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Recent Updates to Tax Return Preparer Penalties 
BY KEVIN YOUNG, CRISTIANE WOLFE AND MARK LANGE 

As taxpayers, tax return preparers and tax 
advisors prepare to file returns for the calendar 
2008 tax year, they can rest assured that the 
penalty standards they are held to under the 
Internal Revenue Code1 have finally come to rest. 
After remaining in flux for almost two years, 
Congress amended Code Section 6694’s tax 
return preparer penalty in October 2008 to 
provide that a return preparer need only have 
“substantial authority” for non-disclosed tax 
return positions in order to avoid penalty.2 As the 
year came to a close, the Internal Revenue 
Service (the “IRS”) and the Treasury Department 
(the “Treasury”) issued Notice 2009-5, Rev. Proc. 
2009-113 and final regulations under T.D. 9436, 
which became effective on December 22, 2008 
(the “2008 Guidance”), all of which provided 
guidance on the new standard and its impact on 
tax return preparers. The 2008 Guidance 
addresses and clarifies several issues that arose 
with the October 2008 changes to Section 6694, 
such as penalty standards for tax shelters versus 
reportable transactions, what constitutes 
adequate disclosure for non-signing tax return 
preparers and the “one preparer per firm rule.” 

A. Current Standards for the Tax 
Return Preparer Penalty 

Section 6694(a) imposes a penalty on a tax 
return preparer who prepares a tax return or 
refund claim which contains an “unreasonable 
position” that results in an understatement of tax 
liability. Pursuant to the Tax Extenders and 
Alternative Minimum Tax Relief Act of 2008 (the 
“2008 Act”), an undisclosed tax return position is 
unreasonable unless the tax return preparer has 
“substantial authority” for that position. 
Alternatively, a tax return preparer can avoid 

penalty under Section 6694 if the tax return 
position meets the “reasonable basis” standard 
and such return position is adequately disclosed. 
Also, there are separate penalty standards for tax 
return positions related to tax shelters and 
reportable transactions. 

Under the 2008 Act, Section 6694 imposes a 
“more likely than not,” or “MLTN,” standard for 
tax shelter and reportable transaction positions.4 
However, Notice 2009-5 provides a lesser 
substantial authority standard for tax shelter 
positions (but not reportable transactions to which 
Section 6662A applies) in returns filed after 
October 3, 2008, the effective date of the 2008 
Act. On the other hand, the MLTN standard 
previously provided under Notice 2008-13 
continues to apply to such positions for years 
ending on or before October 3, 2008. 

For tax shelter positions subject to Notice 2009-
5’s coverage, a position is reasonable, and not 
subject to penalty, if: (i) there is substantial 
authority for the position; (ii) the tax return 
preparer advised the taxpayer of potentially 
applicable Section 6662 accuracy-related penalty 
standards that may be imposed on such 
taxpayer; (iii) the position had a significant 
purpose of tax evasion, then the taxpayer 
reasonably believed that the treatment was more 
likely than not proper; and (iv) the tax return 
preparer contemporaneously documented the 
advice in the taxpayer’s files. 

If advice is given by a non-signing tax return 
preparer to another preparer (rather than to a 
taxpayer), then the same requirements apply, 
with two exceptions. First, the requirement 
regarding advice on applicable penalties instead 
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provides that the non-signing tax return preparer 
must provide a statement to the other preparer 
about applicable Section 6694 penalty standards. 
Second, regarding the documentation 
requirement, if the non-signing tax return 
preparer and other preparer work for the same 
firm, then documentation provided to the 
taxpayer by any tax return preparer in the firm 
regarding Section 6662 penalty standards is 
sufficient. 

With this rule, Notice 2009-5 purports to address 
the application of Section 6694 for tax shelter 
positions while the Treasury and the IRS consider 
further guidance on the definition of “tax shelter.” 
Currently, a “tax shelter” is defined as any: 
(1) partnership or other entity; (2) investment 

plan or arrangement; or (3) other plan or 
arrangement, if a significant purpose of such 
partnership, entity, plan or arrangement is the 
avoidance of federal income tax.5 The notice 
explains that such a broad definition could allow a 
position to be characterized as a tax shelter 
position, even though the IRS might not 
otherwise deem it so. And without Notice 2009-
5’s interim guidance, in such a scenario a tax 
return preparer would be subject to the general 
MLTN standard imposed under the 2007 Act, 
rather than the general “substantial authority,” 
tax return standard set forth by the 2008 Act. 

The following chart summarizes the current 
standards of each type of tax return position:

EXHIBIT 1: COMPARISON OF TAX RETURN PREPARER STANDARDS 

Standard 
Confidence That Position 

Would Be Upheld 

More Likely Than Not (MLTN) Greater than 50%6 

Substantial Authority (SA) Approximately 40% 

Realistic Possibility of Success 
(RPOS) 

At least 33.3%7 

Reasonable Basis (RB) Approximately 20%8 
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Reportable 
Transactions 

Undisclosed 
Positions, Except 

Reportable 
Transactions 

Previous Standard 
for Undisclosed 

Positions 

Disclosed 
Positions   

                    
     Type of Position Taken in Tax Return or Refund Claim   

        
    * To avoid penalty, most tax return positions will require either: (i) Substantial Authority, or 

(ii) Reasonable Basis and adequate disclosure to the IRS. 
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B. Summary of Recent Changes to 
Tax Return Preparer Standards 

Since the enactment of the Small Business and 
Work Opportunity Tax Act of 2007 (the “2007 
Act”), the standard for non-disclosed tax return 
positions has undergone significant change. Prior 
to May 2007, a “reasonable possibility of 
success,” or “RPOS,” standard applied for non-
disclosed positions; this equated to a one-in-
three chance of succeeding on the merits. In May 
2007, the standard was raised to MLTN, which 
equals a greater than fifty percent (50%) chance 
of success on the merits. Interim guidance was 
issued at the end of 2007 which provided 
transitional relief, reinstating the RPOS standard 
for returns filed on or before December 31, 2007 
(and January 2008 for certain excise and 
employment tax returns). 

With the 2008 Act, however, and as a result of 
significant complaints from the tax return 

preparer industry, CPAs and tax lawyers, 
Congress responded and changed the standard 
applicable to non-disclosed tax return positions 
again, this time lowering it to the “substantial 
authority” standard. By lowering the tax return 
preparer standard from “more likely than not” to 
“substantial authority,” Congress made the 
preparer’s penalty standard congruent with the 
taxpayer’s own tax return standard for tax 
penalty exposure under Section 6662, the 
accuracy-related tax penalty. The 2008 Act made 
this change retroactive to May 2007. To resolve 
any potential conflict between the interim 
guidance, which applies the RPOS standard for 
returns filed on or before December 31, 2007, 
and the 2008 Act, which applies the substantial 
authority standard retroactively to May 2007, 
Notice 2009-5 provides that tax return preparers 
may follow either for returns filed on or before 
December 31, 2007. These details are 
summarized below in Exhibit 2. 

EXHIBIT 2: APPLICABLE TAX RETURN PREPARER STANDARDS 

Nature of Position Taken in Tax Return or Refund Claim 

 Non-Disclosed, Non-Tax 
Shelter Positions 

Disclosed Positions (But Not 
Reportable Transactions) 

Tax Shelter Positions 
Reportable Transaction 

Positions 

Pr
es

en
t SA. This was enacted by the 

2008 Act. The change brings 
the tax preparer’s standard in 
line with the taxpayer’s. 

RB. This is in line with the 
standard applied to 
taxpayers. 

SA. Although the 2008 Act 
adopted the MLTN standard, 
Notice 2009-5 provides a 
lower standard until further 
notice. 

MLTN. This was enacted 
by the 2008 Act. 
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MLTN or SA. Notice 2008-13 
holds preparers to the MLTN 
standard, not the SA standard 
adopted in the 2008 Act. 
Notice 2009-5 lets preparers 
follow either. 

RB. This is in line with the 
standard applied to 
taxpayers. 

MLTN (on or before 
Oct. 3); SA (after). For 
returns filed on or before 
Oct. 3, 2008 the MLTN 
standard applies; for later-
filed returns, the SA 
standard applies. 

MLTN (on or before 
Oct. 3); SA (after). For 
returns filed on or before 
Oct. 3, 2008, the MLTN 
standard applies; for later-
filed returns, the SA 
standard applies. 

T
im

e
 P

e
ri

o
d

 f
o
r 

F
il
in

g
 o

r 
A

d
v
ic

e
 

2
0
0
7
 RPOS. Notice 2009-5 allows 

continued reliance on the 
2007 Act’s RPOS standard for 
pre-Dec. 31, 2007 filings. 

RB. This is in line with the 
standard applied to 
taxpayers. 

MLTN. This was enacted by 
the 2007 Act. 

MLTN. This was enacted 
by the 2007 Act. 

 
 
C. The 2008 Guidance 

Given the significant changes to and expansion 
of the Section 6694 tax return preparer penalty 
standards, the 2008 Guidance was necessarily 

comprehensive and technical. The following is a 
summary of a few of the 2008 Guidance’s more 
salient points: 
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1. Tax return preparers may continue to rely on 
Notices 2007-54 and 2008-11, transitional 
relief guidance, for returns or refund claims 
for periods covered by those notices. This 
allows tax return preparers who filed returns 
prior to December 31, 2007 under the RPOS 
standard to continue to rely on that standard, 
despite the retroactivity of the higher 
substantial authority standard to May 2007. 

2. There are now three methods of adequate 
disclosure for a signing tax return preparer:9 
(1) the position may be disclosed on a Form 
8275 or Form 8275-R, as appropriate, or on 
the actual return in accordance with the 
applicable revenue procedure; (2) the 
preparer may provide the taxpayer with a 
prepared return that includes proper 
disclosure; or (3) for returns subject to 
penalties other than the accuracy-related 
penalty under Sections 6662(b)(2) and (d), 
disclosure is adequate if the preparer advises 
the taxpayer of applicable penalty standards 
under Section 6662. 

3. In the case of a non-signing tax return 
preparer, the final regulations in Treas. Reg. 
§ 1.6694-2(d)(3)(ii) maintain the same 
three disclosure rules that were in the 
proposed regulations. 

4. The final regulations adopt the “one preparer 
per firm” rule set forth in the proposed 
regulations.10 Under this rule, only one 
person in a firm – the tax return preparer 
who has the primary responsibility for the 
substantive accuracy of the preparation of a 
position on the return or refund claim – is 
subject to penalty for any one unreasonable 
position on a tax return.11 If there is no 
signing preparer within the firm, or if the 
signing preparer is not primarily responsible 
for the position, then the non-signing tax 
return preparer within the firm with overall 
supervisory responsibility for the position will 
be considered the return preparer. If the 
facts support a finding that both the signing 
tax return preparer and a non-signing tax 
return preparer within the same firm are 
primarily responsible for the position, then 

the IRS may assess a penalty against either 
(but not both). 

5. “Substantial authority” has the same 
meaning as in Treas. Reg. § 1.6662-4(d)(2). 
Thus, there is substantial authority if the 
authority supporting a position is substantial 
in contrast to the weight of authority 
supporting contrary treatment. All relevant 
authority is considered, and the weight of 
each depends on its relevance and 
persuasiveness. It should be noted, 
however, that treatises, legal texts, and 
opinions by tax professionals do not 
constitute authority (although the underlying 
reasoning for any of these may give rise to 
authority). The determination of whether 
substantial authority exists is made as of the 
filing date or the last day of the taxable year 
to which the filing relates. 

6. Rev. Proc. 2009-11 identifies tax returns and 
refund claims to which the Section 6694 
preparer penalty provisions apply, for all 
forms, returns, amended returns, and refund 
claims filed on or after January 1, 2009. 
While Rev. Proc. 2009-11 generally mirrors 
earlier guidance from Notices 2008-13 and 
2008-46, it does provide a number of 
additional returns12 which are now subject to 
Section 6694. 

D. New Issues Relating to Circular 230 

Going forward, the IRS intends to address the 
degree to which the Section 6694 preparer 
penalty provisions will be aligned with Circular 
230, which sets forth the practice standards for 
and governs tax professionals who practice 
before the IRS. Standards for giving tax advice 
to a taxpayer are found in sections 10.34 
through 10.37 of Circular 230. While proposed 
regulations amending Rule 10.34 became final 
on January 1, 2008, further revisions will be 
required to conform Circular 230’s preparer 
standards to those contained in Section 6694 
after the changes made by the 2008 Act. 
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If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

Atlanta 

Mark S. Lange  
404-815-2207 
marklange@paulhastings.com 

 

Philip J. Marzetti  
404-815-2258 
philmarzetti@paulhastings.com 

Orange County 

Douglas A. Schaaf  
714-668-6221 
dougschaaf@paulhastings.com 

 

 
1 All references to the “Code” or to “Section” are references to the Internal Revenue Code of 1986, as amended. 

2 Tax Extenders and Alternative Minimum Tax Relief Act of 2008, Pub. L. No. 110-343, § 506 (2008); see Jeremiah Coder, 
“Coming IRS Regs Will Focus on Tax Shelter Provisions of Preparer Penalty,” 2009 TNT 6-1 (Jan. 12, 2009). 

3 Notice 2009-5, 2009-3 I.R.B. and Rev. Proc. 2009-11, 2009-3 I.R.B. 

4 See Treas. Reg. § 1.6662-4(d)(2) (this standard is met when there is more than a fifty percent likelihood that the 
position would be upheld in litigation with the IRS). 

5 Code § 6662(d)(2)(C)(ii). 

6 Treas. Reg. § 1.6662-4(d)(2). 

7 Treas. Reg. § 1.6694-2(b)(1).  

8 Treas. Reg. § 1.6662-3(b)(3).  

9 Treas. Reg. § 1.6694-2(c)(3)(i). 

10 Treas. Reg. § 1.6694-1(b)(1). 

11 Treas. Reg. § 301.7701-15(b)(1). 

12 Form CT-1 X, Adjusted Employer’s Annual Railroad Retirement Tax Return or Claim for Refund; Form 941-X, Adjusted 
Employer’s QUARTERLY Federal Tax Return of Claim for Refund, as well as Form 941-X (PR); Form 943-X, Adjusted 
Employer’s Annual Federal Tax Return for Agricultural, as well as Form 943-X (PR); Form 944, Employer’s ANNUAL Federal 
Tax Return; Form 944-X, Adjusted Employer’s ANNUAL Federal Tax Return or Claim for Refund, as well as Form 944-X 
(SP); Form 945-X, Adjusted Annual Return of Withheld Federal Income Tax or Claim for Refund; Schedule H (Form 1040), 
Household Employment Tax, as well as Anexo H-PR (Formulario 1040-PR); Form 8831, Excise Taxes on Excess Inclusions 
of REMIC Residual Interests (IRC § 860E) and Form 8924, Excise Tax on Certain Transfers of Qualifying Geothermal or 
Mineral Interests (New Form, Exclusion from Capital Gains). 
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