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First man: I have a CPA do my income tax return. 
Second man: Why do you do that? 
First man: It saves me time. 
Second man: How much time? 
First man: Maybe 5 to 10 years. 

-Old Joke 

A paradigm shift is a change from one way of thinking to another. Tax practitioners and their clients today are caught up in a 
paradigm shift as to the role of the tax practitioner in providing penalty protection. The new Circular 230 not only symbolizes that 
shift but is actively driving it. 

 
The Old Paradigm 

 
Almost from its start, the income tax law recognized that it was generally inappropriate to impose penalties on taxpayers who 
relied in good faith on tax practitioners. The law also recognized that it was appropriate for tax practitioners to help taxpayers put 
their best foot forward. "Any one may so arrange his affairs that his taxes shall be as low as possible; he is not bound to choose 
that pattern which will best pay the Treasury; there is not even a patriotic duty to increase one's taxes."1 U.S. taxpayers have 
believed that good-faith use of a tax practitioner provided no guarantee against possible deficiencies, but that it provided a certain 
amount of protection against penalties. When things did not work out that way, they sometimes sued the tax practitioner. 

Congress reinforced those concepts in 1989, adopting a penalty approach in sections 6662, 6664(c), and 6694 that emphasized 
return disclosure and set specific confidence levels below which taking a position was improper for both taxpayers and tax 
practitioners. Circular 230 lagged behind but ultimately was amended, essentially to conform to those standards. Both the code 
and Circular 230 eventually came to agree on the necessity of meeting a higher confidence (more likely than not) level to avoid 
penalties when deficiencies involved tax shelter transactions. The code dealt with return positions while Circular 230 dealt with 
practitioner opinions used in marketing tax shelters. The phrase "tax shelter," since enactment of the Taxpayer Relief Act of 1997, 
has been broadly defined in section 6662(d)(2)(C) as any partnership, entity, plan, or arrangement "if a significant purpose of such 
partnership, entity, plan or arrangement is the avoidance or evasion of Federal income tax."2  

That language was so general that its subtle implications for their practices escaped most practitioners who focus on return 
preparation rather than formal tax opinions for third-party reliance. Neither they nor their clients recognized that the world of tax 
responsibilities as they knew it might be on the verge of great change.  

 
The 2004 Explosion 

 
Last year Congress added to the code massive taxpayer penalties for failure to report reportable transactions. Those penalties 
applied regardless of whether the transactions were tax shelters or not. They applied regardless of whether the transactions were 
ultimately held to produce tax deficiencies. See our "Jobs Act Penalty Provisions and Tax Practitioners," Tax Notes, Nov. 1, 2004, 
p. 675. Also, a revised Circular 230 was propounded, to become effective June 20, 2005. See our "Confidence Levels, Circular 
230, and Practitioner Penalties," Tax Notes, Jan. 10, 2005, p. 187. New Circular 230 sections 10.35 and 10.37 dealt, respectively, 
with written covered opinions and written advice other than covered opinions. 

A major problem facing the drafters was that a taxpayer must have a more likely than not level of belief in the correctness of the 
position taken to escape section 6662 penalties when a deficiency is attributable to a tax shelter. The definition of tax shelter 
adopted in 1997, however, so far lacks court decisions explaining how it applies in tax planning and return preparation situations. 
Is it avoidance to take advantage of provisions provided by Congress in the manner in which Congress intended them to be 
applied? Is the focus of "significant purpose" on whether the transaction would have been entered into at all absent the tax 
considerations or merely on whether it would have been done in quite the way it was done? Is tax deferral tax avoidance? A one-
year deferral? A 10-year deferral? Read expansively, the language could cover all of those and many more, because it requires 
only "a significant purpose" of tax avoidance. Getting married on December 31, 2005, rather than January 1, 2006, might be 
viewed as having a significant purpose of tax avoidance by some people and in some circumstances.  



Thus, consternation arose when the new Circular 230 rules concluded that any written advice (including e-mail) from an attorney, 
CPA, or enrolled agent had to meet new standards. If the advice dealt with a tax shelter but did not reach a more likely than not 
conclusion, it had to prominently disclose that it was not intended or written to provide penalty protection and could not be used to 
avoid penalties. Any opinion that reached a more likely than not conclusion had to meet the standards of new section 10.35 or 
bear a disclaimer. That meant that a substantial part of the written work of tens of thousands of tax practitioners with small firms -- 
including almost all estate planning, planning for tax-free exchanges of real estate, recommendations for choice of tax entity, and 
so forth -- would conceivably have to either meet the section 10.35 standard or require a nonreliance notation. Perhaps, as CPA 
Kip Dellinger pointed out in his letter to the IRS (see Doc 2005-10115 [PDF] or 2005 TNT 90-22 ), "they did not intend that the 
New Regulations would apply to such advice." That advice has nothing to do with the marketed tax shelters with which the IRS 
was presumably trying to cope. The overwhelming majority of CPAs, enrolled agents, and attorneys affected by Circular 230 will 
never be asked to write an opinion that will be used to market a tax shelter. However, they do provide tax advice on transactions 
that are structured to minimize taxes to, in the aggregate, millions of taxpayers every year, and they do that an incalculable 
number of times per year.  

Was that broad sweep intended? Dellinger generously assumed it was not. But the language used by IRS executives seems 
somewhat evasive on that point. Tax practice should be about providing good, solid, correct tax advice and not about penalty 
protection, said Cono Namorato, director of the IRS Office of Professional Responsibility (OPR), during a May 10, 2005, IRS 
webcast for practitioners dealing with, among other things, the new Circular 230 rules. "But if you want to play in that ballpark 
[penalty protection], you have to comply with section 10.35 [covered opinions]," he said. (See Doc 2005-10168 [PDF] or 2005 TNT 
90-3 .) Stephen A. Whitlock, deputy director of the OPR, agreed that the tax opinions the IRS is interested in under the new 
Circular 230 rules are the ones that provide penalty protection to the client. (See Doc 2005-9172 [PDF] or 2005 TNT 83-5 .)  

 
Comment 

 
Taxpayers may be interested in getting, and tax practitioners in providing, "good, solid, correct tax advice," as Namorato adjures, 
but taxpayers are also interested in paying the least amount of tax that they legitimately must pay. They want a tax adviser who 
will take every advantage to which they are entitled under a tax law that is incomprehensible to them (and sometimes to the tax 
practitioner) without exposing them to penalties. It has been viewed as legitimate, and even desirable, for tax practitioners to help 
them arrange their affairs, advise them, and prepare their returns so as to help them pay the least amount of tax that they 
legitimately owe. If there are differences of opinion between the tax law as seen by the practitioner as taxpayer advocate and the 
tax law as seen by the IRS as tax collector, the system expects that and is set up to provide the taxpayer with due process in 
getting those differences resolved. In general, accuracy-related penalties have not been sustained by the courts when the 
taxpayer has relied in good faith on the advice of an apparently qualified practitioner, even when the advice was wrong and a 
deficiency resulted. 

It is hard to believe that the people in OPR do not know full well that one of the reasons people seek tax advice and help in tax 
return preparation is that taxpayers want to avoid penalties. If they do not know, they are out of touch with the grassroots of tax 
practice. The large law and CPA firms are only one segment of the tax practice community, and far from the largest. Whether 
intended or not, however, the control system provided in Circular 230 for the type of practice abuses encountered in many of 
those large firms over the past decade is also being made applicable to the sole practitioner CPA or EA. The ultimate losers may 
be the taxpayers -- and there may not be any winners, not even the IRS.  

Historical fact is that tax advice regarding return preparation has provided a degree of penalty insurance to taxpayers using paid 
preparers. That advice is provided in a variety of forms, almost entirely informal, much of it oral. The greatest volume of it is 
probably implicit rather than explicit. It flows from the tax return preparation process. More tax opinions, in one form or another, 
are expressed in the tax return preparation relationship than in any other activity of the average tax practitioner. They include 
advice on proposed transactions, discussions of alternative possible treatments that might be given a transaction in connection 
with the return preparation process, and summaries of the tax issues that might be raised, and possible penalties that might be 
proposed, by the IRS in the event a completed but as yet unfiled return should be examined.  

Until now, many practitioners have followed the practice of giving clients memos confirming all but the simplest oral advice to 
make sure that not only did the practitioner have the facts straight but that the client understood the advice. Many practitioners 
accompanied draft returns with an analysis of the issues that might be raised by the IRS, their evaluation of the possible 
outcomes, and suggestions for handling similar transactions in the future. Without that supplementation and memorialization, oral 
advice is inadequate for some taxpayers all of the time and for all taxpayers some of the time, with the "when" depending on the 
complexity of the transaction and of the underlying tax law.  

There was a great deal of criticism between December 2004 and May 2005 about the new rules. The IRS assured the practitioner 
community that it was listening to the outcries and that it would clarify the new rules before they became final. On May 18, 2005, 
the IRS issued the clarified "final" final regulations that become effective on June 20. (See Doc 2005-10904 [PDF] or 2005 TNT 
96- 6 .) Section 10.35 of Circular 230 was amended to clarify that certain types of advice could be excluded, including advice 
regarding a qualified plan, state or local bond opinions, written advice solely for the use of the taxpayer provided after the return 
involved has been filed, written advice provided to an employer by an employee and related to the employer's tax liability, and 
advice that does not resolve the issue in the taxpayer's favor. The release also "clarified" the definition of tax shelter for purposes 
of section 10.35:  



 
The principal purpose of a partnership or other entity, investment plan or arrangement, or other plan or arrangement is not 
to avoid or evade Federal tax if that partnership, entity, plan or arrangement has as its purpose the claiming of tax benefits 
in a manner consistent with the statute and Congressional purpose. A partnership, entity, plan or arrangement may have a 
significant purpose of avoidance or evasion even though it does not have the principal purpose of avoidance or evasion 
under this paragraph (b)(10). 

 
We found the tax shelter definition clarification of no help whatsoever. Municipal bond counsel and pension consultants felt 
relieved that what they did was still largely excluded. Few other public practitioners seemed to feel that much had been 
accomplished with the May 18 release. In-house tax people, however, heaved a sigh of relief over their exclusion when the advice 
related to their employer's taxes (and presumably to any affiliated organizations in the same consolidated group). Practitioners 
who fulfill the function of in-house tax counsel for numerous small-business clients felt discriminated against in that in-house tax 
counsel had obtained exclusion from the section 10.35 requirements while they had not, even though the reality of their 
relationship to most of their clients was that they were, in fact, an integral part of the client's organization. "Perhaps I should 
become a part-time employee of each of my five largest clients," suggested one sole practitioner CPA with whom we sometimes 
consult. "This is another case of form over substance." 

A disciplinary document needs more specificity, it was suggested, and perhaps a general statement of its purpose and a 
statement that the rules should be interpreted reasonably to accomplish that purpose. (See Doc 2005-11378 [PDF] or 2005 TNT 
99-5 .) The concern is that, without something in writing, the assurance of the current IRS executives that they will administer 
the new rules in a reasonable manner may be no protection against the next generation of IRS executives.  

 
Accountant's Workpaper Access 

 
An example of how to deal with documenting assurances of reasonableness was the solution reached as to tax accrual workpaper 
access 20 years ago following the Supreme Court's 1984 Arthur Young decision denying privilege to those workpapers. Then-IRS 
Commissioner Roscoe Egger, himself a CPA, worked out an approach with the CPAs and attorneys that still seems to be 
functioning today. The IRS issued Ann. 84-46, 1984-18 IRB 18, in which it stated that the Service would not request access to tax 
accrual workpapers, absent unusual circumstances. The IRS manual incorporated that policy and required special approval of 
Counsel for any such requests. The policy has since been modified, of course. Times change. In Ann. 2002-63, 2002-27 IRB 72, 
(see Doc 2002-14466 [PDF] or 2002 TNT 117-12 ), the IRS made requests for tax accrual workpapers mandatory in the case of 
taxpayers who have engaged in listed transactions. On July 9, 2004, the IRS issued new Internal Revenue Manual section 
4.10.20, setting forth the policies and procedures for requests for tax accrual workpapers and incorporating the gist of Ann. 2002-
63. IRS Chief Counsel Donald L. Korb explained at a September 27, 2004, seminar cosponsored by Tax Executives Institute and 
the IRS (see Doc 2004-19936 [PDF] or 2004 TNT 197-65 ) that: 

 
The new IRM also makes clear that, outside of the listed transaction context, the IRS will continue to apply its policy of 
restraint with regard to tax accrual workpapers. Requests that do not involve listed transactions will be made only in 
unusual circumstances and not as a matter of standard examination procedure. Thus, the IRS continues to take a 
measured approach to tax accrual workpapers when not dealing with listed transactions. 

 
The IRS "Audit Technique Guide on Abusive Tax Shelters, Transactions," released May 24, 2005, instructs IRS agents, "You 
should confer with local Counsel before seeking tax accrual workpapers." (See Doc 2005-11264 [PDF] or 2005 TNT 102-14 .) 

 
The Tax Return Preparation Relationship 

 
Even without the changes in Circular 230, the layering of the tax law changes of 2003 and 2004 on existing law has imposed a 
heavier responsibility on practitioners than most yet realize. A tax practitioner taking an undisclosed position in preparing a return 
is impliedly expressing an opinion that that position has a realistic possibility of being sustained on its merits if challenged. At least 
that is what practitioners who heed the strictures of section 6694 do. If a practitioner fails to advise the client that there is a risk of 
a penalty being imposed on the client, the practitioner is impliedly opining that the position has substantial authority to support it -- 
a level that is less than more likely than not -- and is neither a tax shelter as defined in section 6662(d)(2)(C) nor a reportable 
transaction within the meaning of section 6662A. Even if the practitioner tells the client that a Form 8275 disclosure is necessary 
to avoid possible section 6662 penalties, the practitioner is in effect opining that there is a reasonable basis for the position being 
taken, which is a level of confidence less than substantial authority and clearly much less than more likely than not, and that the 
transaction is neither a tax shelter nor a reportable transaction. 

Is it necessary after June 20, in light of section 10.35 of the new Circular 230, for the tax practitioner to warn the client that any 
written expression by the practitioner of those implied opinions provides no protection against possible penalties? The fact is that 
under existing law, the taxpayer's good-faith reliance on the practitioner does provide protection against section 6662 penalties if 
the taxpayer has made full disclosure to the practitioner of all relevant facts, is acting in good faith, and has no reason to doubt the 
competence of the practitioner. We do not think that Circular 230 changes that situation, nor do we think that it requires the 



practitioner to, in effect, deny the taxpayer the benefit of the tax law by issuing a warning or disclaimer that could then be used by 
the IRS in arguing in a specific case that the taxpayer gets no help from the penalty relief provisions in section 6664(c) because 
the taxpayer has been warned and thus is no longer relying in good faith on the tax practitioner.  

We are concerned by reports that many practitioners expect to attach to all written client communications -- whether e-mail, hand- 
delivered, or snail mail -- a disclaimer to the effect that any federal tax advice contained was "not written to be used and cannot be 
used for the purpose of avoiding penalties." Some reportedly intend to put similar language into engagement letters. They need to 
note the comment in the explanatory introduction to new Circular 230 that, "The Treasury Department and the IRS intend to 
amend 26 CFR 1.6664-4 to clarify that a taxpayer may not rely upon written advice that contains this disclosure to establish the 
reasonable cause and good faith defense to the accuracy-related penalties."  

At a minimum, tax practitioners making extensive use of the disclaimer need to warn their clients that the paradigm has shifted 
and that on their 2005 transactions and returns, taxpayers will be vulnerable to penalties that they would not have been exposed 
to in 2004. Frankly, we think practitioners need to seriously reconsider whether blind use of the disclaimer on everything is the 
appropriate response to new Circular 230. It is administratively much simpler, but it means abandonment of an important element 
of the practitioner- client relationship. It also means, we suspect, a heightened obligation now rests on the tax preparer to warn the 
client of all possible penalties -- or risk a malpractice claim if penalties result.  

 
Tax Return Preparation, Penalties, and Malpractice 

 
Malpractice claims thrive as standards proliferate. American Institute of Certified Public Accountants Interpretation No. 1-2 of 
Statement of Standards for Tax Services (SSTS) No. 1 elaborates on the Circular 230 requirement of due diligence in tax planning 
engagements. See Rosemary Schlank, "AICPA Issues Proposed Interpretation on Tax Planning," Tax Notes, Dec. 2, 2002, p. 
1193. For example, the interpretation provides that "when engaged in tax planning, the member should understand the business 
purpose and economic substance of the transaction when relevant to the tax consequences." That standard creates a clear link 
between the due diligence requirement and the requirement that the client be informed of possible penalties, both of which are 
part of both the SSTS and Circular 230. In turn, those requirements link to the question of what degree of insulation against 
penalties a client may reasonably expect from a tax practitioner who has not discussed with the taxpayer the possibility of the 
penalties that might result from taking a tax planning or return preparation position. If there is no discussion, that fact in itself 
seems to us to constitute an implied assurance. A disclaimer eliminates that implication, but disclaimers are not apt to accompany 
returns or even return transmittals. It is not in the taxpayer's interest to accept those disclaimers and we doubt they will be eager 
to do so. Neither, we believe, is it professionally proper, intellectually honest, or in the tax practitioner's best interests in 
maintaining a good client relationship to issue disclaimers when not required by section 10.35 and when, in fact, the application of 
the law to the facts, in the practitioner's opinion, would result in no penalty being imposed on the taxpayer based on existing law, 
absent the disclaimer. 

That law regarding penalties is long-standing and simply stated. As Tax Court Chief Judge Joel Gerber explained in Perrah v. 
Commissioner, T.C. Memo. 2002-283, (See Doc 2002-25730 [PDF] or 2002 TNT 223-15 ):  

 
Reliance on the advice of a competent adviser can be a defense to the accuracy-related penalty. United States v. Boyle, 
469 U.S. 241, 252 (1985); Zfass v. Commissioner, 118 F.3d 184 (4th Cir. 1997), affg. T.C. Memo. 1996-167; section 
1.6664- 4(b)(1), Income Tax Regs. However, it must be established that the reliance was reasonable, in good faith, and 
based upon full disclosure. Ewing v. Commissioner, 91 T.C. 396, 423-424 (1988), affd. without published opinion 940 F.2d 
1534 (9th Cir. 1991); Metra Chem Corp. v. Commissioner, 88 T.C. 654, 662 (1987); Pritchett v. Commissioner, 63 T.C. 149, 
175-176 (1974). 

 
It is not in the tax practitioner's best interest to issue unwarranted disclaimers, because we think they will increase both the 
frequency of taxpayer penalties and of taxpayer dissatisfaction with the practitioner. That, therefore, has nothing to do with either 
an AICPA trial board or the IRS director of OPR. It has to do with malpractice claims. In tax matters, malpractice claims are often 
triggered by the assertion of a penalty by the IRS against a taxpayer. When the IRS proposes a penalty, the taxpayer's 
representative will usually argue against it on the grounds of practitioner reliance, either alone or as an addition to attempting to 
show substantial authority. It is that defense against penalties that the new Circular 230 appears to undermine by its requirement 
of a "no reliance" disclaimer as to any written advice that is not a more likely than not opinion. It is both that defense and the 
practitioner defense against taxpayer assertion of malpractice claims against the petitioner that the new Circular 230 also appears 
to undermine by forcing tax practitioners away from written and toward oral advice. 

 
What's a Small Firm to Do? 

 
A $64,000 question now -- as it has been since 1997 -- is "What is the definition of a tax shelter?" The definition in section 6662 
does not trigger any income tax consequence even though it can have penalty consequences once income tax deficiencies have 
been determined. Can doing what Congress has authorized and intends be tax avoidance? Many practitioners would say no. 
Circular 230 now says that tax avoidance can be a significant purpose in a transaction even when what is done is specifically 
authorized by statute and conforms to congressional intent. However, if it conforms to statute and intent, the transaction does not 
support a conclusion that tax avoidance is the principal purpose. That is a terribly imprecise standard for any sort of professional 



discipline. The courts have not yet fleshed out the "a significant purpose" concept of tax shelter. We suspect that until they have 
done so in the context of taxpayer penalties, the OPR will be unlikely to take Circular 230 action against practitioners, and the 
courts will be loath to sustain them if the OPR did, except in extreme situations. 

Each firm will have to decide what to do when its people come to work on June 21, 2005. For a small firm, we expect that until 
there are more developments or further guidance:  

 
1. Things will continue much as before, although the amount of written material provided to clients will decrease and 
memos to the file (with no copy to the client) to memorialize discussions with clients and advice given to them will increase. 
While we have heard suggestions that furnishing copies of those file memos to clients without a reliance disclaimer would 
not violate the rule regarding written advice, we think the language of Circular 230 would still cover those as written advice. 

2. A statement of tax policy advice procedures will be adopted, perhaps defining the firm's interpretations of tax shelter and 
significant tax issue and requiring that any written advice involving significant tax issues3 connected with a tax shelter, as 
so defined, must include a reliance disclaimer. It will include the best practices set forth in Circular 230 section 10.33(a), 
almost as boilerplate.  

3. Some firms will consider adopting the extensive use of limited scope opinions as permitted by sections 10.35(c)(3)(v) 
and (e)(3) of Circular 230. That opinion would state that while it does not appear that tax avoidance or evasion is a 
significant purpose of the transaction, no opinion is being expressed on that point and this letter/memo/opinion cannot be 
relied on to avoid accuracy-related penalties if a deficiency is determined and penalties are asserted based on issues not 
covered by this opinion.  

4. A few firms may put language into their engagement letters warning the client in advance that "some tax positions may 
increase your risk of exposure to penalties. We will discuss those positions with you before finalizing the return." That 
language should not be casually used. We have seen situations in doing practice reviews in which that type of language 
was used in engagement letters but there was no indication in the client file that any such discussion actually took place. 
Why would that language be used and why should that discussion take place? The answer is that the practitioner is 
required to warn the client of the penalty potential in almost any significant transaction anyway. And if that is true, then in 
the absence of that warning, is not the client justified in concluding that the practitioner has acquired sufficient knowledge of 
the facts and has sufficiently researched the law applicable to those facts and has concluded that there is no penalty 
exposure? 

 
The bottom line may still be that a taxpayer who incurs a penalty, and was not warned of that possibility by the tax practitioner, 
may find a sympathetic reception from arbitrators, judges, and juries when seeking to recover both the damages suffered and, 
sometimes, even punitive damages, from the tax practitioner. While we have referred to section 6664(c) as providing the client 
with a type of insurance against accuracy-related penalties, tax practitioners who do not warn clients of possible penalties, and 
whose services do not insulate the client against section 6662 penalties, may still find that in the end they themselves have to 
cover the client's losses. 

 
Conclusion 

 
What will be the likely results of the new Circular 230? B.F. Skinner, the father of behavioral psychology, believed that psychology 
was essentially about behavior and that behavior was largely determined by its outcomes. He had little room for professed 
intentions. If OPR vigorously enforces the new requirements against the bulk of the professional tax practice community over 
which it has jurisdiction, the outcome will be to drive a wedge between tax professionals and their clients. Tax advice and tax 
return preparation for individuals other than the wealthy will increasingly become the province of practitioners who view tax work 
as a helpful adjunct to their main business of selling life insurance, stocks, bonds, and other financial products. CPAs and 
attorneys interested in professional tax practice careers will look to the large firms and to government as the only appropriate 
platforms for practice. Even more than now, taxpayers will perceive the Internal Revenue Code as an incomprehensible document 
created, interpreted, and administered by cretins. In turn, that will further alienate rank-and-file voters from the federal 
government, increasing their perception that "a significant purpose" of the "establishment" is the welfare of those who keep the 
establishment in power. To paraphrase James Jeffrey Roche, who said it so well long before the advent of the U.S. income tax: 

The tax law net is spread so wide, 
Avoiders from its grasp can't hide. 
Its meshes are so fine and strong, 
They take in all who would do wrong. 
O wondrous web of mystery! 
Big fish alone escape from thee. 

FOOTNOTES 
 
1 Judge Learned Hand, Helvering v. Gregory, 69 F.2d 809 (2nd Cir. 1934), aff'd. 293 U.S. 425 (1935). 



2 TRA '97 also amended section 6111, which deals with the registration of tax shelters, to conform its definition of tax shelter to 
that in section 6662.  

3 The new Circular 230 defines a significant federal tax issue as follows: 

 

 
A Federal tax issue is significant if the Internal Revenue Service has a reasonable basis for a successful challenge and its 
resolution could have a significant impact, whether beneficial or adverse and under any reasonably foreseeable 
circumstance, on the overall Federal tax treatment of the transaction(s) or matter(s) addressed in the opinion. 

END OF FOOTNOTES 
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