the amount of the
penaity because he had not had a prior
opporiunity to dispute it.

Under this framework, ah individual
in a CDP case is entitled o challenge
her underlying liability for an assess-
able penalty only if she did not have a
prior opportunity to dispute it. For this
purpose, a prior opportunity includes "a
prior opportunity for a conference with
Appeals.™ The Tax Court has sustained
the validity of this regulation even though
an individual (as was also true here) had
no right to judicial review of the prior
Appeals Office determination®® Since
Lewis® the Tax Court has consistently
precluded an individual from raising a
liability challenge in a non-deficiency
CDP case when she had an opportunity
to present that challenge to the Appeals
Office before the IRS commenced col-
lection action™ Federal district courts
have reached similar conclusions in CDP
cases over which they had jurisdiction to
former IRC §6330(d)(1)(B) 5

In cases involving international penal-
ties, if the taxpayer had availed herself
of a prior opportunity to challenge the
international penalty by filing a protest
with the IRS Appeals and disputed the
international penalty with IRS Appeals,
the taxpayer will be legally forever barred
from challenging the internpational pen-
alty in a CDP hearing or before the Tax
Court regardless of why the Office of IRS
Appeals sustained the international pen-
alty. Consequently, individuals assessed
an international penalty and who were
provided an opportunity to challenge the
penalty before RS Appeals, do not have
an adequate remedy under IRC §86330
or 6320 for purposes of an APA claim.

In addition to demonstrating that a tax-
payer did not have an adequate remedy
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in refund litigation or a CDP hearing, an
APA litigant will need to survive an attack
under the Anti-Injunction Act ("AIA") and
Declaratory Judgment Act {"DJA"). The
AlA and DJA reinforce the refund-suit
statutary framework Congress adopted
by ensuring that "taxes can ordinarity be
challenged only after they are paid, by
suing for a refund.” The AlA provides
that "no suit for the purpose of restrain-
ing the assessment or collection of any
tax shall be maintained in any court by
anhy person, whether or not such person
is the person against whom such tax was
assessed."° For its part, the DJA prohibi-
tion is broader on its face than the AlA's,
the analysis for both is identical, as the
Ninth Circuit has held that the DJA’s tax
exception is "coextensive" with the AlATs,
meaning to the extent suit is barred by
the AlA, declaratory retief under the DJA
is also barred, #

In an APA case involving an inter-
national penalty, the IRS will take the
position that the AlA and DJA bars this
type of suit from being litigated unless
the taxpayer satisfies the international
penalty in full. The question in APA liti-
gation involving an international penalty
will be whether the review of a penalty
appeal procedure that may result in the
granting of a new administrative hearing
constitutes the "restraint on the assess-
ment or collection of a tax.”

The Supreme Court in Direct Marketing
Association v. Broht®® defined the term
"restrain” in the context of the assess-
ment and collection of tax. The Court
held that the term means that a suit is
barred if it would "tmit, restrict, or hold
back” the assessment, levy, or collec-
tion of a tax. The Court noted that the
term "restrain” can have two meanings:
a broad meaning under which the term
means "nhibit" and a narrow meaning
under which the term means "prohibit"
or "stop®* The Court noted "that the
words 'enjoin’” and ‘suspend’ are terms
of art in equity" that "refer to differ-
ent equitable remedies that restrict or
stop official action 1o varying degrees,
strongly suggesting that ‘restrain’ does
the same."*?

After an APA sult is filed seeking judi-
cial review of an international penalty, a
district court will not typically order the
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IRS to limit, hold back, prohibit, or stop
the collection of the penalty. Since the
RS is free 1o collect an international
penalty during the pendency of an APA
action, it does not appear that APA liti-
gation wilt violate the AlA and DJA rules.

Assuming that APA judicial review of
an international penalty could some-
how run contrary to the AlA and DJA
rules, there is a compelling argument
that international penalties cannot be
characterized as "taxes" for purposes
of the AlA and DJA and therefore these
doctrines do not apply to international
penalties. In National Federation of
Independent Business v. Sebelius®® the
Supreme Court upheld the Affordable
Care Act ("ACA™). To reach the merits, the
Court had to clear the hurdle of prohibi-
tion against injunctive relief in tax cases
under the AlA. It did so by noting that
uniike the penalties in [RC subchapiers
68A and 68B, the ACA individual man-
date penally is not desighated a tax.
Thus, it was not a tax, even though it was
to be assessed and coliected like a tax.
“ Chapter &1 of the IRC contains various
reporting requirements.

The IRC contains many provisions treat-
ing taxes and assessable penaliies as
distinct terms.®’ There would, for example,
be no need for IRC §6671(a) to deem "tax"
to refer to certain assessable penalties if
the IRC already included all such penal-
ties in the term "tax” In light of the IRC’s
consistent distinction between the terms
“tax" and "assessable penalty," we must
accept the Government’s interpretation:
IRC §6201(a) instructs the Secretary that
his authority to assess taxes includes the
authority to assess penalties, but it does
not equate assessable penalties to taxes
for other purposes.

The ACA does not reqguire that the
penalty for failing to comply with the
individual mandate be treated as a tax
for purposes of the AlA. The AlA there-
fore does not apply to this suit, and we
may proceed to the merits®

The reasoning of the Supreme Court
in National Federation of independent
Business seems to indicate that penal-
ties such as international penalties can-
net be classified as taxes for purposes
of the AlA and DJA. Given the Supreme
Court’s characterization of penalfies, it is
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unlikely that the AlA or DJA will prevent
APA judicial review of an international
penalty.

This article is intended to provide the
reader with a basic understanding of uti-
lizing the APA to challenge an |RS inter-
national penalty assessment. It should
be evident from this article that the APA
is not a substitute for refund litigation.
There are also significant hurdles that
come with APA litigation which includes
meeting  judicial requirements, over-
coming deferential standards of review
for IRS decisions, and navigating the
limitations of the administrative record.
However, in limited circurmnstances where
an IRS international penalty assessment
was arbitrary and capricious or an abuse
of discretion, an APA action may poten-
tially offer relief in the form of a new
administrative hearing.
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