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Start with the proposition that tax practice standards include 
levels of confidence prescribed by authoritative bodies as necessary for 
filing returns or taking opinion positions. By the time year-end 2005 
work is being done for business clients, it seems likely that standards 
will be in place covering (in order of increasing confidence): 
 
• nonfrivolous positions (a level of confidence sufficient for return 

preparers, if accompanied by disclosure, but not sufficient for 
taxpayers to avoid penalties); 

• reasonable basis (the level of confidence generally needed for the 
taxpayer to take a disclosed position without penalty); 

• realistic possibility of success on the merits, assuming the 
treatment was challenged by the IRS (the level generally sufficient 
for return preparers to take undisclosed positions without penalty, 
but not quite sufficient for taxpayers to avoid penalties); 

• substantial authority (the level of confidence needed for taxpayers 
to generally take undisclosed positions without penalty when “tax 
shelters” are not involved); 

• more likely than not (both the level of confidence needed for 
taxpayers to take positions when tax shelters are involved, although, 
in the case of reportable transactions, this must be accompanied by a 
Form 8886 disclosure, and the standard for practitioner opinions 
covered by Circular 230, section 10.35); and  

• probable of being sustained if challenged by IRS (the level of 
confidence needed under generally accepted accounting principles, 
under the pending interpretation of Financial Accounting Standards 
Board Statements (FAS) 5 and 109, to reflect a tax asset on the 
balance sheet or to avoid reflecting a tax liability greater than 
shown on the tax return). 

 
Probabilities of Success 
 

There is a 50 percent likelihood that you will get heads if you 
flip a coin. We know of no practitioner who would be so rash as to say 
that he can analyze a tax position and come up with a percentage 
evaluation of the likely outcome if challenged. Nevertheless, it 
sometimes helps to put descriptions like those above into quantitative 
terms:1

• nonfrivolous = 10 percent or better 
• reasonable basis = 20 to 25 percent 
• realistic possibility of success = 33 1/3 percent (reg. section 

1.6694-2(b)(1)) 
• substantial authority = something more than realistic possibility, 

perhaps 35 to 40 percent 
• more likely than not = something more than 50 percent 

1 But note that there is no general practitioner consensus as to many of these, so the numbers here 
represent our own current interpretations. See also our “Tax 20 Forum: Quantifying Hazards of Litigation,” 
Tax Notes, Oct. 20, 1997, p. 331; “Reasonable Basis vs. Other Tax Opinion Standards,” Tax Notes, Dec. 9, 
1996, p. 1209; and Sheldon Banoff, “Penalty Percentages Prognosticators Perplex Practitioner,” Tax Notes,
Dec. 6, 1993, p. 1271.  
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• probable = 70 to 80 percent2

Some of the descriptions reflect standards applicable to taxpayers only, 
some to practitioners only, and some to both. However, even those that 
relate only to taxpayers apply to accounting practitioners because 
practitioners are required under Circular 230 and the American Institute 
of Certified Public Accountants’ Statements on Standards of Tax Practice 
(SSTPs) to inform the client when there is a substantial risk of a 
penalty in a material amount. Also, while our description implies a 
determination being made at a moment in time, such as the filing of the 
tax return (or completion of the preparation, compilation, review, or 
audit of the financial statements as to “probable”), that is not quite 
true. The practitioner has an obligation to inform the taxpayer when 
subsequent developments indicate that what was done may have been in 
error and, in the practitioner’s role as attestor, an obligation to 
reevaluate the status of tax items reflected on the GAAP balance sheet 
each year.  
 
Paradigm Shift 
 

In “Penalty Protection for the Taxpayer: Circular 230 and the 
Code,” Tax Notes, June 6, 2005, we noted that the 2005 version of 
Circular 230 not only symbolized but was actually driving a paradigm 
shift in how taxpayers, tax practitioners, and the IRS viewed the role 
of the tax practitioner in providing penalty protection for the 
taxpayer. Whereas, in the past, reliance on the tax practitioner usually 
insulated the taxpayer from imposition of penalties, we suggested that 
in the future the taxpayer might have a greater tendency to look to the 
tax practitioner for reimbursement after paying penalties.  
 

Another, but not necessarily unrelated, paradigm shift is now in 
process relating to accounting practitioners who also do tax work. 
Between the strictures of the Financial Accounting Standards Board and 
those of the Public Company Accounting Oversight Board (PCAOB), it will 
be increasingly difficult for tax practitioners who also compile, 
review, or audit GAAP-based financials to suggest aggressive tax 
interpretations or prepare returns that take aggressive tax positions 
for those clients for whom they do attest work and for those taxpayers 
in control positions in those clients. As with the organizational 
structures and practice procedures in the Big Four, smaller accounting 
firms, including individual practitioners, will need to rethink what 
services and clients are the most important to them and how to help the 
client obtain those services that the firm itself can no longer continue 
to provide. 
 
Proposed Interpretation of FAS 109 
 

We believe FASB’s proposed interpretation of FAS 109, discussed in 
more detail below, will play a major role in changing what accounting 
firms do and how they do it. It is part of a major shift in emphasis by 
FASB. Earlier generations of accountants generally did not view 
financial statements as anything more than the starting point for 
analysts striving to determine the value of the entity. Our initial 
exposure was to the Paton and Littleton model of financial statements 
(An Introduction to Corporate Accounting Standards, American Accounting 
Association, 1940). That was almost algebraic, with the dollar amounts 

2 As noted later, “probable” may be established by a “should” opinion, and a “should” opinion is 
generally considered to reflect a 70 to 80 percent confidence level. For an extended discussion of the 
“should,” see Jasper L. Cummings, Jr., “The Range of Legal Tax  Opinions, With Emphasis on the 
‘Should’ Opinion,” Tax Notes, Feb. 17, 2003, p. 1125. 
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in the financials representing the price-aggregates involved in the 
historical transactions of the entity.  
 

The focus of this sort of accounting model, as it had been since 
the British Companies Acts of 1844-1862, was determination of the income 
available for distribution as dividends. It assumed a  world of 
manufacturing, merchandising, and financing tangible goods. Its goal was 
to prevent distributions of capital from masquerading as dividends. Even 
as late as 1970, and the issuance of APB Statement 4 by the Accounting 
Principles Board, the balance sheet was still viewed as largely a 
listing of leftovers: past outlays waiting to be charged to expense, 
amounts received that were income not yet earned, loans that needed to 
be repaid, and equity of the entity. The focus was on measuring income 
and the measuring stick was the transaction amount stated in U.S. 
dollars without regard to price level changes. 
 

Even with an algebraic model, estimates were still necessary. How 
long would an asset produce income? What portion of the receivables 
would prove collectible? But the model has changed in recent years. 
Perhaps pushed by a knowledge-based economy that blurred the old focus 
on tangibles, there has been a shift in emphasis to showing assets and 
liabilities at their “fair value.” Part of the criticism aroused by 
recent well-publicized accounting scandals has been that the numbers on 
the balance sheet bore no relationship to economic reality and that 
steps should be taken to make the financials more accurate. The result 
has been a major emphasis on “fair value” for both the Securities 
Exchange Commission and FASB. It is in that environment that FASB 
revisited FAS 109, the statement dealing with accounting for income 
taxes. 
 

FASB put out the exposure draft of the Proposed Interpretation of 
“Accounting for Uncertain Tax Positions (an interpretation of FASB 
Statement No. 109)” on July 14, 2005, with a comment deadline of 
September 12, 2005, and a proposed effective date of years ending after 
December 15, 2005. To us, the statement appears to be not so much 
“interpretation” as revision of FAS 109. The FASB summary explains what 
the new rules will be: 
 

An enterprise would be required to recognize, in its financial 
statements, the best estimate of the impact of a tax position, if 
that tax position is probable of being sustained on audit based 
solely on the technical merits of the position. In evaluating 
whether the probable recognition threshold has been met, this 
proposed interpretation would require the presumption that the tax 
position will be evaluated during an audit by the taxing 
authority. The term probable is used . . . to mean that “the 
future event or events are likely to occur.” Individual tax 
positions that fail to meet the probable recognition threshold 
will result in either (a) a reduction in the deferred tax asset or 
an increase in a deferred tax liability or (b) an increase in a 
liability for income taxes payable or the reduction of an income 
tax refund receivable. . . . The increase in the income tax 
liability would not be classified as a deferred tax liability 
unless it resulted from a taxable temporary difference created by 
a tax position that has met the probable recognition threshold. . 
. .

Benefits from tax positions that previously failed to meet the 
probable recognition threshold would be recognized in any 
subsequent period in which that threshold is met. Previously 
recognized tax benefits from positions that no longer meet the 
probable recognition threshold would be derecognized by recording 
an income tax liability or eliminating a deferred tax asset in the 
period in which it is more likely than not that the tax position 
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will not be sustained. Use of a valuation allowance . . . is not 
an appropriate substitute for the derecognition of a tax position 
when the derecognition threshold is met. [Emphasis added.] 

 
That is considerably different from much of what is being done in 

practice today. If adopted and implemented, it will mean that the 
company documentation and auditor workpapers dealing with the tax 
amounts that will appear in the financials will provide the IRS with far 
more information than ever before -– at a time when the Service has made 
clear that it intends to take as much advantage of that help as it deems 
appropriate. Nor is the “interpretation” a simplification. One standard 
(“probable”) applies for recognition while another (a negative “more 
likely than not” as per the next to last sentence in the quote above) 
applies for derecognition. Further, once the “probable” standard has 
been met, the amount to be recognized will not be the tax return amount 
but will be a “best estimate” of the amount that ultimately will be 
payable. That can, and often will, be less than the amount shown on the 
tax return. In the year that the statute of limitations runs on a prior 
tax year, there often, maybe always, will be adjustments made for the 
prior-year tax return amounts that were not recognized on the 
financials. Finally, since the new rule is to apply to all tax positions 
on which the statute of limitations is still open when the new rule is 
adopted by the company, the year of adoption likely will involve some 
extra work for tax people as companies and their auditors scramble to 
both understand and implement the new rules.  
 
Documentation 
 

What will demonstrate a “probable” level of confidence? Par. 9 of 
the proposed interpretation provides four examples of types of evidence: 
 
(1) unambiguous tax law supporting the tax position; 
(2) an unqualified should prevail tax opinion from a qualified expert 
for which all conditions are objectively verifiable; 
(3) the fact that similar positions fully disclosed in prior-year 
returns have either been accepted or have neither been disallowed nor 
challenged during a tax examination; and 
(4) legal precedent from similar positions taken by other taxpayers, 
when analogy is appropriate, that have been favorably resolved through 
litigation with taxing authorities. 
 
Opposing evidence would include significant differences between the 
amount of the benefit recognized or to be recognized in the financial 
statements and the amount shown on the tax return. In Par. A 12, the 
interpretation illustrates that point with a charitable contribution. 
There is no question that a deduction is allowable for the donation but 
difficulties of valuation lead management to estimate that the tax 
benefit that will finally be allowed will be only 60 percent of the $1 
million deduction claimed, or $600,000. While such a difference might 
throw the “probable” classification of the deduction into question, Par. 
A 13 concludes that “the question is whether the amount of the deduction 
taken for the contribution is appropriate, not whether the transfer of 
the intangible asset is a valid deduction under the tax law. Thus, the 
probable recognition threshold has been met.” The entity would recognize 
a current-period tax benefit attributable to $600,000 of the $1 million 
deduction and reflect current tax expense and a noncurrent tax liability 
for the tax effect of the $400,000 deduction plus interest and any 
applicable penalties. If the full $1 million was, in fact, allowed 
because the statute of limitations ran, the tax effect of the $400,000 
would be reflected in the financials for the year in which the statute 
ran. 
 
Avoiding GAAP 
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Many accounting practitioners already avoid the problems of FAS 
109 and other GAAP complexities by limiting their work to compilation 
and then stating on the transmittal for each compiled set of financial 
statements that they are lacking in independence and thus the financials 
are not necessarily in accordance with GAAP. Others encourage clients to 
have their financial statements prepared in accordance with a 
comprehensive basis of accounting other than GAAP, most commonly the 
income tax basis of accounting. The AICPA has a self-study course, “Cash 
- and Tax-Basis Financial Statements – Preparation and Reporting,” which 
lays out the nature of those financials. For some practitioners, the 
proposed interpretation of FAS 109, once effective, may act as a spur to 
encourage much greater switching of closely held business clients to an 
income tax basis of reporting.  
 
Independence and Tax Services 
 

The proposed FASB interpretation was released July 14 and the 
PCAOB released its proposed rules dealing with tax services and 
independence on July 29, 2005. The latter are subject to approval by the 
SEC. As summarized by Emily Davis, “New PCAOB Rules Target Tax 
Shelters,” Tax Notes, Aug. 1, 2005, p. 513,  
 

Rule 3522(a) treats a registered public accounting firm as not 
independent from an audit client if the firm provides services 
related to marketing, planning, or opining in favor of the tax 
treatment of a transaction that is a listed transaction or a 
confidential transaction as defined in PCAOB Rule 3501. In 
addition, Rule 3522(b) would treat a registered public accounting 
firm as not independent if the firm provides services related to 
marketing, planning, or opining in favor of a tax treatment on a 
transaction that is based on an aggressive interpretation of 
applicable tax laws and regulations. (Emphasis added.) 

 
The definition of an aggressive tax position in Rule 3522(b) is a 

transaction “that was initially recommended, directly or indirectly, by 
the registered public accounting firm and a significant purpose of which 
is tax avoidance, unless the proposed tax treatment is at least more 
likely than not to be allowable under applicable tax laws.”  
 

Also, Rule 3523 adopts as a general rule that the auditor is not 
independent of the audit client if the firm or any affiliate “provides 
any tax service to a person in a financial reporting oversight role at 
the audit client, or an immediate family member of such person.” Who are 
the individuals in a “financial reporting oversight role”? Under 
Sarbanes-Oxley, that description includes any individual with direct 
responsibility for oversight over those who prepare the entity’s 
financial statements and related information. As a minimum, it includes 
the chief executive officer, the controller, the chief financial 
officer, and the chief accounting officer.  
 
Effect on Accountants Serving Nonpublic Clients 
 

It is easy for the accounting practitioner with no publicly held 
clients to ignore the PCAOB. Easy but unwise. What the PCAOB requires 
today for an accountant to be independent (in an audit sense) is what 
the state accounting boards and those who decide malpractice cases may 
be requiring tomorrow in any attest-function situation, even though the 
client is not publicly held.  
 

If the accounting firm is not independent of the client if it 
suggests a tax planning strategy to a client that has a “significant 
purpose of tax avoidance” or because it does tax work for the client’s 
CEO when the entity has 500 shareholders, it will be difficult to 
persuade a judge or jury that it is independent when aggressive tax 
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planning is being done for the family-owned entity and tax planning and 
return preparation for the key family members. The appearance of 
independence will have been diminished, regardless of how independent 
the firm may still be in some abstract but difficult to prove meaning of 
“independence.”  
 
Documentation 
 

How does the practitioner document that due diligence was followed 
in arriving at the confidence levels prescribed by FASB, the Internal 
Revenue Code, and Circular 230. That documentation may be needed if the 
IRS challenges individuals in the firm by, for instance, proposing 
preparer penalties or instituting a proceeding under Circular 230. It 
may be needed if a client or former client seeks damages from the firm. 
It may be needed if the state board of accountancy institutes a 
proceeding against the firm or an individual in the firm. The firm’s 
audit function quality control document and its own internal review of 
conformity to that document should provide the answer when it comes to 
audit independence and we will not discuss that further here. Many 
accounting firms do not yet, however, have a quality control document 
dealing with their tax practice. 
 
Tax Practice Quality Control 
 

As to section 6694(a) preparer penalties (realistic possibility 
test), the burden of proof is on the preparer. Reg. section 1.6694-2(d) 
sets forth the requirements for the “reasonable cause and good faith” 
exception to the penalty: 
 
(1) nature of the error: the exception is not available for “an error 
that would have been apparent from a general review of the return or 
claim for refund by the preparer;”   
 
(2) frequency of errors: the exception generally applies to an isolated 
error that is not “so obvious, flagrant, or material that it should have 
been discovered during a review of the return or claim,” but does not 
apply if there is “a pattern of errors on a return or claim for refund 
even though any one error, in isolation, would have qualified” for the 
exception; 
 
(3) materiality: the exception will apply to immaterial errors unless 
“the error or errors creating the understatement are sufficiently 
obvious or numerous”; 
 
(4) normal office practice: “[w]hether the preparer’s normal office 
practice, when considered together with other facts and circumstances 
such as the knowledge of the preparer, indicates that the error in 
question would rarely occur and the normal office practice was followed 
in preparing the return or claim in question,”3

(5) reliance on advice (written or oral) of another preparer that the 
individual had reason to believe was competent to give that advice, 
unless the advice was unreasonable on its face, or the individual knew 
or should have known that the other preparer was not aware of all the 
relevant facts, or the individual knew or should have known that the 

3 Such normal office practice would include “a system for promoting accuracy and consistency in 
the preparation of returns or claims and generally would include, in the case of a signing preparer, 
checklists, methods for obtaining necessary information from the taxpayer, a review of the prior year’s 
return, and review procedures.” Note that the reference to a “signing preparer” should be a reminder that 
those who opine on material items entering into a return or prepare returns of passthrough entities may be 
nonsigning preparers as to returns affected by their work.  
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advice was no longer reliable due to developments in the tax law since 
the advice was given. 
 

The latest revision of Circular 230 adds its overlay to the 
preparer penalty emphasis on “normal office practice.” It now includes a 
recitation of best practices in providing advice to clients and in 
preparing or assisting in preparation of submissions to IRS. Section 
10.33 declares that best practices include the following: 
 
(1) Communicating clearly with the client regarding the terms of the 
engagement. For example, the adviser should determine the client’s 
expected purpose for and use of the advice and should have a clear 
understanding with the client regarding the form and scope of the advice 
or assistance to be rendered.  
 
(2) Establishing the facts, determining which facts are relevant, 
evaluating the reasonableness of any assumptions or representations, 
relating the applicable law (including potentially applicable judicial 
doctrines) to the relevant facts, and arriving at a conclusion supported 
by the law and the facts.  
 
(3) Advising the client regarding the import of the conclusions reached, 
including, for example, whether a taxpayer may avoid accuracy-related 
penalties under the code if a taxpayer acts in reliance on the advice.  
 
(4) Acting fairly and with integrity in practice before the IRS.  
 

While section 10.52 makes clear that a practitioner cannot be 
censured, suspended, or disbarred from practice because of a violation 
of the best practices of section 10.33, we have a suspicion that many 
situations involving those violations also will include a failure to 
exercise due diligence under section 10.22 and many will constitute 
violations of the AICPA’s tax practice standards.  
 

Note that what had been strictly a practitioner-oriented approach 
in Circular 230 shifted in the 2005 revision to one that recognized that 
best practices are not merely a matter of individual behavior but are 
heavily affected by the culture of the organization within which the tax 
practitioner does his work. Thus, section 10.33(b) provides: 
 

Procedures to ensure best practices for tax advisors. Tax advisors 
with responsibility for overseeing a firm’s practice of providing 
advice concerning Federal tax issues or of preparing or assisting 
in the preparation of submissions to the Internal Revenue Service 
should take reasonable steps to ensure that the firm’s procedures 
for all members, associates, and employees are consistent with the 
best practices set forth in paragraph (a) of this section.  

 
Separate and apart from Circular 230's section 10.33 aspirational 

“best practices,” section 10.36 requires that practitioners “who have or 
share principal authority and responsibility for overseeing a firm’s 
practice of providing advice concerning Federal tax issues must take 
steps to ensure that the firm has adequate procedures in effect for all 
members, associates, and employees for purposes of complying” with the 
section 10.35 requirements for covered opinions. The use of “must” makes 
that not merely an aspirational statement. Failure to comply may, at 
least in theory, subject the practitioner(s) to Circular 230 discipline.  
 

The 1998 revision of the AICPA publication Guidelines for 
Voluntary Tax Practice Review sets forth a “track to run on” for the 
accounting firm that wants to develop its own tax practice quality 
control document. It, and the previous (and much longer) version, 
provide ample material to enable the firm or practitioner to set up a 
quality control system and perform periodic reviews of tax operations. 
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Those reviews can be either self-reviews or firm-on-firm reviews. Given 
the direction in which tax practice seems to be going, it is probably 
professionally foolhardy for an individual to be associated with a tax 
practice that is not measuring its own tax practice performance against 
meaningful standards. 
 
Conclusion  
 

As things look to us right now, the accounting practitioner who 
handles both the tax returns and the financial statements of closely 
held business clients is getting painted into a corner. That 
practitioner needs to decide whether to function as an attestor of GAAP 
financial statements, even the lowly compilation and the not-so-lowly 
review, or as the tax adviser to his clients. The practitioner who 
intends to be associated with both GAAP financials and either tax 
planning for the business or any tax work for those who run the business 
will find there are simply too many potential conflicts between the 
demands of the clarified FAS 109 and those of a tax advocacy role.  
 

Some firms may avoid the dilemma by having their clients abandon 
GAAP financial reporting and substitute the income tax basis of 
reporting. That does not, however, seem to us a practical solution for 
widespread adoption. Some practitioners will opt to keep the tax and 
other consulting work for the business and its owners and help them find 
a firm to handle the financial statement attestation, much as has 
happened with accountants for many smaller publicly held entities whose 
independent auditors do only the attest work while another (usually 
smaller) firm handles the tax and much of the consulting. Some 
practitioners will drop the tax work, other than very mundane 
compliance, and opt for the attestor role.  
 

Regardless, the accountants who do any tax work will find their 
tax practices and procedures will require more formalization. Quality 
control documents for the tax practice will probably become a 
requirement in the wake of upcoming AICPA SSTP 9, while tax practice 
internal or peer reviews will ultimately become as commonplace as such 
reviews are now of accounting firm accounting and audit practices. With 
standards spewing all over the place, the malpractice bar will find it 
easier to credibly allege that when penalties are imposed on a taxpayer, 
some of the fault might well lie with the tax practitioner who gave 
advice or prepared returns. Thus there will be even more tax malpractice 
claims than ever before. Practitioners interested in protecting their 
own assets and reputations should start now to prepare for the likely 
future they will be facing.  
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