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I. TOPICS 

A. Introduction – Why Penalties Matter 

B. Taxpayer Penalties – The IRC §6662 Accuracy-Related Penalty and Related 
Provisions 

C. Advisor Penalties – IRC §6694 and Related Provisions, and Treasury Circular 230 
(Circ. 230) §10.34(a) 

II. INTRODUCTION – Why Penalties Matter 

A. For taxpayers 

1. Penalties typically range from 20% of the underpaid tax (e.g. IRC 
§6662(b)) to 40% (e.g. IRC §§ 6662(h), (i)), but may be as high as 75% (IRC 
§6663) 
2. In some instances they are essentially strict liability, i.e. there is no 
“reasonable cause” defense.  E.g., IRC §6664(d)(2) (no reasonable cause 
exception for reportable transaction penalty where transaction lacks economic 
substance) 
3. The IRS over the past few decades has moved towards a more consistent 
(and frequent) application of the penalty rules 

a) Chief Counsel Notice 2004-36 

(1) Trading penalties “risks undercutting efficient tax 
administration by reducing the deterrent effect of penalties” 

(2) Revenue Agents should “consider, develop, and impose 
penalties where appropriate” 

(3) Increased scrutiny of the reasonableness of reliance on 
professional advice when offered as a penalty defense 

(4) Appeals and Chief Counsel Appeals and Counsel should 
“resolve penalties based on their merits, including a hazards 
assessment” and separate from the merits of the underlying tax 
adjustment 

b) Appeals Memorandum (June 21, 2004) 

(1) Appeals will no longer trade penalty issues 



 

(2) Penalties still should be settled, but based on the merits and 
hazards surrounding each penalty issue 

B. For tax advisors 

1. Penalties can be extremely high (e.g. IRC §6700(a), 100% of the income 
derived from promoting a tax shelter; IRC §6695(b), 125% of the income derived 
from an improper appraisal) 
2. Multiple penalties may apply in certain situations, especially when “tax 
shelters” are involved 
3. A reinvigorated Office of Professional Responsibility (OPR) and an 
increased focus on practitioner conduct have also raised the stakes 
4. With respect to return positions, the standards in Treasury Circular 230 
(§10.34(a)) are directly linked to the standards in IRC §6694, adding censure, 
suspension and disbarment as potential sanctions in addition to monetary penalties 
5. The IRS Penalty Handbook (Part 20 of the Internal Revenue Manual) 
notes, “Estate and gift tax attorneys, LB&I, SB/SE, and TE/GE examiners should 
determine if tax return preparer penalties are warranted.   The determination is 
based on all the facts and circumstances of the case including both oral testimony 
and written evidence developed during the examination process of the tax return 
prepared by the tax return preparer for their client.” 
6. The Penalty Handbook also addresses referrals to OPR based on potential 
violations of Circular 230 and asserted IRC §§6694 and 6695 penalties 
7. Lastly, malpractice practitioners will tell you that the penalty standards are 
often referred to as the “standard of conduct” for purposes of asserting 
malpractice.  A tax advisor who fails those may therefore also be exposed to civil 
liability to the client  

III. TAXPAYER PENALTIES – Overview of the Accuracy-Related Penalty and 
Related Provisions 

A. The Accuracy-Related Penalty in IRC §6662(a) states as follow:   

Imposition of penalty.--If this section applies to any portion of an underpayment 
of tax required to be shown on a return, there shall be added to the tax an amount 
equal to 20 percent of the portion of the underpayment to which this section 
applies. 

B. It contains several sub-penalties enumerated in §6662(b) (and which are often 
referred to separately):  

Portion of underpayment to which section applies.--This section shall apply to 
the portion of any underpayment which is attributable to 1 or more of the 
following: 
1. Negligence or disregard of rules or regulations [IRC §6662(c)] 
2. Any substantial understatement of income tax [IRC §6662(d)] 



 

3. Any substantial valuation misstatement under chapter 1 [IRC §6662(e)] 
4. Any substantial overstatement of pension liabilities [IRC §6662(f)] 
5. Any substantial estate or gift tax valuation understatement [IRC §6662(g)] 
6. Any disallowance of claimed tax benefits by reason of a transaction 
lacking economic substance (within the meaning of section 7701(o)) or failing to 
meet the requirements of any similar rule of law [IRC §6662(i)] 
7. Any undisclosed foreign financial asset understatement  [IRC §6662(j)] 
8. Any inconsistent estate basis Reporting [IRC §6662(k)] 
This section shall not apply to any portion of an underpayment on which a penalty 
is imposed under section 6663.  Except as provided in paragraph (1) or (2)(B) of 
section 6662A(e), this section shall not apply to the portion of any underpayment 
which is attributable to a reportable transaction understatement on which a 
penalty is imposed under section 6662A.  

C. It can be immediately seen that there are a number of different penalties 
embedded in section 6662 that apply in different situations. 

D. The 20 percent penalty may be enhanced to 40 percent in certain situations 

1. Gross Valuation Misstatement – IRC §6662(h) 
2. Nondisclosed noneconomic substance transactions – IRC §6662(i) 

E. There are other, similar penalties in other provisions 

1. Reportable Transaction Understatement – IRC §6662A 
2. Fraud penalty – IRC §6663 
3. Erroneous Claims for Refund/Credit – IRC §6676 

F. The Accuracy Related Penalties are often (but not always) subject to the 
Reasonable Cause Defense - IRC §6664 

1. The general rule is that reasonable cause applies 
2. But there is also a strengthened standard for reportable transactions 

IV. THE NEGLIGENCE PENALTY 

A. IRC §6662(c):   

Negligence. – For purposes of this section, the term “negligence” includes any 
failure to make a reasonable attempt to comply with the provisions of this title, 
and the term “disregard” includes any careless, reckless, or intentional disregard. 

B. The negligence penalty is less often asserted than the substantial understatement 
penalty.  But it is common in certain situations: 



 

1. The substantial understatement penalty applies only to income taxes.  
Thus, the negligence penalty is frequently asserted in estate and gift tax cases, 
excise tax situations, etc. 
2. The IRS may assert negligence as an alternative to the substantial 
understatement penalty.  

a) As will be seen later, however, negligence is harder for the IRS to 
prove.  Thus it logically should be the main penalty asserted, with the 
substantial understatement penalty as the alternative. 

V. THE SUBSTANTIAL UNDERSTATEMENT PENALTY 

A. This is the most commonly applied penalty.   

B. The relevant Code provisions are the following:  

1. IRC §6662(d)(1): Substantial understatement of income tax.— 
(A) In general.--For purposes of this section, there is a substantial 

understatement of income tax for any taxable year if the amount of the 
understatement for the taxable year exceeds the greater of-- 

(i) 10 percent of the tax required to be shown on the return for 
the taxable year, or 
(ii) $5,000. 
(B) Special rule for corporations.--In the case of a corporation 

other than an S corporation or a personal holding company (as defined in 
section 542), there is a substantial understatement of income tax for any 
taxable year if the amount of the understatement for the taxable year 
exceeds the lesser of-- 

(i) 10 percent of the tax required to be shown on the return for the 
taxable year (or, if greater, $10,000), or  
(ii) $10,000,000. 

 
2. IRC §6662(d)(2):  Understatement.— 

(A) In general.--For purposes of paragraph (1), the term 
“understatement” means the excess of-- 

(i) the amount of the tax required to be shown on the return for the 
taxable year, over 
(ii) the amount of the tax imposed which is shown on the return, 
reduced by any rebate (within the meaning of section 6211(b)(2)). 

The excess under the preceding sentence shall be determined without 
regard to items to which section 6662A applies. 

(B) – Reduction for understatement due to position of taxpayer 
or disclosed item. -- The amount of the understatement under 
subparagraph (A) shall be reduced by that portion of the understatement 
which is attributable to— 

(i)  the tax treatment of any item by the taxpayer if there is or was 
substantial authority for such treatment, or 



 

(ii)  any item if— 
(I)  the relevant facts affecting the item's tax treatment are 

adequately disclosed in the return or in a statement attached to the 
return, and 

(II)  there is a reasonable basis for the tax treatment of such 
item by the taxpayer. 
For purposes of clause (ii)(II), in no event shall a corporation be 
treated as having a reasonable basis for its tax treatment of an item 
attributable to a multiple-party financing transaction if such 
treatment does not clearly reflect the income of the corporation. 
(C) - Reduction not to apply to tax shelters.—   

(i)  In general.--Subparagraph (B) shall not apply to any 
item attributable to a tax shelter. 

(ii)  Tax shelter.--For purposes of clause (i), the term “tax 
shelter” means— 

(I) a partnership or other entity, 
(II)  any investment plan or arrangement, or 
(III)  any other plan or arrangement, 

if a significant purpose of such partnership, entity, plan, or 
arrangement is the avoidance or evasion of Federal income tax. 
 

3. Note that the exceptions in §6662(d)(2)(B) lay out the basic defenses to 
the substantial understatement penalty: 

a) “substantial authority” 

b) “reasonable basis” plus adequate disclosure 

4. Those basic defenses are laid out in great detail in the regulations: 

a) Treas. Reg. §1.6662-3, especially -3(b)(3) (“reasonable basis”) and 
-3(c) (adequate disclosure) 

b) Treas. Reg. §1.6662-4(d) (“substantial authority,” including the 
nature and method of evaluating applicable authorities for purposes of 
both the “substantial authority” and “reasonable basis” defenses) 

5. But note also that those basic defenses do not apply to “tax shelters” as 
“defined” in §6662(d)(2)(C)(ii).  And (as discussed below) there are other 
exceptions to all or portions of the accuracy-related penalties that apply to 
variations of tax shelters (i.e. reportable transactions and nondisclosed 
noneconomic substance transactions).  

a) Some of these may be set forth in a list promulgated pursuant to 
IRC §6662(d)(3): Secretarial list. – The Secretary may prescribe a list of 
positions which the Secretary believes do not meet 1 or more of the 
standards specified in paragraph (2)(B)(i), section 6664(d)(2), and section 



 

6694(a)(1). Such list (and any revisions thereof) shall be published in the 
Federal Register or the Internal Revenue Bulletin. 

VI. SUBSTANTIAL VALUATION MISSTATEMENT  

A. The relevant Code provision is §6662(e):  Substantial valuation misstatement 
under chapter 1.— 

(1) In general.--For purposes of this section, there is a substantial valuation 
misstatement under chapter 1 if— 

(A) the value of any property (or the adjusted basis of any property) 
claimed on any return of tax imposed by chapter 1 is 150 percent or more of the 
amount determined to be the correct amount of such valuation or adjusted basis 
(as the case may be), or 

(B)(i) the price for any property or services (or for the use of property) 
claimed on any such return in connection with any transaction between persons 
described in section 482 is 200 percent or more (or 50 percent or less) of the 
amount determined under section 482 to be the correct amount of such price, or 

(ii) the net section 482 transfer price adjustment for the taxable year 
exceeds the lesser of $5,000,000 or 10 percent of the taxpayer's gross 
receipts. 

(2) Limitation.--No penalty shall be imposed by reason of subsection (b)(3) 
unless the portion of the underpayment for the taxable year attributable to substantial 
valuation misstatements under chapter 1 exceeds $5,000 ($10,000 in the case of a 
corporation other than an S corporation or a personal holding company (as defined in 
section 542)). 

VII. GROSS VALUATION MISSTATEMENT  

1. This enhancement to the valuation misstatement penalty is detailed in IRC 
§6662(h): Increase in penalty in case of gross valuation misstatements.— 

(1) In general.--To the extent that a portion of the underpayment to which 
this section applies is attributable to one or more gross valuation misstatements, 
subsection (a) shall be applied with respect to such portion by substituting “40 
percent” for “20 percent”. 

(2) Gross valuation misstatements.--The term “gross valuation 
misstatements” means-- 

(A) any substantial valuation misstatement under chapter 1 as 
determined under subsection (e) by substituting— 

(i) in paragraph (1)(A), “200 percent” for “150 percent”, 
(ii)  in paragraph (1)(B)(i)— 

(I) “400 percent” for “200 percent”, and  
(II) “25 percent” for “50 percent”, and 

(iii) in paragraph (1)(B)(ii)— 
(I) “$20,000,000” for “$5,000,000”, and  
(II) “20 percent” for “10 percent”. 



 

(B) any substantial overstatement of pension liabilities as determined 
under subsection (f) by substituting “400 percent” for “200 percent”, and 
(C) any substantial estate or gift tax valuation understatement as 
determined under subsection (g) by substituting “40 percent” for “65 
percent”. 

VIII. NONDISCLOSED NONECONOMIC SUBSTANCE TRANSACTIONS 

A. This penalty was added to the Code in 2010. 

1. It was an outgrowth of the war on tax shelters from the preceding decade. 
2. It is connected to the addition of a “clarification” of the “economic 
substance doctrine” that was added to section 7701(o). 
3. The penalty scored as a revenue raiser. 
 

B. The applicable Code provision is as follows:  
IRC §6662(i) - Increase in penalty in case of nondisclosed noneconomic 

substance transactions. – 
(1) In general.--In the case of any portion of an underpayment which is 

attributable to one or more nondisclosed noneconomic substance transactions, subsection 
(a) shall be applied with respect to such portion by substituting “40 percent” for “20 
percent”. 

(2) Nondisclosed noneconomic substance transactions.--For purposes of this 
subsection, the term “nondisclosed noneconomic substance transaction” means any 
portion of a transaction described in subsection (b)(6) with respect to which the relevant 
facts affecting the tax treatment are not adequately disclosed in the return nor in a 
statement attached to the return. 

(3) Special rule for amended returns.--  In no event shall any amendment or 
supplement to a return of tax be taken into account for purposes of this subsection if the 
amendment or supplement is filed after the earlier of the date the taxpayer is first 
contacted by the Secretary regarding the examination of the return or such other date as is 
specified by the Secretary. 

C. It is important to note that this is a strict liability penalty; the “reasonable cause” 
exception does not apply.  IRC §6664(c)(2). 

IX. REPORTABLE TRANSACTION UNDERSTATEMENT 

A. This is another provision implementing tax shelter reporting.  

B. This is not in §6662, but in a related Code provision:  

IRC §§6662A(a) Imposition of penalty.--If a taxpayer has a reportable 
transaction understatement for any taxable year, there shall be added to the tax an amount 
equal to 20 percent of the amount of such understatement. 

(b)  Reportable transaction understatement.--For purposes of this section-- 



 

(1)  In general.--  The term “reportable transaction understatement” means the 
sum of-- 

(A)  the product of-- 
(i) the amount of the increase (if any) in taxable income which results 
from a difference between the proper tax treatment of an item to which 
this section applies and the taxpayer's treatment of such item (as shown on 
the taxpayer's return of tax), and 
(ii)  the highest rate of tax imposed by section 1 (section 11 in the case 
of a taxpayer which is a corporation), and 
(B) the amount of the decrease (if any) in the aggregate amount of credits 

determined under subtitle A which results from a difference between the 
taxpayer's treatment of an item to which this section applies (as shown on the 
taxpayer's return of tax) and the proper tax treatment of such item. 
 
For purposes of subparagraph (A), any reduction of the excess of deductions 
allowed for the taxable year over gross income for such year, and any reduction in 
the amount of capital losses which would (without regard to section 1211) be 
allowed for such year, shall be treated as an increase in taxable income. 

(2)  Items to which section applies.—This section shall apply to any 
item which is   

(A) any listed transaction, and 
(B) any reportable transaction (other than a listed transaction) if a 

significant purpose of such transaction is the avoidance or evasion of Federal 
income tax. 
 

C. An important thing to note about the computation in paragraph (b)(1) is that it is 
based on a hypothetical understatement based on the reportable transaction item at issue – 
even if there is no resulting deficiency, for example because the return shows a net 
operating loss and no tax due.   

D. The penalty is enhanced for “listed” transactions. IRC § 6662A(c):   Higher 
penalty for nondisclosed listed and other avoidance transactions. – Subsection (a) 
shall be applied by substituting “30 percent” for “20 percent” with respect to the portion 
of any reportable transaction understatement with respect to which the requirement of 
section 6664(d)(2)(A) is not met. 

E. Special rules also apply for amended returns  and large corporate audits. 

X. THE REASONABLE CAUSE DEFENSE  

A. As noted, most penalties may be waived (or abated) if the taxpayer has 
“reasonable cause” for taking the position and acted in good faith. 

B. IRC §6664(c): Reasonable cause exception for underpayments. – 
(1) In general.--No penalty shall be imposed under section 6662 or 6663 

with respect to any portion of an underpayment if it is shown that there was a 



 

reasonable cause for such portion and that the taxpayer acted in good faith with 
respect to such portion. 

(2) Exception.--Paragraph (1) shall not apply to any portion of an 
underpayment which is attributable to one or more transactions described in 
section 6662(b)(6). 

C. Note again that the exception in §6664(b)(2) means there is no reasonable cause 
defense for the nondisclosed noneconomic substance transaction penalty.  

D. The rule is reiterated in Treas. Reg. §1.6664-4(a): In general. No penalty may be 
imposed under section 6662 with respect to any portion of an underpayment upon a 
showing by the taxpayer that there was reasonable cause for, and the taxpayer acted in 
good faith with respect to, such portion.  Rules for determining whether the reasonable 
cause and good faith exception applies are set forth in paragraphs (b) through (h) of this 
section. 

E. The definition of “reasonable cause and good faith” is elaborated on at some 
length in Treas. Reg. §1.6664-4(b):  

(b) Facts and circumstances taken into account— 
(1) In general. The determination of whether a taxpayer acted with reasonable 

cause and in good faith is made on a case-by-case basis, taking into account all pertinent 
facts and circumstances.…Generally, the most important factor is the extent of the 
taxpayer's effort to assess the taxpayer's proper tax liability.  Circumstances that may 
indicate reasonable cause and good faith include an honest misunderstanding of fact or 
law that is reasonable in light of all of the facts and circumstances, including the 
experience, knowledge, and education of the taxpayer.  An isolated computational or 
transcriptional error generally is not inconsistent with reasonable cause and good faith.  
Reliance on an information return or on the advice of a professional tax advisor or an 
appraiser does not necessarily demonstrate reasonable cause and good faith.  Similarly, 
reasonable cause and good faith is not necessarily indicated by reliance on facts that, 
unknown to the taxpayer, are incorrect.  Reliance on an information return, professional 
advice, or other facts, however, constitutes reasonable cause and good faith if, under all 
the circumstances, such reliance was reasonable and the taxpayer acted in good faith.... 

For example, reliance on erroneous information (such as an error relating to the 
cost or adjusted basis of property, the date property was placed in service, or the amount 
of opening or closing inventory) inadvertently included in data compiled by the various 
divisions of a multidivisional corporation or in financial books and records prepared by 
those divisions generally indicates reasonable cause and good faith, provided the 
corporation employed internal controls and procedures, reasonable under the 
circumstances, that were designed to identify such factual errors.…  A taxpayer's reliance 
on erroneous information reported on a Form W–2, Form 1099, or other information 
return indicates reasonable cause and good faith, provided the taxpayer did not know or 
have reason to know that the information was incorrect. Generally, a taxpayer knows, or 
has reason to know, that the information on an information return is incorrect if such 
information is inconsistent with other information reported or otherwise furnished to the 
taxpayer, or with the taxpayer's knowledge of the transaction. This knowledge includes, 



 

for example, the taxpayer's knowledge of the terms of his employment relationship or of 
the rate of return on a payor's obligation. 
 
F. For reportable transactions, the taxpayer must show “strengthened reasonable 
cause,” pursuant to I RC §6664(d):  Reasonable cause exception for reportable 
transaction understatements.— 

(1) In general.--No penalty shall be imposed under section 
6662A with respect to any portion of a reportable transaction 
understatement if it is shown that there was a reasonable cause for such 
portion and that the taxpayer acted in good faith with respect to such 
portion. 

(2) Exception.--Paragraph (1) shall not apply to any portion of a 
reportable transaction understatement which is attributable to one or more 
transactions described in section 6662(b)(6). 

(3) Special rules.--Paragraph (1) shall not apply to any reportable 
transaction understatement unless— 

(A) the relevant facts affecting the tax treatment of the item are adequately 
disclosed in accordance with the regulations prescribed under section 
6011, 
(B) there is or was substantial authority for such treatment, and 
(C) the taxpayer reasonably believed that such treatment was more likely 
than not the proper treatment. 

A taxpayer failing to adequately disclose in accordance with section 6011 shall be 
treated as meeting the requirements of subparagraph (A) if the penalty for such 
failure was rescinded under section 6707A(d). 

(4) - Rules relating to reasonable belief.--For purposes of paragraph 
(3)(C)-- 

(A) In general.--A taxpayer shall be treated as having a reasonable belief 
with respect to the tax treatment of an item only if such belief— 

(i) is based on the facts and law that exist at the time the return of 
tax which includes such tax treatment is filed, and 

(ii) relates solely to the taxpayer's chances of success on the merits 
of such treatment and does not take into account the possibility that a 
return will not be audited, such treatment will not be raised on audit, or 
such treatment will be resolved through settlement if it is raised. 
(B) Certain opinions may not be relied upon.— 

(i) In general.--An opinion of a tax advisor may not be relied upon 
to establish the reasonable belief of a taxpayer if-- 

(I) the tax advisor is described in clause (ii), or  
(II) the opinion is described in clause (iii). 
(ii)  Disqualified tax advisors.--A tax advisor is described in this 

clause if the tax advisor— 
(I) is a material advisor (within the meaning of section 6111(b)(1)) 
and participates in the organization, management, promotion, or 
sale of the transaction or is related (within the meaning of section 
267(b) or707(b)(1)) to any person who so participates, 



 

(II) is compensated directly or indirectly by a material advisor with 
respect to the transaction, 
(III) has a fee arrangement with respect to the transaction which is 
contingent on all or part of the intended tax benefits from the 
transaction being sustained, or 
(IV) as determined under regulations prescribed by the Secretary, 
has a disqualifying financial interest with respect to the transaction. 
(iii)  Disqualified opinions.--For purposes of clause (i), an opinion 

is disqualified if the opinion— 
(I) is based on unreasonable factual or legal assumptions 
(including assumptions as to future events), 
(II) unreasonably relies on representations, statements, findings, or 
agreements of the taxpayer or any other person, 
(III) does not identify and consider all relevant facts, or 
(IV) fails to meet any other requirement as the Secretary may 
prescribe. 

XI. ERRONEOUS CLAIMS FOR REFUND OR CREDIT 

A. There is a separate penalty for inaccuracy on a claim for refund or credit.   

1. It has some of the features of the general accuracy-related penalties, 
including reasonable cause as a defense and no reasonable cause defense for 
nondisclosed noneconomic substance transactions.  
2. It expressly does not apply whenever the ordinary accuracy related 
penalties apply (per paragraph (d) below). 

B. The authority is IRC §6676: 

(a) Civil Penalty - If a claim for refund or credit with respect to income tax (other 
than a claim for a refund or credit relating to the earned income credit under section 32 ) 
is made for an excessive amount, unless it is shown that the claim for such excessive 
amount has a reasonable basis, the person making such claim shall be liable for a penalty 
in an amount equal to 20 percent of the excessive amount. 

(b)  Excessive Amount - For purposes of this section, the term "excessive amount 
" means in the case of any person the amount by which the amount of the claim for 
refund or credit for any taxable year exceeds the amount of such claim allowable under 
this title for such taxable year. 

(c) Noneconomic Substance Transactions Treated As Lacking Reasonable 
Basis - For purposes of this section, any excessive amount which is attributable to any 
transaction described in section 6662(b)(6) shall not be treated as having a reasonable 
basis. 

(d) Coordination with other penalties -   This section shall not apply to any 
portion of the excessive amount of a claim for refund or credit which is subject to a 
penalty imposed under part II of subchapter A of chapter 68. 

XII. ADVISOR PENALTIES – IN GENERAL   



 

A. There are basically two sources of law for penalizing advisors with respect to 
improper return positions taken by their taxpayer/clients, IRC §6694 and Treasury 
Circular 230 (Circ. 230) §10.34(a). 

1. Since 2009 the standards for return position advice in these have been 
largely identical, with only minor nuances that are not significant.   

B. But other Circ. 230 provisions may also apply.  

1. §10.22 – Diligence as to Accuracy 
2. §10.35 – Competence  
3. §10.37 – Other Written Tax Advice 
4. §§10.50, 52 – Sanctions 

XIII. RETURN PREPARER PENALTY  

A. The principal accuracy-related penalty that may apply to a professional tax 
advisor is in IRC §6694.   

B. Note that it applies only to “return preparers” as defined elsewhere in the Code – 
IRC §7701(a)(36) and Treas. Reg. §301.7701-15.   

1. But, since 2008 this penalty applies not just to income tax return preparers, 
but to preparers of all kinds of returns – estate and gift tax returns, excise tax 
returns, employment tax returns, even information returns (including partnership 
returns). 
2. And the definition in §301.7701-15 extends to “non-signing preparers,” 
who thus by extension become subject to the penalty in §6694. 

C. The penalty is laid out in IRC 6694(a):  Understatement due to unreasonable 
positions--  

(1) In general. -- If a tax return preparer— 
(A) prepares any return or claim of refund with respect to which any part 

of an understatement of liability is due to a position described in paragraph (2), 
and  

(B) knew (or reasonably should have known) of the position,  
such tax return preparer shall pay a penalty with respect to each such return or claim in an 
amount equal to the greater of $1,000 or 50 percent of the income derived (or to be 
derived) by the tax return preparer with respect to the return or claim. 

(2) Unreasonable position --  
(A) In general. -- Except as otherwise provided in this paragraph, a 

position is described in this paragraph unless there is or was substantial authority 
for the position.  

(B) Disclosed positions. -- If the position was disclosed as provided in 
section 6662(d)(2)(B)(ii)(I) and is not a position to which subparagraph (C) 



 

applies, the position is described in this paragraph unless there is a reasonable 
basis for the position.  

(C) Tax shelters and reportable transactions. -- If the position is with 
respect to a tax shelter (as defined in section 6662(d)(2)(C)(ii)) or a reportable 
transaction to which section 6662A applies, the position is described in this 
paragraph unless it is reasonable to believe that the position would more likely 
than not be sustained on its merits.  
(3) Reasonable cause exception No penalty shall be imposed under this 

subsection if it is shown that there is reasonable cause for the understatement and the tax 
return preparer acted in good faith. 

D. It can be seen from paragraph (2)’s definition that the defenses to an 
“unreasonable position” for §6694 purposes are basically the same as for the substantial 
understatement penalty:  substantial authority, or reasonable basis plus disclosure. 

E. And again, there are special rules for tax shelters and a reasonable cause defense.   

XIV. PRACTITIONER PENALTIES WITH RESPECT TO RETURN 
POSITIONS UNDER CIRCULAR 230 

A. Circular 230 (31 C.F.R. Part 10) applies to practitioners before the IRS. 

1. Who exactly is a “practitioner” is in some doubt in the wake of Loving v. 
IRS, 742 F.3d 1013 (D.C. Cir. 2014), and Ridgely v. Lew, 55 F.Supp.3d 89 (D.D.C. 
2014).  For present purposes, the net effect of those cases is that “practice before 
the IRS” does not cover return preparation.   
2. However, a practitioner who does represent taxpayers in other contexts 
before the IRS, and thus is engaged in “practice.” may still be subject to Circular 
230 for other, non-practice-related activities.   
3. So Loving and Ridgely provide a return preparer with an additional 
defense, but they should not be read to exclude a practitioner from regulation 
under Circular 230 of non-practice-related activities like return preparation.  

B. Cir. 230 §10.34 provides as follows: Standards with respect to Tax returns and 
documents, affidavits and other papers. 

(a) Tax returns.  
(1) A practitioner may not willfully, recklessly, or through gross incompetence — 

(i) Sign a tax return or claim for refund that the practitioner knows or 
reasonably should know contains a position that — 

(A) Lacks a reasonable basis; 
(B) Is an unreasonable position as described in section 6694(a)(2) of the 
Internal Revenue Code (Code) (including the related regulations and other 
published guidance); or 
(C) Is a willful attempt by the practitioner to understate the liability for tax 
or a reckless or intentional disregard of rules or regulations by the 



 

practitioner as described in section 6694(b)(2) of the Code (including the 
related regulations and other published guidance).  
(ii)  Advise a client to take a position on a tax return or claim for refund 

containing a position that — 
(A) Lacks a reasonable basis; 
(B) Is an unreasonable position as described in section 6694(a)(2) of the 
Internal Revenue Code (Code) (including the related regulations and other 
published guidance); or 
(C) Is a willful attempt by the practitioner to understate the liability for tax 
or a reckless or intentional disregard of rules or regulations by the 
practitioner as described in section 6694(b)(2) of the Code (including the 
related regulations and other published guidance). 

C. That language obviously incorporates the standards of section 6694, which as we 
have seen correlates to the standards applicable to taxpayers themselves under section 
6662. 

D. The remainder of §10.34 sets forth additional rules for advice with respect to 
other documents or papers, advice regarding penalties, and reliance on others.   

1. §10.34(b) – Documents, affidavits and other papers (i.e., non-tax returns; 
tax returns are covered by §10.34(a)) 

a) May not advise a client to take a position unless the position is not 
frivolous 

b) May not a client to submit a non-tax return document to the IRS if 
the purpose of the submission is to delay or impede the tax administration, 
the submission is frivolous, or the submission “contains or omits 
information in a manner that demonstrates an intentional disregard of a 
rule or regulation unless the practitioner also advises the client to submit a 
document that evidences a good faith challenge to the rule or regulation” 

2. 10.34(c) – Advising clients on potential penalties 

a) Must inform a client of “any penalties that are reasonably likely to 
apply” to a return position if the practitioner advised the client with 
respect to the position or prepared or signed the return 

b) Must inform the client of any opportunity to avoid any such 
penalties by disclosure, if relevant, and of the requirements for adequate 
disclosure 

c) Standards apply even if the practitioner is not subject to a penalty 
under the IRC with respect to the return position or other submission  

3. 10.34(d) -- Relying on information furnished by clients 



 

a) Generally may rely in good faith without verification upon 
information furnished by the client 

b) May not ignore the implications of information furnished to, or 
actually known by, the practitioner, and must make reasonable inquiries if 
the information as furnished appears to be incorrect, inconsistent with an 
important fact or another factual assumption, or incomplete 

XV. OTHER POTENTIALLY APPLICABLE CIRCULAR 230 PROVISIONS.   

A. There is a general due diligence rule in Cir. 230, §10.22 

1. The provision reads: §10.22 – Diligence as to Accuracy 
(a) In general. A practitioner must exercise due diligence — 
(1) In preparing or assisting in the preparation of, approving, and filing tax 
returns, documents, affidavits, and other papers relating to Internal 
Revenue Service matters;  
(2) In determining the correctness of oral or written representations made 
by the practitioner to the Department of the Treasury;  and 
(3) In determining the correctness of oral or written representations made 
by the practitioner to clients with reference to any matter administered by 
the Internal Revenue Service. 
(b) Reliance on others. Except as provided in §§10.34, 10.35 and 10.37, a 

practitioner will be presumed to have exercised due diligence for purposes of this 
section if the practitioner relies on the work product of another person and the 
practitioner used reasonable care in engaging, supervising, training, and 
evaluating the person, taking proper account of the nature of the relationship 
between the practitioner and the person.  

B. §10.35 used to provide rules regarding “Covered Opinions,” but since 2014 is a 
general competence provision.  

1. It reads as follows: 10.35 - Competence 
(a) A practitioner must possess the necessary competence to engage in 

practice before the Internal Revenue Service. Competent practice requires the 
appropriate level of knowledge, skill, thoroughness, and preparation necessary for 
the matter for which the practitioner is engaged.  A practitioner may become 
competent for the matter for which the practitioner has been engaged through 
various methods, such as consulting with experts in the relevant area or studying 
the relevant law. 
2. Note that this is similar to the ABA Model Rules of Professional Conduct, 
Rule 1.1, but more detailed.  

C. What used to be the “covered opinion” rules are now largely in Cir. 230 
Provisions: §10.37 – Requirements for written advice. 



 

1. Covers all written tax advice concerning one or more Federal tax issues, 
including electronic communications (i.e., e-mail) 
2. Cannot base advice on unreasonable factual or legal assumptions 
(including assumptions as to future events) 
3. Cannot unreasonably rely upon representations, statements, findings or 
agreements of the taxpayer or any other person 
4. Must consider all relevant facts that the practitioner knows or should know 
5. Cannot play the audit lottery or assume settlement of an issue 
6. The standard of review is generally what a “reasonable practitioner” 
would do, “considering all facts and circumstances, including, but not limited to, 
the scope of the engagement and the type and specificity of the advice sought by 
the client.” 
7. Heightened standard of care for written advice used “promoting, 
marketing or recommending to one or more taxpayers a partnership or other 
entity, investment plan or arrangement a significant purpose of which is the 
avoidance or evasion of any tax imposed by the Internal Revenue Code.” 


	PENALTIES PRESENTATION OUTLINE
	I. TOPICS
	A. Introduction – Why Penalties Matter
	B. Taxpayer Penalties – The IRC §6662 Accuracy-Related Penalty and Related Provisions
	C. Advisor Penalties – IRC §6694 and Related Provisions, and Treasury Circular 230 (Circ. 230) §10.34(a)

	II. INTRODUCTION – Why Penalties Matter
	A. For taxpayers
	1. Penalties typically range from 20% of the underpaid tax (e.g. IRC §6662(b)) to 40% (e.g. IRC §§ 6662(h), (i)), but may be as high as 75% (IRC §6663)
	2. In some instances they are essentially strict liability, i.e. there is no “reasonable cause” defense.  E.g., IRC §6664(d)(2) (no reasonable cause exception for reportable transaction penalty where transaction lacks economic substance)
	3. The IRS over the past few decades has moved towards a more consistent (and frequent) application of the penalty rules
	a) Chief Counsel Notice 2004-36
	(1) Trading penalties “risks undercutting efficient tax administration by reducing the deterrent effect of penalties”
	(2) Revenue Agents should “consider, develop, and impose penalties where appropriate”
	(3) Increased scrutiny of the reasonableness of reliance on professional advice when offered as a penalty defense
	(4) Appeals and Chief Counsel Appeals and Counsel should “resolve penalties based on their merits, including a hazards assessment” and separate from the merits of the underlying tax adjustment

	b) Appeals Memorandum (June 21, 2004)
	(1) Appeals will no longer trade penalty issues
	(2) Penalties still should be settled, but based on the merits and hazards surrounding each penalty issue



	B. For tax advisors
	1. Penalties can be extremely high (e.g. IRC §6700(a), 100% of the income derived from promoting a tax shelter; IRC §6695(b), 125% of the income derived from an improper appraisal)
	2. Multiple penalties may apply in certain situations, especially when “tax shelters” are involved
	3. A reinvigorated Office of Professional Responsibility (OPR) and an increased focus on practitioner conduct have also raised the stakes
	4. With respect to return positions, the standards in Treasury Circular 230 (§10.34(a)) are directly linked to the standards in IRC §6694, adding censure, suspension and disbarment as potential sanctions in addition to monetary penalties
	5. The IRS Penalty Handbook (Part 20 of the Internal Revenue Manual) notes, “Estate and gift tax attorneys, LB&I, SB/SE, and TE/GE examiners should determine if tax return preparer penalties are warranted.   The determination is based on all the facts...
	6. The Penalty Handbook also addresses referrals to OPR based on potential violations of Circular 230 and asserted IRC §§6694 and 6695 penalties
	7. Lastly, malpractice practitioners will tell you that the penalty standards are often referred to as the “standard of conduct” for purposes of asserting malpractice.  A tax advisor who fails those may therefore also be exposed to civil liability to ...


	III. TAXPAYER PENALTIES – Overview of the Accuracy-Related Penalty and Related Provisions
	A. The Accuracy-Related Penalty in IRC §6662(a) states as follow:
	Imposition of penalty.--If this section applies to any portion of an underpayment of tax required to be shown on a return, there shall be added to the tax an amount equal to 20 percent of the portion of the underpayment to which this section applies.
	B. It contains several sub-penalties enumerated in §6662(b) (and which are often referred to separately):
	Portion of underpayment to which section applies.--This section shall apply to the portion of any underpayment which is attributable to 1 or more of the following:
	1. Negligence or disregard of rules or regulations [IRC §6662(c)]
	2. Any substantial understatement of income tax [IRC §6662(d)]
	3. Any substantial valuation misstatement under chapter 1 [IRC §6662(e)]
	4. Any substantial overstatement of pension liabilities [IRC §6662(f)]
	5. Any substantial estate or gift tax valuation understatement [IRC §6662(g)]
	6. Any disallowance of claimed tax benefits by reason of a transaction lacking economic substance (within the meaning of section 7701(o)) or failing to meet the requirements of any similar rule of law [IRC §6662(i)]
	7. Any undisclosed foreign financial asset understatement  [IRC §6662(j)]
	8. Any inconsistent estate basis Reporting [IRC §6662(k)]
	This section shall not apply to any portion of an underpayment on which a penalty is imposed under section 6663.  Except as provided in paragraph (1) or (2)(B) of section 6662A(e), this section shall not apply to the portion of any underpayment which ...

	C. It can be immediately seen that there are a number of different penalties embedded in section 6662 that apply in different situations.
	D. The 20 percent penalty may be enhanced to 40 percent in certain situations
	1. Gross Valuation Misstatement – IRC §6662(h)
	2. Nondisclosed noneconomic substance transactions – IRC §6662(i)

	E. There are other, similar penalties in other provisions
	1. Reportable Transaction Understatement – IRC §6662A
	2. Fraud penalty – IRC §6663
	3. Erroneous Claims for Refund/Credit – IRC §6676

	F. The Accuracy Related Penalties are often (but not always) subject to the Reasonable Cause Defense - IRC §6664
	1. The general rule is that reasonable cause applies
	2. But there is also a strengthened standard for reportable transactions


	IV. THE NEGLIGENCE PENALTY
	A. IRC §6662(c):
	Negligence. – For purposes of this section, the term “negligence” includes any failure to make a reasonable attempt to comply with the provisions of this title, and the term “disregard” includes any careless, reckless, or intentional disregard.
	B. The negligence penalty is less often asserted than the substantial understatement penalty.  But it is common in certain situations:
	1. The substantial understatement penalty applies only to income taxes.  Thus, the negligence penalty is frequently asserted in estate and gift tax cases, excise tax situations, etc.
	2. The IRS may assert negligence as an alternative to the substantial understatement penalty.
	a) As will be seen later, however, negligence is harder for the IRS to prove.  Thus it logically should be the main penalty asserted, with the substantial understatement penalty as the alternative.



	V. THE SUBSTANTIAL UNDERSTATEMENT PENALTY
	A. This is the most commonly applied penalty.
	B. The relevant Code provisions are the following:
	1. IRC §6662(d)(1): Substantial understatement of income tax.—
	(A) In general.--For purposes of this section, there is a substantial understatement of income tax for any taxable year if the amount of the understatement for the taxable year exceeds the greater of--
	(i) 10 percent of the tax required to be shown on the return for the taxable year, or
	(ii) $5,000.

	(B) Special rule for corporations.--In the case of a corporation other than an S corporation or a personal holding company (as defined in section 542), there is a substantial understatement of income tax for any taxable year if the amount of the under...
	(i) 10 percent of the tax required to be shown on the return for the taxable year (or, if greater, $10,000), or
	(ii) $10,000,000.


	2. IRC §6662(d)(2):  Understatement.—

	(A) In general.--For purposes of paragraph (1), the term “understatement” means the excess of--
	(i) the amount of the tax required to be shown on the return for the taxable year, over
	(ii) the amount of the tax imposed which is shown on the return, reduced by any rebate (within the meaning of section 6211(b)(2)).
	The excess under the preceding sentence shall be determined without regard to items to which section 6662A applies.
	(B) – Reduction for understatement due to position of taxpayer or disclosed item. -- The amount of the understatement under subparagraph (A) shall be reduced by that portion of the understatement which is attributable to—
	(i)  the tax treatment of any item by the taxpayer if there is or was substantial authority for such treatment, or
	(ii)  any item if—
	(I)  the relevant facts affecting the item's tax treatment are adequately disclosed in the return or in a statement attached to the return, and
	(II)  there is a reasonable basis for the tax treatment of such item by the taxpayer.
	For purposes of clause (ii)(II), in no event shall a corporation be treated as having a reasonable basis for its tax treatment of an item attributable to a multiple-party financing transaction if such treatment does not clearly reflect the income of t...

	(C) - Reduction not to apply to tax shelters.—
	(i)  In general.--Subparagraph (B) shall not apply to any item attributable to a tax shelter.
	(ii)  Tax shelter.--For purposes of clause (i), the term “tax shelter” means—
	(I) a partnership or other entity,
	(II)  any investment plan or arrangement, or
	(III)  any other plan or arrangement,

	if a significant purpose of such partnership, entity, plan, or arrangement is the avoidance or evasion of Federal income tax.
	3. Note that the exceptions in §6662(d)(2)(B) lay out the basic defenses to the substantial understatement penalty:
	a) “substantial authority”
	b) “reasonable basis” plus adequate disclosure

	4. Those basic defenses are laid out in great detail in the regulations:
	a) Treas. Reg. §1.6662-3, especially -3(b)(3) (“reasonable basis”) and -3(c) (adequate disclosure)
	b) Treas. Reg. §1.6662-4(d) (“substantial authority,” including the nature and method of evaluating applicable authorities for purposes of both the “substantial authority” and “reasonable basis” defenses)

	5. But note also that those basic defenses do not apply to “tax shelters” as “defined” in §6662(d)(2)(C)(ii).  And (as discussed below) there are other exceptions to all or portions of the accuracy-related penalties that apply to variations of tax she...
	a) Some of these may be set forth in a list promulgated pursuant to IRC §6662(d)(3): Secretarial list. – The Secretary may prescribe a list of positions which the Secretary believes do not meet 1 or more of the standards specified in paragraph (2)(B)(...



	VI. SUBSTANTIAL VALUATION MISSTATEMENT
	A. The relevant Code provision is §6662(e):  Substantial valuation misstatement under chapter 1.—
	(1) In general.--For purposes of this section, there is a substantial valuation misstatement under chapter 1 if—
	(A) the value of any property (or the adjusted basis of any property) claimed on any return of tax imposed by chapter 1 is 150 percent or more of the amount determined to be the correct amount of such valuation or adjusted basis (as the case may be), or
	(B)(i) the price for any property or services (or for the use of property) claimed on any such return in connection with any transaction between persons described in section 482 is 200 percent or more (or 50 percent or less) of the amount determined u...
	(ii) the net section 482 transfer price adjustment for the taxable year exceeds the lesser of $5,000,000 or 10 percent of the taxpayer's gross receipts.

	(2) Limitation.--No penalty shall be imposed by reason of subsection (b)(3) unless the portion of the underpayment for the taxable year attributable to substantial valuation misstatements under chapter 1 exceeds $5,000 ($10,000 in the case of a corpor...


	VII. GROSS VALUATION MISSTATEMENT
	1. This enhancement to the valuation misstatement penalty is detailed in IRC §6662(h): Increase in penalty in case of gross valuation misstatements.—
	(1) In general.--To the extent that a portion of the underpayment to which this section applies is attributable to one or more gross valuation misstatements, subsection (a) shall be applied with respect to such portion by substituting “40 percent” for...
	(2) Gross valuation misstatements.--The term “gross valuation misstatements” means--
	(A) any substantial valuation misstatement under chapter 1 as determined under subsection (e) by substituting—
	(i) in paragraph (1)(A), “200 percent” for “150 percent”,
	(ii)  in paragraph (1)(B)(i)—
	(I) “400 percent” for “200 percent”, and
	(II) “25 percent” for “50 percent”, and

	(iii) in paragraph (1)(B)(ii)—
	(I) “$20,000,000” for “$5,000,000”, and
	(II) “20 percent” for “10 percent”.

	(B) any substantial overstatement of pension liabilities as determined under subsection (f) by substituting “400 percent” for “200 percent”, and
	(C) any substantial estate or gift tax valuation understatement as determined under subsection (g) by substituting “40 percent” for “65 percent”.


	VIII. NONDISCLOSED NONECONOMIC SUBSTANCE TRANSACTIONS
	A. This penalty was added to the Code in 2010.
	1. It was an outgrowth of the war on tax shelters from the preceding decade.
	2. It is connected to the addition of a “clarification” of the “economic substance doctrine” that was added to section 7701(o).
	3. The penalty scored as a revenue raiser.

	B. The applicable Code provision is as follows:
	IRC §6662(i) - Increase in penalty in case of nondisclosed noneconomic substance transactions. –
	(1) In general.--In the case of any portion of an underpayment which is attributable to one or more nondisclosed noneconomic substance transactions, subsection (a) shall be applied with respect to such portion by substituting “40 percent” for “20 perc...
	(2) Nondisclosed noneconomic substance transactions.--For purposes of this subsection, the term “nondisclosed noneconomic substance transaction” means any portion of a transaction described in subsection (b)(6) with respect to which the relevant facts...
	(3) Special rule for amended returns.--  In no event shall any amendment or supplement to a return of tax be taken into account for purposes of this subsection if the amendment or supplement is filed after the earlier of the date the taxpayer is first...
	C. It is important to note that this is a strict liability penalty; the “reasonable cause” exception does not apply.  IRC §6664(c)(2).

	IX. REPORTABLE TRANSACTION UNDERSTATEMENT
	A. This is another provision implementing tax shelter reporting.
	B. This is not in §6662, but in a related Code provision:
	IRC §§6662A(a) Imposition of penalty.--If a taxpayer has a reportable transaction understatement for any taxable year, there shall be added to the tax an amount equal to 20 percent of the amount of such understatement.
	(b)  Reportable transaction understatement.--For purposes of this section--
	(1)  In general.--  The term “reportable transaction understatement” means the sum of--
	(A)  the product of--
	(i) the amount of the increase (if any) in taxable income which results from a difference between the proper tax treatment of an item to which this section applies and the taxpayer's treatment of such item (as shown on the taxpayer's return of tax), and
	(ii)  the highest rate of tax imposed by section 1 (section 11 in the case of a taxpayer which is a corporation), and

	(B) the amount of the decrease (if any) in the aggregate amount of credits determined under subtitle A which results from a difference between the taxpayer's treatment of an item to which this section applies (as shown on the taxpayer's return of tax)...
	For purposes of subparagraph (A), any reduction of the excess of deductions allowed for the taxable year over gross income for such year, and any reduction in the amount of capital losses which would (without regard to section 1211) be allowed for suc...
	(2)  Items to which section applies.—This section shall apply to any item which is
	(A) any listed transaction, and
	(B) any reportable transaction (other than a listed transaction) if a significant purpose of such transaction is the avoidance or evasion of Federal income tax.

	C. An important thing to note about the computation in paragraph (b)(1) is that it is based on a hypothetical understatement based on the reportable transaction item at issue – even if there is no resulting deficiency, for example because the return s...
	D. The penalty is enhanced for “listed” transactions. IRC § 6662A(c):   Higher penalty for nondisclosed listed and other avoidance transactions. – Subsection (a) shall be applied by substituting “30 percent” for “20 percent” with respect to the portio...
	E. Special rules also apply for amended returns  and large corporate audits.

	X. THE REASONABLE CAUSE DEFENSE
	A. As noted, most penalties may be waived (or abated) if the taxpayer has “reasonable cause” for taking the position and acted in good faith.
	B. IRC §6664(c): Reasonable cause exception for underpayments. –
	(1) In general.--No penalty shall be imposed under section 6662 or 6663 with respect to any portion of an underpayment if it is shown that there was a reasonable cause for such portion and that the taxpayer acted in good faith with respect to such por...
	(2) Exception.--Paragraph (1) shall not apply to any portion of an underpayment which is attributable to one or more transactions described in section 6662(b)(6).

	C. Note again that the exception in §6664(b)(2) means there is no reasonable cause defense for the nondisclosed noneconomic substance transaction penalty.
	D. The rule is reiterated in Treas. Reg. §1.6664-4(a): In general. No penalty may be imposed under section 6662 with respect to any portion of an underpayment upon a showing by the taxpayer that there was reasonable cause for, and the taxpayer acted i...
	E. The definition of “reasonable cause and good faith” is elaborated on at some length in Treas. Reg. §1.6664-4(b):
	(b) Facts and circumstances taken into account—
	(1) In general. The determination of whether a taxpayer acted with reasonable cause and in good faith is made on a case-by-case basis, taking into account all pertinent facts and circumstances.…Generally, the most important factor is the extent of the...
	For example, reliance on erroneous information (such as an error relating to the cost or adjusted basis of property, the date property was placed in service, or the amount of opening or closing inventory) inadvertently included in data compiled by the...
	F. For reportable transactions, the taxpayer must show “strengthened reasonable cause,” pursuant to I RC §6664(d):  Reasonable cause exception for reportable transaction understatements.—

	(1) In general.--No penalty shall be imposed under section 6662A with respect to any portion of a reportable transaction understatement if it is shown that there was a reasonable cause for such portion and that the taxpayer acted in good faith with re...
	(2) Exception.--Paragraph (1) shall not apply to any portion of a reportable transaction understatement which is attributable to one or more transactions described in section 6662(b)(6).
	(3) Special rules.--Paragraph (1) shall not apply to any reportable transaction understatement unless—
	(A) the relevant facts affecting the tax treatment of the item are adequately disclosed in accordance with the regulations prescribed under section 6011,
	(B) there is or was substantial authority for such treatment, and
	(C) the taxpayer reasonably believed that such treatment was more likely than not the proper treatment.
	A taxpayer failing to adequately disclose in accordance with section 6011 shall be treated as meeting the requirements of subparagraph (A) if the penalty for such failure was rescinded under section 6707A(d).

	(4) - Rules relating to reasonable belief.--For purposes of paragraph (3)(C)--
	(A) In general.--A taxpayer shall be treated as having a reasonable belief with respect to the tax treatment of an item only if such belief—
	(i) is based on the facts and law that exist at the time the return of tax which includes such tax treatment is filed, and
	(ii) relates solely to the taxpayer's chances of success on the merits of such treatment and does not take into account the possibility that a return will not be audited, such treatment will not be raised on audit, or such treatment will be resolved t...


	(B) Certain opinions may not be relied upon.—
	(i) In general.--An opinion of a tax advisor may not be relied upon to establish the reasonable belief of a taxpayer if--
	(I) the tax advisor is described in clause (ii), or
	(II) the opinion is described in clause (iii).

	(ii)  Disqualified tax advisors.--A tax advisor is described in this clause if the tax advisor—
	(I) is a material advisor (within the meaning of section 6111(b)(1)) and participates in the organization, management, promotion, or sale of the transaction or is related (within the meaning of section 267(b) or707(b)(1)) to any person who so particip...
	(II) is compensated directly or indirectly by a material advisor with respect to the transaction,
	(III) has a fee arrangement with respect to the transaction which is contingent on all or part of the intended tax benefits from the transaction being sustained, or
	(IV) as determined under regulations prescribed by the Secretary, has a disqualifying financial interest with respect to the transaction.

	(iii)  Disqualified opinions.--For purposes of clause (i), an opinion is disqualified if the opinion—
	(I) is based on unreasonable factual or legal assumptions (including assumptions as to future events),
	(II) unreasonably relies on representations, statements, findings, or agreements of the taxpayer or any other person,
	(III) does not identify and consider all relevant facts, or
	(IV) fails to meet any other requirement as the Secretary may prescribe.



	XI. ERRONEOUS CLAIMS FOR REFUND OR CREDIT
	A. There is a separate penalty for inaccuracy on a claim for refund or credit.
	1. It has some of the features of the general accuracy-related penalties, including reasonable cause as a defense and no reasonable cause defense for nondisclosed noneconomic substance transactions.
	2. It expressly does not apply whenever the ordinary accuracy related penalties apply (per paragraph (d) below).

	B. The authority is IRC §6676:
	(a) Civil Penalty - If a claim for refund or credit with respect to income tax (other than a claim for a refund or credit relating to the earned income credit under section 32 ) is made for an excessive amount, unless it is shown that the claim for su...
	(b)  Excessive Amount - For purposes of this section, the term "excessive amount " means in the case of any person the amount by which the amount of the claim for refund or credit for any taxable year exceeds the amount of such claim allowable under t...
	(c) Noneconomic Substance Transactions Treated As Lacking Reasonable Basis - For purposes of this section, any excessive amount which is attributable to any transaction described in section 6662(b)(6) shall not be treated as having a reasonable basis.
	(d) Coordination with other penalties -   This section shall not apply to any portion of the excessive amount of a claim for refund or credit which is subject to a penalty imposed under part II of subchapter A of chapter 68.

	XII. ADVISOR PENALTIES – IN GENERAL
	A. There are basically two sources of law for penalizing advisors with respect to improper return positions taken by their taxpayer/clients, IRC §6694 and Treasury Circular 230 (Circ. 230) §10.34(a).
	1. Since 2009 the standards for return position advice in these have been largely identical, with only minor nuances that are not significant.

	B. But other Circ. 230 provisions may also apply.
	1. §10.22 – Diligence as to Accuracy
	2. §10.35 – Competence
	3. §10.37 – Other Written Tax Advice
	4. §§10.50, 52 – Sanctions


	XIII. RETURN PREPARER PENALTY
	A. The principal accuracy-related penalty that may apply to a professional tax advisor is in IRC §6694.
	B. Note that it applies only to “return preparers” as defined elsewhere in the Code – IRC §7701(a)(36) and Treas. Reg. §301.7701-15.
	1. But, since 2008 this penalty applies not just to income tax return preparers, but to preparers of all kinds of returns – estate and gift tax returns, excise tax returns, employment tax returns, even information returns (including partnership returns).
	2. And the definition in §301.7701-15 extends to “non-signing preparers,” who thus by extension become subject to the penalty in §6694.

	C. The penalty is laid out in IRC 6694(a):  Understatement due to unreasonable positions--
	(1) In general. -- If a tax return preparer—
	(A) prepares any return or claim of refund with respect to which any part of an understatement of liability is due to a position described in paragraph (2), and
	(B) knew (or reasonably should have known) of the position,
	such tax return preparer shall pay a penalty with respect to each such return or claim in an amount equal to the greater of $1,000 or 50 percent of the income derived (or to be derived) by the tax return preparer with respect to the return or claim.

	(2) Unreasonable position --
	(A) In general. -- Except as otherwise provided in this paragraph, a position is described in this paragraph unless there is or was substantial authority for the position.
	(B) Disclosed positions. -- If the position was disclosed as provided in section 6662(d)(2)(B)(ii)(I) and is not a position to which subparagraph (C) applies, the position is described in this paragraph unless there is a reasonable basis for the posit...
	(C) Tax shelters and reportable transactions. -- If the position is with respect to a tax shelter (as defined in section 6662(d)(2)(C)(ii)) or a reportable transaction to which section 6662A applies, the position is described in this paragraph unless ...

	(3) Reasonable cause exception No penalty shall be imposed under this subsection if it is shown that there is reasonable cause for the understatement and the tax return preparer acted in good faith.

	D. It can be seen from paragraph (2)’s definition that the defenses to an “unreasonable position” for §6694 purposes are basically the same as for the substantial understatement penalty:  substantial authority, or reasonable basis plus disclosure.
	E. And again, there are special rules for tax shelters and a reasonable cause defense.

	XIV. PRACTITIONER PENALTIES WITH RESPECT TO RETURN POSITIONS UNDER CIRCULAR 230
	A. Circular 230 (31 C.F.R. Part 10) applies to practitioners before the IRS.
	1. Who exactly is a “practitioner” is in some doubt in the wake of Loving v. IRS, 742 F.3d 1013 (D.C. Cir. 2014), and Ridgely v. Lew, 55 F.Supp.3d 89 (D.D.C. 2014).  For present purposes, the net effect of those cases is that “practice before the IRS”...
	2. However, a practitioner who does represent taxpayers in other contexts before the IRS, and thus is engaged in “practice.” may still be subject to Circular 230 for other, non-practice-related activities.
	3. So Loving and Ridgely provide a return preparer with an additional defense, but they should not be read to exclude a practitioner from regulation under Circular 230 of non-practice-related activities like return preparation.

	B. Cir. 230 §10.34 provides as follows: Standards with respect to Tax returns and documents, affidavits and other papers.
	(a) Tax returns.
	(1) A practitioner may not willfully, recklessly, or through gross incompetence —
	(i) Sign a tax return or claim for refund that the practitioner knows or reasonably should know contains a position that —
	(A) Lacks a reasonable basis;
	(B) Is an unreasonable position as described in section 6694(a)(2) of the Internal Revenue Code (Code) (including the related regulations and other published guidance); or
	(C) Is a willful attempt by the practitioner to understate the liability for tax or a reckless or intentional disregard of rules or regulations by the practitioner as described in section 6694(b)(2) of the Code (including the related regulations and o...

	(ii)  Advise a client to take a position on a tax return or claim for refund containing a position that —
	(A) Lacks a reasonable basis;
	(B) Is an unreasonable position as described in section 6694(a)(2) of the Internal Revenue Code (Code) (including the related regulations and other published guidance); or
	(C) Is a willful attempt by the practitioner to understate the liability for tax or a reckless or intentional disregard of rules or regulations by the practitioner as described in section 6694(b)(2) of the Code (including the related regulations and o...

	C. That language obviously incorporates the standards of section 6694, which as we have seen correlates to the standards applicable to taxpayers themselves under section 6662.
	D. The remainder of §10.34 sets forth additional rules for advice with respect to other documents or papers, advice regarding penalties, and reliance on others.
	1. §10.34(b) – Documents, affidavits and other papers (i.e., non-tax returns; tax returns are covered by §10.34(a))
	a) May not advise a client to take a position unless the position is not frivolous
	b) May not a client to submit a non-tax return document to the IRS if the purpose of the submission is to delay or impede the tax administration, the submission is frivolous, or the submission “contains or omits information in a manner that demonstrat...

	2. 10.34(c) – Advising clients on potential penalties
	a) Must inform a client of “any penalties that are reasonably likely to apply” to a return position if the practitioner advised the client with respect to the position or prepared or signed the return
	b) Must inform the client of any opportunity to avoid any such penalties by disclosure, if relevant, and of the requirements for adequate disclosure
	c) Standards apply even if the practitioner is not subject to a penalty under the IRC with respect to the return position or other submission

	3. 10.34(d) -- Relying on information furnished by clients
	a) Generally may rely in good faith without verification upon information furnished by the client
	b) May not ignore the implications of information furnished to, or actually known by, the practitioner, and must make reasonable inquiries if the information as furnished appears to be incorrect, inconsistent with an important fact or another factual ...



	XV. OTHER POTENTIALLY APPLICABLE CIRCULAR 230 PROVISIONS.
	A. There is a general due diligence rule in Cir. 230, §10.22
	1. The provision reads: §10.22 – Diligence as to Accuracy

	(a) In general. A practitioner must exercise due diligence —
	(1) In preparing or assisting in the preparation of, approving, and filing tax returns, documents, affidavits, and other papers relating to Internal Revenue Service matters;
	(2) In determining the correctness of oral or written representations made by the practitioner to the Department of the Treasury;  and
	(3) In determining the correctness of oral or written representations made by the practitioner to clients with reference to any matter administered by the Internal Revenue Service.

	(b) Reliance on others. Except as provided in §§10.34, 10.35 and 10.37, a practitioner will be presumed to have exercised due diligence for purposes of this section if the practitioner relies on the work product of another person and the practitioner ...
	B. §10.35 used to provide rules regarding “Covered Opinions,” but since 2014 is a general competence provision.
	1. It reads as follows: 10.35 - Competence
	(a) A practitioner must possess the necessary competence to engage in practice before the Internal Revenue Service. Competent practice requires the appropriate level of knowledge, skill, thoroughness, and preparation necessary for the matter for which...
	2. Note that this is similar to the ABA Model Rules of Professional Conduct, Rule 1.1, but more detailed.

	C. What used to be the “covered opinion” rules are now largely in Cir. 230 Provisions: §10.37 – Requirements for written advice.
	1. Covers all written tax advice concerning one or more Federal tax issues, including electronic communications (i.e., e-mail)
	2. Cannot base advice on unreasonable factual or legal assumptions (including assumptions as to future events)
	3. Cannot unreasonably rely upon representations, statements, findings or agreements of the taxpayer or any other person
	4. Must consider all relevant facts that the practitioner knows or should know
	5. Cannot play the audit lottery or assume settlement of an issue
	6. The standard of review is generally what a “reasonable practitioner” would do, “considering all facts and circumstances, including, but not limited to, the scope of the engagement and the type and specificity of the advice sought by the client.”
	7. Heightened standard of care for written advice used “promoting, marketing or recommending to one or more taxpayers a partnership or other entity, investment plan or arrangement a significant purpose of which is the avoidance or evasion of any tax i...



