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IRS Issues Proposed Regulations on Tax Return 
Preparer Penalty Rules Under Sections 6694 and 
6695 
BY MARK S. LANGE AND CRISTIANE R. WOLFE

Introduction 

On May 16, 2008, the Internal Revenue Service 
(the “IRS”) issued proposed regulations (the 
“Proposed Regulations”), which would further 
amend the tax return preparer penalties under 
Sections 6694 and 6695 and related provisions 
of the Internal Revenue Code of 1986, as 
amended (the “Code”). Generally, the Proposed 
Regulations confirm the interim guidance 
released on December 31, 2007 in IRS Notices 
2008-11, 2008-12 and 2008-13 (the “Interim 
Guidance”), while also clarifying and in some 
cases, expanding upon the Interim Guidance. 
The Proposed Regulations do not fix the disparity 
between the tax return preparer’s standard of 
“more likely than not” and the taxpayer’s lower 
standard of “substantial authority;” however, like 
the Interim Guidance, the Proposed Regulations 
allow tax return preparers to protect themselves 
in certain situations through adequate disclosure 
made to the taxpayer. The Proposed Regulations 
also provide lengthy explanations and many 
examples on the application of the Section 6694 
rules. The IRS has scheduled a public hearing on 
these Proposed Regulations for August 18, 2008. 
The Proposed Regulations will be applicable to 
returns and claims for refund filed (and advice 
given) after the date that final regulations are 
published in the Federal Register, but in no 

event sooner than December 31, 2008. The 
Interim Guidance therefore, is still in effect until 
that date.  

Further, on September 26, 2007, the IRS also 
published proposed regulations that would 
modify the Circular 230 standards of practice for 
those practitioners who practice before the IRS, 
in the context of the tax return preparer penalty 
provisions of Section 6694. However, the Interim 
Guidance did not address these proposed 
Circular 230 changes. These proposed Circular 
230 regulations will need to be revised in order 
to reconcile Circular 230 with the newly issued 
Section 6694 Proposed Regulations. No dates for 
the completion of such Circular 230 revisions 
have been announced, although, in the preamble 
to the Proposed Regulations, the IRS stated that 
it anticipates that the Circular 230 proposed 
regulations will be revised to reflect some of the 
changes in the Proposed Regulations. 

Background 

On May 25, 2007, Section 8246 of the Small 
Business and Work Opportunity Tax Act of 2007, 
Pub. L. No. 110-28, 121 Stat. 190 (the “2007 
Act”) amended Section 6694 and several other 
provisions of the Code to: (i) extend the 
application of the Section 6694 penalties to 
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preparers of all (not just income) tax returns, 
amended returns, and claims for refund, 
including estate and gift tax returns, 
employment tax returns and excise tax returns; 
(ii) increase the standard that a tax return 
preparer must meet in order to avoid imposition 
of such Section 6694 penalties from “realistic 
possibility of success” to “more likely than not” 
while also increasing standards for avoidance of 
penalties through disclosure; and (iii) increase 
penalties assessed under Section 6694(a) from 
$250 to the greater of $1,000 or 50% of the 
income derived (or to be derived) by the tax 
return preparer from the preparation of such 
return, and penalties for “reckless or willful” 
violations under Section 6694(b) from $1,000 to 
the greater of $5,000 or 50% of the income 
derived from such return preparation. Although 
these amendments to Section 6694 were 
effective for tax returns and claims for refund 
prepared after May 25, 2007, the IRS issued 
Notice 2007-54, 2007-27 I.R.B. 12 on June 11, 
2007, which provided certain transitional relief 
under Section 6694.  

The Proposed Regulations1 

The Proposed Regulations, for the most part, 
formally implement the Interim Guidance. For 
example, in accordance with the 2007 Act, the 
Proposed Regulations amend existing regulations 
to: (i) broaden the scope of the definition of 
income tax return preparer to mean preparers of 
estate, gift, generation-skipping transfer, 
employment and excise tax returns; (ii) amend 
the conduct that must be met to avoid penalties 
under Section 6694, raising the standard from a 
realistic possibility of success (a thirty-three 
(33%) chance of success on the merits) to the 
requirement that the tax return preparer must 
have a “reasonable belief that the tax treatment 
of the position would more likely than not be 
sustained on the merits” (the “MLTN 
Standard”); and (iii) amend regulations under 
Sections 6694 and 6695 to conform with 
changes made by the 2007 Act.  

Positions that do not Require Disclosure for the 
Avoidance of Penalties 

Further, the Proposed Regulations state that the 
MLTN Standard will be satisfied if the tax return 
preparer analyzes the pertinent facts and 
authorities and, in reliance upon that analysis, 
reasonably concludes in good faith that the 
position has a greater than fifty percent (50%) 
likelihood of being sustained on its merits. If the 
MLTN Standard is met, the tax return preparer 
does not have to disclose the position in order to 
avoid penalties under Section 6694(a). In 
analyzing the pertinent authorities, and 
determining whether a position satisfies the 
MLTN Standard, the tax return preparer may rely 
on those authorities listed in Treas. Reg. § 
1.6662-4(d)(3)(iii). Further, the MLTN Standard 
may be met, despite the absence of other types 
of authority, if a position is supported by a well-
reasoned construction of the applicable statutory 
provision. In analyzing the pertinent facts and 
determining whether a position satisfies the 
MLTN Standard, a tax return preparer may rely 
in good faith and without verification upon 
information furnished by a taxpayer, advisor, 
another tax return preparer, or other party, 
however, the tax return preparer may not ignore 
the implications of information furnished to, or 
actually known by such tax return preparer, and 
must make reasonable inquiries if the 
information furnished appears to be incorrect or 
incomplete. Examples are provided in Proposed 
Regulation § 1.6694-2(b)(4) illustrating positions 
that meet the MLTN Standard. 

In addition to the above provisions which echo 
the Interim Guidance, the Proposed Regulations 
now further provide: (i) whether the MLTN 
Standard is met will be determined based upon 
all the facts and circumstances, including the 
preparer’s due diligence; (ii) a tax return 
preparer may rely, without verification, on 
information provided by a tax return preparer 
within his same firm; and (iii) a tax return 
preparer may not rely on information provided 
by taxpayers with respect to legal conclusions on 



 

  3 

federal tax issues and may not rely on 
unreasonable assumptions.  

Disclosed Positions 

Like the Interim Guidance, for those positions 
which do not meet the MLTN Standard, but meet 
a certain base standard (“Disclosed 
Positions”), a tax return preparer may avoid 
penalties under Section 6694(a) through 
“adequate disclosure” of the position. The 
Proposed Regulations, like the Interim Guidance, 
raises the base standard for Disclosed Positions 
from “not frivolous” to those positions with a 
“reasonable basis”. This is the same standard as 
set forth in the accuracy related penalty 
regulations under Treas. Reg. § 1.6662-3(b)(3). 

Under the Interim Guidance, disclosure was 
adequate where a signing tax return preparer: 
(i) disclosed the position by filing a Form 8275 or 
8275-R; (ii) provided the taxpayer with a return 
that included the disclosure; (iii) advised the 
client of the difference in applicable penalty 
standards for the taxpayer and the tax return 
preparer (in cases where the position met the 
“substantial authority” standard); and (iv) where 
the position is a “tax shelter”, the tax return 
preparer advised the client of the applicable 
penalties and any difference in penalties for the 
taxpayer as opposed to the tax return preparer. 
For a non-signing tax return preparer, disclosure 
was adequate where the tax return preparer had 
reasonable basis for a position, and his advice to 
the taxpayer included a statement to the 
taxpayer regarding the taxpayer’s opportunities 
to avoid penalties under Section 6662 as a result 
of disclosure (if relevant). For advice given to 
another tax return preparer, disclosure was 
adequate where the advice included a statement 
that the tax return preparer may have to 
disclose such position under Section 6694(a).  

The Proposed Regulations adopt all of the above 
methods of disclosure for both signing and non-
signing return preparers, respectively. The 
Proposed Regulations also add a fifth adequate 
disclosure option for signing return preparers for 
returns or claims for refund that are subject to 

penalties pursuant to Section 6662, other than 
the accuracy-related penalty for substantial 
understatements under Sections 6662(b)(2) and 
(d) (for example, for penalties due to negligence 
or disregard of rules under Section 6662(b)(1), 
substantial valuation misstatements under 
Section 6662(b)(3), substantial overstatements 
of pension liabilities under Section 6662(b)(4), 
or estate and gift tax understatements under 
Section 6662(b)(5)), where the tax return 
preparer advises the taxpayer of the penalty 
standards applicable to the taxpayer under 
Section 6662. In addition, the Proposed 
Regulations require that the tax return preparer 
provide disclosure advice with respect to each 
return position, and that the tax return preparer 
must contemporaneously document in the tax 
return preparer’s files that such 
advice/disclosure was given. However, unlike the 
Interim Guidance, the Proposed Regulations do 
not prescribe whether the advice given under the 
disclosure requirements is oral or written; just 
that it be contemporaneously documented. 
Boilerplate disclosures or disclaimers are not 
adequate to satisfy the above standards. 

Additional New Rules Implemented Under the 
Proposed Regulations 

• Exception for Reasonable Cause and 
Good Faith. Under the Proposed 
Regulations, a tax return preparer will 
not be subject to penalties where an 
understatement of liability of tax is due 
to reasonable cause and the tax return 
preparer acted in good faith. 

• “One Preparer Per Firm.” For each 
position taken on a tax return or claim 
for refund, where multiple return 
preparers in a firm work on a position, 
only the preparer primarily responsible 
for the position giving rise to the 
understatement is liable for the 
applicable Section 6694 penalty. The 
signing tax return preparer is assumed 
to be primarily responsible, but may 
prove, based on the facts and 
circumstances, that another person 
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within the signing tax return preparer’s 
same firm was actually primarily 
responsible for the position giving rise to 
the understatement. A similar new rule 
applies to situations where there are one 
or more nonsigning tax return preparers 
at the same firm. However, if multiple 
tax return preparers from different firms 
work on the same position giving rise to 
an understatement, each may be liable 
under Section 6694. 

• “Income Derived.” The Proposed 
Regulations define “income derived or to 
be derived” as all compensation the tax 
return preparer receives or expects to 
receive with regards to the position, and 
provides for calculations when the tax 
return preparer is employed by a firm or 
with whom he is associated. Importantly, 
the Proposed Regulations provide that 
the same income will not be counted 
more than once (if both the firm and tax 
return preparer are penalized). Also, the 
penalty only applies to income derived 
from a single engagement; therefore, if 
there are a number of complex positions 
on a return, the firm may want to have 
multiple separate engagements for each 
position to isolate damages from any 
penalties applied. The preamble to the 
Proposed Regulations also indicates that 
the IRS anticipates that the Circular 230 
proposed regulations will be revised to 
state the IRS generally will not stack the 
Section 6694 and monetary penalties 
under Circular 230. 

• Five Percent Safe Harbor. A new “five-
percent” safe harbor is implemented with 
the proposed regulations for non-signing 
tax return preparers. Under the Proposed 
Regulations, a “non-signing tax return 
preparer” is a person who is not a 
signing tax return preparer but who 
prepares all or a substantial portion of a 
return or a claim for refund with respect 
to events that have already occurred at 
the time the advice is rendered. The five 
percent safe harbor provides that an 
advisor who has previously advised on 
events before they occurred (such as the 
structure in a deal) and who is not 
otherwise a tax return preparer will not 
become a non-signing tax return 
preparer due to time spent advising on 
the same events after they have 
occurred, provided that such time spent 
on giving post-occurrence tax advice is 
less than or equal to five percent of the 
aggregate time (both pre- and post-
occurrence) incurred by the advisor with 
respect to the position giving rise to an 
understatement. The IRS has provided 
this five percent safe harbor for tax 
counsel that would not otherwise be non-
signing tax return preparers in the hope 
that those individuals that provide advice 
prior to a transaction will be able to 
provide follow-up advice to their clients 
without subjecting themselves to 
exposure under Section 6694. 
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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 

Cristiane R. Wolfe 
404-815-2322 
criswolfe@paulhastings.com 

New York  

Andrew M. Short 
212-318-6018 
andrewshort@paulhastings.com  

Orange County 

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

 
 
 
1 A full discussion of the Proposed Regulations is beyond the scope of this client alert; however, we have attempted to 
touch upon some of the more important aspects of the Proposed Regulations. 
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