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IRS news release IR-2004-152, Doc 2004-23935, 2004 TNT 244-13,
expl ained that “the revisions to Circular 230 provi de standards of
practice for witten advice that reflect current best practices and are
intended to restore and maintain public confidence in tax
professionals.” Mich was witten about those changes while they were
still in proposed form nuch nore will be witten now that they have
been finalized (T.D. 9165, Doc 2004-23933, 2004 TNT 244-4), nmainly by
those who are concerned about what have come to be known as tax-shelter
opi nions. The Associ ated Press rel ease of Decenber 17, 2004, by Mary
Dal rynpl e, sunmed up the thrust of the new regul ati ons as seen by the
general public and by the bulk of the tax practice comunity:

The new “best practices” clanmp down on opinions that tax
professionals 1ssue to taxpayers, often wealthy investors, who
want to know whet her a tax-sheltering strategy could be considered
illegal or abusive.

But the “best practices” do not “clanp down” on anything because they
are aspirational standards and not disciplinary.

Covered Opi ni ons

In this article, we are concerned |less with tax shelter opinions
than with that vast bul k of tax advice that is either not witten or
does not deal with tax shelters. Relatively few attorneys covered by
Circular 230, and even fewer CPAs or enrolled agents, ever wll
knowi ngly issue what Circular 230 calls “covered opinions.” So after a
perfunctory discussion of “covered opinions” and natters related to
them we wll turn to the effect of the new rules on the rest of the
wor k done by the practitioner conmunity.

“Covered opinions” include witten advice, however delivered (in
ot her words, whether by e-mmil, snail mail, fax, or hand delivered),
arising from

(1) alisted transaction (as to which see our “Practitioner ‘Due
Diligence’ and Listed Transactions,” Tax Notes, May 3, 2004, p.
553);

(2) any plan or arrangenent, the principal purpose of which is the
avoi dance or evasion of any tax; or

(3) any plan or arrangenent, a significant purpose of which is the
avoi dance or evasion of tax if the witten advice is:

2
(a) a reliance opinion,
(b) a marketed opinion
(c) subject to conditions of confidentiality, or
(d) subject to contractual protection
I EN
“Witten advice is a reliance opinion,” according to new section
10. 35(b), “if the advice concludes at a confidence |evel of nore likely

than not (greater than 50 percent |ikelihood) that one or nore
significant Federal tax issues would be resolved in the taxpayer’s
favor.” However, that witten advice will not be treated as a reliance
opinion if the practitioner “promnently discloses” in the witten
advice that it was “not witten to be used and cannot be used for the
pur pose of avoiding penalties.” As we interpret the | anguage used, the
nore customary “substantial authority” opinion, so worded to avoid
section 6662 penalties in nonshelter situations, would not be a
“reliance opinion” and would not require disclainmer.
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Can tax practitioners continue to write substantial authority
opinions that will protect clients against section 6662 penalties? Such
opi nions are not “reliance opinions” if they do not express a “nore
i kely than not” confidence |evel. They are not any other category of
covered opinion either, if they do not involve a |isted transaction, a
transaction with the principal purpose of evading or avoiding any tax,
or a marketed opinion, and are not subject to either conditions of
confidentiality or contractual protection. It thus appears that they can
continue to be witten.' Section 6662 has not been witten out of the
| aw, and section 6664(c) has not been nodified. The IRS does intend to
amend reg. section 1.6664-4 to nmake sure opinions cannot be used to
avoid penalties if they contain the practitioner’s “prom nent
di scl osure” that the opinion was not witten to and cannot be used to
avoi d penalties.

However, revised Circular 230 specifically does cover witten
advi ce other than covered opinions in section 10.37. First, it should be
noted that there is no Crcular 230 requirenent that tax advice be in
witing. What section 10.37 is saying is that if witten advice is to be
gi ven, then:

A practitioner nust not give witten advice (including electronic
conmuni cati ons) concerning one or nore Federal tax issues if the
practitioner bases the witten advice on unreasonable factual or

[ egal assunptions (including assunptions as to future events),
unreasonably relies upon representations, statenents, findings or
agreenments of the taxpayer or any other person, does not consider
all relevant facts that the practitioner knows or should know, or,
in evaluating a Federal tax 1ssue, takes into account the
possibility that a tax return will not be audited, that an issue
will not be raised on audit, or that an issue will be resolved
through settlement if raised. Al facts and circunstances,

i ncludi ng the scope of the engagenent and the type and specificity
of the advice sought by the client will be considered in
determ ni ng whether a practitioner has failed to conply with this
section. In the case of an opinion the practitioner knows or has
reason to know will be used or referred to by a person other than
the practitioner (or a person who is a nenber of, associated wth,
or enployed by the practitioner's firm in pronoting, nmarketing or
recormendi ng to one or nore taxpayers a partnership or other
entity, investment plan or arrangenent a significant purpose of
which is the avoidance or evasion of any tax inposed by the

I nternal Revenue Code, the deternination of whether a practitioner
has failed to comply with this section will be nade on the basis
of a hei ghtened standard of care because of the greater risk
caused by the practitioner's |lack of know edge of the taxpayer's
particul ar circunstances.

Due Diligence

That is not to say that G rcular 230 has no standards applicable
to oral advice. To the contrary, what had been in Circular 230 all along
was already quite demanding -- if it had ever been enforced. Chief anobng
the | ong-standi ng standards has been the section 10.22 requirenments of
due diligence in:

(1) preparing or assisting in the preparation of, approving, and
filing tax returns, docunents, affidavits, and other papers
relating to RS matters;

! Note that a written opinion is not even necessary to avoid section 6662 penalties on the ground of the
section 6664(c) “reasonable cause” and “good faith” exception. See our “How Taxpayers Can Void their
Penalty Protection ‘Insurance,”” Tax Notes, Jan. 26, 2004, p. 507.
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(2) determining the correctness of oral or written representations
made by the practitioner to the Treasury Department; and

(3) determining the correctness of oral or written representations
made by the practitioner to clients regarding any matter
administered by the IRS.

Even without adding anything to Circular 230, the requirement of
exercising due diligence in determining the correctness of oral or

written representations provided the Office of Professional

Responsibility (OPR) a weapon for disciplining tax practitioners who

went astray in the day-in, day-out work of the tax practitioner. We have
worked with enough practitioners over the years, and reviewed enough tax
files, to realize that the documentation of due diligence in determining

the correctness of written representations is spotty at best, and is

often nonexistent regarding oral advice.

Documentation does matter, however, when a question is raised as

to the advice. A practitioner being investigated for violation of

Circular 230’s section 10.22 will be contacted and offered an

opportunity to dispute the facts asserted by the IRS, assert additional
facts, and make arguments. At that point, the lack of documentation can
prove awkward. It might mean the practitioner will be reprimanded by the
director of OPR. If the punishment being sought by OPR is censure,
suspension, or disbarment, however, OPR must institute a formal
proceeding. In the administrative hearing that may follow, OPR will have
to prove its case by a preponderance of the evidence unless the sanction
being imposed is disbarment or a suspension from practice of six months
or longer. In the latter cases, OPR must prove its case by clear and
convincing evidence in the record. With oral advice, of course, the
threshold OPR problem is to establish what advice was actually given,
which is an argument we have heard for oral rather than written advice.
Once OPR has surmounted that hurdle, however, its burden of proof will
be much easier to carry if the practitioner can produce no
contemporaneous documentation of due diligence.

Best Practices

Circular 230 now includes a recitation of best practices in
providing advice to clients and in preparing or assisting in preparation
of submissions to the IRS. Section 10.33 says best practices include:

(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, determ ning which facts are rel evant,
eval uati ng the reasonabl eness of any assunptions or
representations, relating the applicable | aw (including
potentially applicable judicial doctrines) to the relevant facts,
and arriving at a concl usion supported by the | aw and the facts.

(3) Advising the client regarding the inport of the concl usions
reached, including, for exanple, whether a taxpayer nay 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.

Wil e section 10.52 makes clear that a practitioner cannot be censured,
suspended, or disbarred frompractice because of a violation of the best
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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
tax practice standards of the American Institute of Certified Public
Accountants.

Responsi bility of Those in Authority

Significantly, what had been strictly a practitioner-oriented
approach in Circular 230 shifted in the 2004 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 or her work. Thus, section
10.33(b) provides:

Procedures to ensure best practices for tax advisors. Tax advisors
with responsibility for overseeing a firms practice of providing
advi ce concerning Federal tax issues or of preparing or assisting
in the preparation of submissions to the Internal Revenue Service
shoul d take reasonabl e steps to ensure that the firns procedures
for all nenbers, associates, and enployees 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 firms
practice of providing advice concerning Federal tax issues nust take
steps to ensure that the firm has adequate procedures in effect for all
nenbers, associ ates, and enpl oyees for purposes of conplying” with the
section 10.35 requirenments for covered opinions. That is not an
aspirational statement. Failure to conply may subject the
practitioner(s) to Crcular 230 discipline.

St andards and Their Enforcenent

The preanble to the final 2004 revision explained that both the
best practices thenselves and “the provisions relating to steps to
ensure that a firms procedures are consistent with best practices, now
set forth in section 10.33(b),” are only aspirational. This is a “foot
in the door” statenent if we have ever seen one. Qur “foot in the door”
viewis reinforced not only by section 10.36 but by the preanble’'s
conclusion on this point that “although best practices are solely
aspirational, tax professionals are expected to observe these practices
to preserve public confidence in the tax system” The latter seens to us
a rather clear invitation to the national organizations of tax
practitioners to respond -- and we wonder how long it will take for the
Al CPA tax executive committee, the American Bar Association Section of
Taxation, and the National Association of Enrolled Agents to rise to the
chal | enge and both explain that their existing standards, in fact,
enbrace and go beyond those new “best practices,” as well as take
specific steps to bolster their standards when they may fall bel ow those
of the new Circular 230.

Thi nki ng of the possible inpact of these aspirational standards
rem nds us of the Al CPA program of statements on responsibilities in tax
practice. Launched in 1964 as strictly advisory, it nerely represented
the views of an experienced and inforned group of CPA tax practitioners
as to what constituted good practice standards. Even though the
statenments said they were not intended to set forth enforceabl e
standards, pressure within the Al CPA tax division nenbership devel oped
over tine to formally declare that the statements were enforceabl e
standards. An attenpt to do this in the early 1980s was turned down by
the Al CPA board of directors. However, a later overture was successfu
and the statements becane standards in 2000.
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More inportantly, even though the statenents were “nerely”
advi sory for over 35 years, they quickly becane a de facto standard
that was often cited by expert w tnesses in CPA tax mal practice matters.
Judges and juries often failed to appreciate the fine distinctions
def ense counsel tried to draw between “best practices,” “aspirationa
standards,” and the prevailing practices to which a client had a right
to assunme a practitioner adhered. Sonme state accounting boards (for
exanpl e, those in Arizona, Colorado, Florida, |daho, Kentucky, and North
Carol ina) adopted the standards as presunptively setting forth
acceptabl e practice by CPAs in the federal tax area for disciplinary
pur poses.

‘Best Practices’ and Al CPA St andards

The eight AICPA standards reflect the reality that while much of a
CPA's tax work involves tax return preparation and tax return positions,
the CPA's tax work goes beyond conpliance. The first six standards
i nvol ve conpliance-related matters, including the m ni mum support
necessary for a return-filing position (realistic possibility of success
for an undi scl osed position), failure to answer questions on returns,
degree to which supporting data rmust be exam ned or verified, use of
estimtes, departure froma position previously concluded in an
adm nistrative proceeding or litigation involving a prior return of the
taxpayer, and action to be taken when the CPA becomes aware of an error
on an already filed return. Standard No. 7 involves what the CPA nust do
when he or she becones aware of an error in a return that is the subject
of an admi nistrative proceeding while No. 8 deals with the form and
content of advice to taxpayers.

The “best practices” of G rcular 230 are, for the nost part,
either inplicit or explicit in the Al CPA standards. Thus, best practice
nunber three deals with advice to clients and making sure the client
under st ands whet her accuracy-rel ated penalties would be avoided if the
advice was followed. AICPA Standard No. 8 also deals with advice to
clients and incorporates, by reference the part of Standard No. 1 that
states that a CPA should, “where relevant, advise the client as to the
potential penalty consequences of the recommended tax return position
and the opportunity, if any, to avoid such penalties through
di scl osure.” Interestingly, section 10.34 of Circular 230 al ready
requires that a practitioner advising a client on a tax return position
i ncluding preparation of part or all of a return, nust be advised of
“penal ties reasonably likely to apply to the client with respect to the
position. . . . The practitioner also nmust informthe client of any
opportunity to avoid any such penalty by disclosure, if relevant, and of
the requirenents for adequate disclosure.”

Thus, even though OPR nay not discipline a practitioner for
failure to observe “best practices” or for failure to make sure that a
firms practices are “consistent with the best practices,” the standards
of the AlICPA and even Circular 230 already incorporate sone aspects of
those best practices. W would suggest that an early task for the tax
prof essional bodies as well as for the advisory conmittee(s) to be
est abl i shed under section 10.38 of Circular 230 might well be to convene
a nmodern-day Council of Nicaea® and see if a uniformcode of tax
practice standards could be arrived at to serve as a guide for the
organi zations individually and for the Treasury Departnent.

Enf orcenent of Standards

2 The Council of Nicaea, 325 A.D., was convened by the Emperor Constantine to resolve doctrinal issues
within the recently legitimatized Christian Church that were threatening the peace of the Roman Empire.
The Nicaean Creed is still accepted by the majority of American Christians.
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As we have written before, ° professional tax standards in the past
probably have been enforced by malpractice litigation and the threat
thereof to a greater extent than by the combined efforts of the
professional associations and OPR. That is understandable if the
confidential nature of tax return information is considered. The
professional bodies themselves do not have subpoena powers and thus
cannot instigate effective investigations. The AICPA can censure or
expel a member but it cannot order redress to a taxpayer. Taxpayers with
complaints that involve pecuniary loss are inclined to take the shortcut
and seek redress through the route of a malpractice suit. In those
suits, discovery is available, money damages can be obtained, and
professional help can be secured on a contingent fee basis.

The ABA has no mechanism for enforcing its standards, the
disciplining of attorneys being the province of the highest court in
each state. The enrolled agents have no effective mechanism for
enforcing their standards either, except to complain to OPR, which in
effect is the disciplinary arm of their licensing body. Violations of
Circular 230 are handled by OPR administratively, followed by an
administrative hearing, with an ultimate appeal to the Secretary of the
Treasury and then to a U.S. district court. Thus, a revenue agent with a
complaint against a practitioner would lodge it with OPR, while a client
who had sustained a loss as a result of bad tax advice or inadequate
representation would be inclined to consult an attorney and ultimately
file a claim or bring suit.

The result is bias in the system toward malpractice litigation and
the threat and fear thereof as the primary enforcer of standards absent
vigorous IRS enforcement. Perhaps the new rules in Circular 230 will
herald a new day for IRS enforcement of tax practice standards. It will
not happen, however, without a concerted effort on the part of OPR, the
IRS agents who would rather close a case than push for practitioner
penalties, the professional associations that sometimes fear
antagonizing their members, and Congress, which trumpets broad
enforcement but provides funds for little more than a reactive rather
than a proactive approach.

Concl usi on

The revisions in Circular 230 are of great importance to the tax
practice profession. They mark an official recognition by the IRS that
tax practice is conducted by groups and not merely by individuals, and
they place responsibility on the leaders of those groups for a system of
quality control being in place to review the work done by the group
members. We think those revisions could be the first step toward
requiring tax practice peer review by outside reviewers - — preferably,
we shoul d add, conducted by nmenbers of the profession as is peer review
of attest function work within the CPA profession and not by an outside
government al body, such as the Public Conpanies Oversight Board audit
practice reviews mandated by the Sarbanes-Oxl ey Act.

The recitation of best practices is also a change of enphasis,
with the IRS starting to recognize the inportance of aspirational
standards to true professionalism W would hope that the comon
interests of the IRS, the AICPA, the ABA, and the NAEA would lead to an
attenpt to arrive at a basic statenment of standards that coul d be
adopted by all those engaged in federal tax practice. IRS adoption is
i nportant because the IRSis the ultimate policeman in the tax practice

3

See “Tax Practitioner Standards and Professional Self-Discipline,
Notes, Cct. 7, 2002, p. 93.
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area. Adoption by the professional bodies is likewise important because,
we believe, the ideal system involves cooperation in maintaining
voluntary quality control systems within practice units, universal peer
review of tax practices, and vigorous and sustained action against
practitioners who transgress.

Larger practice units face the challenge of evaluating the
adequacy of their quality control systems in light of the standards of
Circular 230. Smaller practice units may have to face up to the
impossibility in many instances of maintaining a system of quality
control without the use of outside resources. Cooperation between
independent practice units can often solve the problem of how to review
one’s own work by having i ndependent professionals review ng each
others’ work, a practice that many already have incorporated into their
systens with increased benefit to both their clients and their own |evel
of confort with the work they do.

This Circular 230 revision, in other words, could be the start of
somet hing big. Now we await the foll owthrough.
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