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Tax Preparers

Update-Tax return preparer penalty 
enforcement

Presented by S. Mark Klecka Esq. CPA

12777 Jones Road Suite 455 Houston, TX 77070

(281) 469-2444

Preparer Penalties

AND

IRS Has a Problem!

• Fiscal year 2017 also marked another of reductions to the IRS Budget and staffing.  

Staffing for examinations and collections dropped by 6% in 2017 compared to 2016.  

from 32,920 to 31,049 (1).

• Budget cuts have decimated the ability of the IRS to perform its job.  From exams to 

collections, the IRS has insufficient resources to work cases and perform customer 

service.  Nevertheless, Congress expects the IRS to collect revenue.  It’s no wonder 

that voluntary compliance is down and the tax gap has increased. (2)

• The income tax is generally self-assessed, and paid return preparers are critical to 

assisting taxpayers in understanding and fulfilling their self-assessment obligations.  

Given the meager 0.8 percent audit rate for all returns, more than 99 percent of tax 

return data go unexamined by the IRS, a fact that means the nation’s income tax 

system is overwhelmingly dependent upon the accuracy of the information originally 

submitted by taxpayers and their tax professionals.  (3)
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IRS Solution?

Force Tax Preparers and those Practicing 

before the IRS To Police Their Clients!

• By attempting to hold preparers responsible for the pre-existing actions of their 
clients, the IRS can use the specter of preparer penalties and ethical charges against 
professionals to cause preparers to perform basic IRS audit tasks. (2)

• Preparer penalties constitute a powerful and coercive tool to force preparers to police 
their own clients. (2)

• In my opinion, it is never a defense to say the client is solely responsible for the 
entries on the tax return.  If that were the case, both signing and nonsigning return 
preparers would be irrelevant to the tax return preparation process. (4)

• To hold preparers liable for the information presented by their client that appears to 
be accurate and reasonable that after the fact are shown as not being correct would 
cause the tax preparer and those practicing before the IRS to question and 
interrogate clients and their representations and conduct an examination of 
underlying documents  to determine accuracy of information during the tax return 
preparation process.  This would all need to be documented in writing by the tax 
preparer to support the work performed.  This would be considered similar to doctors 
doing additional tests to protect against malpractice claims.

• Cost to the government and IRS- ZERO!!!!  May even collect some penalty revenue!

Preparer Penalties

• Increases the penalty to the greater of:

• IRC Sec 6694- Understatement of taxpayer’s liability by tax return preparer.

• IRC Sec 6694 (a)- Understatement due to unreasonable positions.  The penalty is 

the greater of $1,000 or 50% of the income derived by the tax return preparer with 

respect to the return or claim for refund.

• IRC Sec 6694 (b)- Understatement due to willful or reckless conduct.  The penalty is 

the greater of $5,000 or 50% of the income derived by the tax return preparer with 

respect to the return or claim for refund.

• The IRS can use the specter of preparer penalties and ethical charges against 

professionals to cause preparers to perform basic IRS audit tasks.  (2)

• By aggressive use of “due diligence” requirements, the IRS is attempting to use the 

preparer penalty provisions to coerce tax preparers and tax professionals to perform 

audit work for the IRS against the interests of the client paying the professional fees.
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Internal Revenue Regulations and AICPA 

Tax Engagement Requirements

• IRS Reg. Sec. 1.6694-1(e)-The tax return preparer generally can rely in good faith 

without verification upon information furnished by the taxpayer, another advisor or 

another return tax preparer.  However, the tax return preparer must make reasonable 

inquiries if the information as furnished appears to be incorrect or incomplete.

• AICPA Statements on Standards for Tax Services-TS Section 300.02- In preparing or 

signing a return, a member may in good faith rely, without verification, on information 

furnished by the taxpayer or by third parties.  However, a member should not ignore 

the implications of information furnished and should make reasonable inquiries if the 

information furnished appears to be incorrect, incomplete, or inconsistent either on its 

face or on the basis of other facts known to a member.

• The “interpretation” of “due diligence” by the IRS and Office of Professional 

Responsibility appear to be in conflict with the positions outlined above.

What is “Due Diligence” anyway?

• The term is not specifically defined in the regulations. (4) 

• The concept of due diligence-
• Entered legal lexicon as a term of art with its inclusion in the Securities Act of 

1933.  A “safe harbor” defense for broker-dealers accused of making 
inadequate disclosures to investors with respect to a purchase of securities 
required the broker-dealer to demonstrate they exercised “due diligence” in 
the investigation of a particular security to be sold.  (4)

• The concept of “know your client” as adopted in the US banking regulations, 
including the FATCA provisions, is based on this expectation of the 
professional’s “due diligence”.  (4)

• “Due Diligence” concepts in the tax arena

• An element of “due diligence” that is unique to tax professionals appears in 
Circular 230, Section 10.22 (a) (2), “ensuring” that oral and written 
representations made to the IRS are correct.  (4)

• Due diligence requires the professional to educate the client on the 
importance of accuracy in the tax return and to “tease out” the correct 
facts/data to “ensure” that the professional (and the client) is signing an 
accurate return.  (4)
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What is “Due Diligence” anyway? (Cont’d)

• The definition of “ensure”---

• To “Guarantee” or “Make Sure or Certain”

• Thus the responsibility of the tax return preparer under the IRS interpretation 

is to – “Guarantee that the tax preparer and client are signing an accurate 

return”. Tax return preparers as “guarantors” of the accuracy of tax return 

information presented!

• This level of “assurance” exceeds the assurance provided on a 10-K or 10-Q report 

provided by a CPA and also exceeds the level of assurance provided by a CPA on 

audited financial statements– “Present fairly in all material respects”.

• The only way for a tax preparer to “guarantee” the tax return is accurate is to perform 

an audit of the underlying documentation of each transaction and obtain information 

from the client by interrogation, teasing out the facts/data, and documenting 

responses in the workpapers.

Recent Due Diligence Requirements

• Form 8867

• Did you make reasonable inquiries?
• Did you document your inquiries?
• In essence, you are auditing your client to determine if the claiming of 

the credit(s) and head of household filing status (if applicable) are 
“accurate” according to IRS rules and regulations.

• Recent Due Diligence Preparer Penalties assessed
• $75,000, $100,000 and $125,000 assessments.
• New case- 122 violations and $63,000 assessment.
• Even if not fully assessed on appeal, how much time you will spend in 

defending the claims + legal representation costs.
• The New Tax Cuts and Jobs Act

• Adds “Head of Household” Filing Status qualifications to the list of 
items requiring “Due Diligence”.
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Current Enforcement Actions

• There was little enforcement in 2018 due to the government shutdown 
and impact on the IRS.

• However, in 2019 the enforcement visits started.

• 2020?  Who knows what the impact of the pandemic will be on 
enforcement by the IRS.  But do you want to take the chance?

• Review page 2 of Form 8867.  Ensure you are meeting all the requirements 
at the bottom of the second page.

Consider Fees for Due Diligence 
Requirements Form 8867!

• A proper due diligence package requires significant time and effort to compile documents, 
perform an interview, and complete the necessary forms.

• You must retain this information for 3 years upon request.

• The IRS can come to your offices to review compliance.  Who will pay for the time and efforts 
connected with the examination?  Will you be billing your client additional fees for the IRS 
review of the due diligence documentation in your office?

• See the attached Form 8867 Part VI for the Eligibility Certification requirements.

• Consider charging your clients an additional fee for the “Due Diligence Package”.  I charge 
$300 for my due diligence package and to date have lost only one client as a result.

• Explain the situation to your client and the need to charge additional fees for the work.
– Mr. and Mrs. Smith, I see you have 2 children living with you that may qualify you for the Child Tax Credit of $2,000 

per child.  However, I am required by the IRS and Congress to perform Due Diligence work to support the credit.

– I must perform the additional work, retain the supporting documents in my files for 3 years, and then are subject to 
IRS review of my compliance with the requirements to see if I should be assessed a fine for non-compliance.

– The fine is $530 per violation.  Therefore, I must do additional work to avoid this fine.

– As a result, my fee for the Due Diligence Package is $XXX.  If you agree with this additional fee to be added to your 
invoice, please sign the engagement letter agreeing to the additional charge.
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Example of Due Diligence Package

• See the attached pdf files

– Important!  All pages signed by both the preparer and the taxpayers!

– Cover letter

– Interview form-Can conduct via telephone

– Schedule C form

– Head of Household Form

– Qualifying Child Form

• Must attach the supporting documents!
– Tuition- Form 1098-T and paid tuition/fee invoices

– Children- Birth Certificate and Proof of Residency (School or Medical Records)

– Calculation forms for the credits claimed

– Schedule C supporting documentation reviewed (Bank Statements & Other Documents)

Potential New Areas for Due Diligence

• Reasonable Compensation for Corporate Officers of S Corporations.

• However, when the client returns for the following year for tax preparation, 

the compensation income taken was too low.  (2)

• First and foremost, the obligation of the preparer is to accurately report the 

events that already occurred.  Second, the tax year is closed.  Fixing the 

problem would require the preparer to convince the client to recognize more 

salary, and amend quarterly employment returns, causing the incurrence of 

large penalties.  When confronted with this, and similar scenarios, the IRS is 

looking to preparers to “fix the problem”.  (2)

• Compliance with filing of employment tax returns and payment of all payroll 

taxes, including amounts considered trust funds for the IRS.

• Already included in the Form 990 forms (See attached)

• Questions regarding filing of Form 1099-MISC on Schedule C and 

corporate/partnership returns already exists.

• Big issue with IRS concerning collection of these taxes-Easy to extend the 

burden to the tax return preparer by adding “check boxes”.
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Potential New Areas for Due Diligence

• Schedule C due diligence requirements?

• Ask the similar questions that are on Form 8867 now to determine the 

questions you asked, whom you asked, when you asked, the information 

that was provided, and the impact the information had on your preparation of 

the return.

• In effect you will need to “audit” business tax return information to satisfy 

these types of requirements.

Form 8275 and 8275-R-The Preparer’s Way 

to CYA  (Cover Your Assets)

• Controversy over a tax return position on the tax return, where the tax 
preparer may have concerns over imposed preparer penalties.

• Preparation of Form 8275 with supporting documentation showing the tax 
position arguments and basis for the treatment.

• If disclosed on Form 8275, the standard is reasonable basis (20% or more).

• If not disclosed on Form 8275, the standard is substantial authority (40%or 
more).

• Penalties may not be assessed against the tax return preparer with Form 
8275 included, but the return has a high likelihood of being audited.

• With the growing assessment of return preparer penalties from the IRS—

• Why are YOU leading the charge on this?
• If the client objects to the inclusion of the disclosure, you might consider 

whether the position really is sustainable.

• No longer “don’t ask, don’t tell”.  If you don’t think the position can meet the 
criteria, need to consider disengagement.

• Be sure to get client’s written informed consent for the disclosure, to avoid 
malpractice claims.
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Conflict of Interest

• Due diligence is a concept that results from the tax professional’s dual responsibilities 

to clients and to the system of tax administration.  (4)

• Conflict of Interest?  Acting in best interest of client or system of tax administration?

• AICPA Code of Professional Conduct-
» Sec. 1.110.101.06- The nature of the relevant interests and relationships and the 

services may change during the course of the engagement.  This is particularly true 

when a member is asked to conduct an engagement for a client in a situation that may 

become adversarial with respect ……. to the member or member’s firm.

» Sec 1.110.101.12- When a conflict of interest exists, the member should disclose the 

nature of the conflict of interest to clients ….. and obtain their consent to perform the 

professional services.

» Sec. 1.110.101.13- General disclosure to clients where the member does not provide 

services exclusively for any one client.  Such disclosure might be made in a member’s 

standard terms and conditions for the engagement  (in the engagement letter)

• ABA Model Rules of Professional Conduct-
» Rule 1.7- A lawyer shall not represent a client if the representation involves a concurrent 

conflict of interest.  A concurrent conflict of interest exists if  (2) There is a significant risk 

that the representation of the client will be materially limited ….. by a personal interest of 

the lawyer.   (b)(2) A lawyer may represent the client if each affected client gives 

informed consent, confirmed in writing.

Conflict of Interest (Continued)

• Tax return engagements

• Have you gotten “informed consent” from your clients informing them that-
» The tax return preparer is performing additional investigative work and interrogation to 

“tease out” answers from the client?

» That the notes of the interrogation and the workpapers and documentation in the 

member’s files is not subject to privilege and can be used against your client if a 

summons or subpoena is issued to produce the workpapers?

• Are you performing the engagement in the best interests of the client, or is 

the engagement being performed to protect the tax preparer from IRS tax 

preparer penalties?

• IRS Tax Audit engagements

• Whose interests are you representing?  Your client’s interest or your interest 

to avoid preparer penalties?

• Consider not representing clients in an IRS examination engagement if you 

were the preparer of the tax returns under examination.
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I Don’t Prepare Tax Returns-

Why Should I Care?

• Any representation or tax document presented to the IRS is practice before the IRS 

and subjects the attorney, CPA, or enrolled agent to the provisions for practice under 

Treasury Section 230.

• Have you performed “due diligence” to “ensure” the accuracy of the documents you 

present and documented the evidence you performed such an examination?-

• Offer In Compromise Forms and supporting documents (including Forms 

433A and 433B)?

• Installment Agreement Requests 

• Penalty Abatement Requests

• Other IRS documents where the member is signing as the “preparer”.

The Future of Tax Preparation and IRS 

Representation

• Significant increases in fees connected with tax return preparation and 

representation to clients to meet the IRS due diligence standards of practice.

• Increasing number of disengagement letters and termination of engagements due to 

disputes over client fees and disclosures to the IRS.

• Increasing number of returns prepared by unenrolled and/or dishonest persons, or 

self-preparation of tax returns by taxpayers who lack the necessary education, 

background and experience to prepare an accurate return.

• Growth of the “tax gap” as fewer tax return engagements are performed by persons 

eligible to practice before the IRS, and/or taxpayers fail to file tax returns at all.

• Exit of qualified practitioners from the tax preparation business due the increased 

risks of penalty assessment vs. income derived from the business.  More focus on 

taxpayer audit examination engagements “after the fact”.

• What can you do about it?
• Bring forward your concerns in contacts with IRS roundtables, forums, etc.

• Have professional organizations (AICPA, AAA/CPA) contact IRS and Congress about this problem.

• Contact your Congressman for a Congressional Referral regarding these changes and your concerns.
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Need Help?

• Have you been assessed tax return preparer 
penalties?

• For assistance/representation in tax return 
preparer penalty matters, contact:

S Mark Klecka Esq.

S Mark Klecka PC

(281) 469-2444

kleckalaw@smarkcpa.com

End Notes

(1)  Source - IRS Data Book 2017

(2)  Source-Tax Preparers Plan for Shrinking IRS Budgets and Growing Penalties by         

Eric L. Green-CCH Tax and Accounting Learning Magazine.  Used with permission.

(3) Source- 2016 Internal Revenue Service Advisory Council General Report.

(4) Source- Ethics-How Much Diligence is “Due”? By Karen L. Hawkins-December 2015-

January 2016 Journal of Tax Practice & Procedure-Used with permission.
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