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TAX MATTERS By Paul L.B. McKenney

If you do not sign client tax returns, 
why should you be concerned with 
the pernicious new federal tax “return 
preparer” rules? A simple example 
answers your question. You write a 
memo, an e-mail, or send a letter rec-
ommending that a given transaction 
be entered into, or that a transaction 
or a piece of it be structured in a cer-
tain way. The advice can even be oral. 
On the tax return, which you never 
saw, it was reported accordingly. It 
was later determined that was not the 
correct treatment as a result of one of 
the increasing number of IRS audits. 
You are a “non-signing preparer” 
subject to the new amendments to 
IRC §6694 and Circular 230. Before 
the 2007 amendments, these return 
preparer rules only applied to prepar-
ers of income tax returns. Now they 
also regulate signing and non-sign-
ing preparers of income, gift, estate, 
employment, and excise tax returns.

The rules apply if an item that is 
the subject of your advice is “substan-
tial” on a return. There is a trap here 
as a non-signing preparer of an item 
on a pass-through entity return, such 
as an S corporation, an LLC taxed as 
a partnership, estate or trust, is also 
deemed, as to that item, a preparer 
of all returns to which that fl ows. 
Whether an item is substantial or not 
is measured on each return. For ex-
ample, an issue may not be substan-
tial on a Form 1040 of a deep-pocket 
majority shareholder, but could be 
substantial to a small shareholder. 
Therefore, in a pass-through situa-
tion, you could be subject to exposure 
for a tax return that you never saw, 
for a taxpayer about which you know 
absolutely nothing.

The 2007 IRC §6694 and Circu-
lar 230 amendments essentially ap-
ply FIN 48 GAAP accounting to the 
front end of tax compliance by now 
generally requiring that every item 
on a tax return satisfy the more de-
manding “more likely than not” (i.e., 
over 50 percent) standard. Prior law 
had only mandated a 30 percent or 

higher likelihood of success on the 
merits. Alternatively, penalties can be 
avoided by a combination of the po-
sition having both a) a 20 percent or 
greater possibility of being sustained 
on the merits (the previous standard 
was “not frivolous,” i.e., 5 percent to 
10 percent or better chance), plus b) 
full and adequate disclosure on IRS 
Form 8275. The fi ling of such disclo-
sure statements, however, has long 
been viewed by the tax bar as an open 
invitation to an IRS audit.

What are the consequences of run-
ning afoul of these new rules? The 
old $250 penalty days are now his-
tory. Revenue agents were simply 
not interested in doing considerable 
work for a mere $250 penalty. You 
and your fi rm are now liable for pen-
alties under IRC §6694 and Circular 
230 totaling up to 150 percent of the 
“fees.” The fees are not just for your 
work on your piece of the larger puz-
zle,  but can include the entire fees for 
a transaction, such as an acquisition, 
sale of business, restructuring, or so-
phisticated estate plan. Additionally, 
you can be suspended from practice 
before the IRS under Circular 230. 
Today, tax malpractice complaints 
routinely assert violations of a known 
federal tax standard of care, Circular 
230, as determinative of liability.

On December 31, 2007, the IRS is-
sued twenty-seven pages of guidance 
on these new standards in general 
and penalty defenses in particular. 
See Notice 2008-13. The new regime 
is generally applicable to signing 
preparers for returns fi led on or after 
January 1, 2008, such as 2007 Forms 
1040, 1065, 1120, and 1120S. For non-
signing preparers, the effective date 
is generally written or oral “advice” 
given on or after January 1, 2008. At 
least on some returns, virtually every 
business lawyer is now a statutory 
non-signing preparer subject to the 
new regime. 

Why did Congress adopt these 
rules, imposing such large potential 
liabilities on lawyers, among others? 

Congress is like your parents when 
you were teenagers—it either over-
reacts or does nothing. The over-reac-
tive legislation was in direct response 
to the tax shelter scandals that have 
become public through senate hear-
ings and elsewhere. Accountants 
were historically viewed as the gate-
keepers. After the tax shelter scandals, 
Enron and other prominent examples 
of corporate fraud, the old gatekeeper 
system was viewed as broken. You 
may view this as the tax version of 
Sarbanes Oxley, or the parental ver-
sion of being grounded for “the rest 
of your life!”

At the recent American Bar Asso-
ciation Taxation Section meetings, 
these new preparer standards were 
both the number one topic and the 
leading concern. There were numer-
ous presentations. The biggest fear 
within the tax community was not for 
those in the tax departments of their 
respective fi rms, as they are sensitized 
to the issues. The largest concern was 
that attorneys who tangentially touch 
on tax matters in corporate, litiga-
tion, estate, labor, and other practice 
groups would unwittingly stumble 
into traps for the unwary. There is 
considerable value in having a prac-
titioner in your fi rm with a tax back-
ground who is familiar with these 
rules present an in-house program 
for those whose practices touch tax, 
or seek an outside tax professional to 
make the presentation. 
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