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2
ETHICS

LEARNING OBJECTIVES
After completing this session, participants will be 
able to perform the following job-related actions: 

 ✔ Understand due diligence requirements to 
claim the earned income credit for a sole 
proprietor

 ✔ Exercise due diligence when helping a 
taxpayer to estimate material participation

 ✔ Exercise due diligence when performing a 
valuation

 ✔ Recognize activities that could result in 
imposition of a tax return preparer penalty

 ✔ Understand how to ethically make and 
receive referrals

 ✔ Understand how nondisclosure and 
confidentiality obligations apply to 
whistleblowing 

 ✔ Create an electronic document retention 
plan 

INTRODUCTION
This chapter discusses important state and federal 
ethics obligations for the tax practitioner. It also 
gives tax practitioners the information necessary 
to remain compliant with Circular 230, Regula-
tions Governing Practice before the Internal Rev-
enue Service, and other ethical obligations. 

This chapter examines three due diligence 
issues for the tax practitioner. It discusses the 
legal and ethical duties of a tax practitioner who 
helps a self-employed taxpayer claim the earned 
income credit (EIC). This chapter explains the 
required due diligence for a tax practitioner who 
prepares a return for a taxpayer who does not 
have records to substantiate material participa-
tion. This chapter also discusses competency, con-
flicts of interest, and other due diligence issues 
for a tax practitioner who performs valuations of 
a business. 

Failure to exercise due diligence could result 
in the imposition of a return preparer penalty. 
This chapter discusses when the penalties for 
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when a tax practitioner can disclose information 
through the IRS Whistleblower Program.

Technology has changed how tax practitio-
ners access, transmit, and store information. This 
chapter discusses ethical considerations for tax 
practitioners using online faxing, digital storage 
and backups, and online portals. It also contains a 
sample electronic document retention plan.

Finally, this chapter uses 10 case studies to 
explore ethical dilemmas. The case studies illus-
trate how to handle real-life ethical issues by 
focusing on common challenges that tax practi-
tioners confront when working with clients, the 
public, and other professionals.
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substantial understatement apply, and how a tax 
practitioner can avoid those penalties.

A tax practitioner may need to refer a client 
to another professional or may accept referrals 
from another professional or an online referral 
service. In some cases, the tax practitioner must 
pay to participate in a referral service. This chap-
ter discusses the ethical implications of making 
referrals and paying for referrals.

Tax practitioners who discover a substantial 
understatement of tax may have a moral duty and 
a financial incentive to disclose that understate-
ment. However, a tax practitioner’s ethical duties 
may prohibit that disclosure. This chapter explains 

DUE DILIGENCE This section discusses three due diligence issues for tax 
practitioners. 

Tax practitioners have a general obligation to 
exercise due diligence when preparing docu-
ments for the IRS, and tax returns. They must 
determine the correctness of representations to 
the IRS. This section discusses the specific due 
diligence and ethical requirements that apply 
to a tax practitioner who prepares a return that 
claims the earned income credit (EIC) for a self-
employed taxpayer. This section discusses due 
diligence when a tax practitioner assists a client 
to determine hours of material participation. It 
also explains common due diligence and other 
ethical issues for tax practitioners who perform 
valuations. 

Due Diligence—EIC and 
Schedule C

Approximately 21,000,000 Form 1040 Schedules 
C, Profit or Loss From Business, are filed each 
year. Most of these represent small businesses. 
The IRS estimates that 25% of the EIC claims, 
or approximately $18.4 billion, was paid in error 
in 2018. Commonly, Schedule Cs report losses or 
overstate expenses to reduce income to qualify 
for the EIC, inflate Schedule C income to maxi-
mize the amount of the EIC, or report fictitious 
income to increase the amount of the EIC.

Paid tax return preparers must carefully 
exercise due diligence when preparing a self-
employed client’s tax return or a claim for refund 
that claims the EIC. As part of his or her due dili-
gence, the preparer must interview the client, and 
obtain appropriate and sufficient information to 
determine the taxpayer’s eligibility for the EIC 
and the amount of the credit. 

Due Diligence Requirements
Paid tax return preparers must meet specific 
due diligence requirements when they prepare 
tax returns and claims for refunds involving 
the earned income tax credit (EIC), the child 
tax credit (CTC), the additional child tax credit 
(ACTC), the credit for other dependents (ODC), 
and the American opportunity tax credit (AOTC). 
The 2017 Tax Cuts and Jobs Act expanded the 
due diligence requirements, and preparers who 
file returns claiming the head of household 
(HoH) filing status must also follow due diligence 
requirements. 
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instructions; or complete document(s) with 
the same information. The worksheets show 
what to consider in the computation. 

A tax return preparer who fails to comply with 
due diligence requirements is subject to a $500 
penalty for each failure. Under I.R.C. § 6695(h), 
the amount of the penalty is adjusted for inflation 
after 2015. The penalty for returns filed in 2019 
was $520 per failure/per return, and it is $530 per 
failure/per return in 2020. A tax return preparer 
who fails to comply with due diligence require-
ments may also be subject to a penalty under 
I.R.C. § 6694 for understatement of a tax liability 
(discussed later).

EIC and Schedule C
When preparing a return that claims the EIC 
based on Schedule C (Form 1040) income, the 
return preparer must ask additional questions to 
determine the taxpayer’s eligibility to claim the 
credit and calculate the amount of the credit. The 
tax practitioner must make reasonable inquiries 
and request additional records if a reasonable 
and well-informed tax return preparer, knowl-
edgeable in the law, would conclude that the 
information the taxpayer provides seems incor-
rect, inconsistent, or incomplete. The practitioner 
must keep a record of the questions asked and the 
answers the client gave at the time of the inter-
view. The practitioner must also keep a copy of 
all the client’s documents that he or she reviewed 
and used to determine eligibility for the EIC and 
the amount of the EIC. 

Conduct the Interview
Practitioners can use the following IRS resources 
to interview the client and determine eligibility 
for the EIC:

■■ Publication 596, Earned Income Credit (EIC) 
■■ Publication 3524, EITC Eligibility Checklist 
■■ Form 886-H-EIC, Documents You Need to 
Send to Claim the Earned Income Credit on 
the Basis of a Qualifying Child or Children 

■■ EITC Audit Document Checklist Form 886-
H-EIC Toolkit

Due diligence also requires verification of the 
amount of the EIC. The tax return preparer must 
make adequate inquiries to be satisfied that the 
taxpayer is carrying on a business and that the 

Practitioner Note
Letter 5025

Tax return preparers who have submitted returns 
with questionable claims for the EIC, the CTC, 
ATC, ODC, AOTC, and HoH filing status may 
receive Letter 5025 from the IRS. Letter 5025 is an 
information letter that is intended to give return 
preparers information about their due diligence 
requirements. It cautions tax return preparers 
that failure to exercise due diligence could result 
in penalties, an audit, suspension or termination 
of e-filing privileges, or a referral to the IRS Crim-
inal Investigation Division. 

Under Treas. Reg. § 1.6695-2, to meet the due 
diligence requirements, a return preparer must 
ask additional questions and obtain additional 
information to determine eligibility for the filing 
status or credit, and the amount of the credit. A 
return preparer must do the following to comply 
with the due diligence requirements: 

1. Meet the knowledge requirement by inter-
viewing the taxpayer, asking adequate ques-
tions, contemporaneously documenting the 
questions and the taxpayer’s responses in the 
preparer’s notes, reviewing adequate infor-
mation to determine if the taxpayer is eligible 
to claim the credit(s) or filing status and the 
amount of the credit. 

2. Not know or have reason to know that any 
information used to determine a client’s eli-
gibility for, or the amount of the refundable 
credit, is incorrect. 

3. Not ignore the implications of any informa-
tion given by the client or known and make 
additional inquiries if a reasonable and well-
informed tax return preparer, knowledgeable 
in the law, would conclude the information is 
incomplete, inconsistent, or incorrect. 

4. Complete Form 8867, Paid Preparer’s Due 
Diligence Checklist, truthfully and accurately 
and complete the actions described on Form 
8867 for each credit claimed. 

5. Submit Form 8867 in the manner required. 
6. Compute the credits. Complete the appro-

priate refundable credit worksheets from the 
instructions for the Form 1040 series or the 
Form 8863, Education Credits (American 
Opportunity and Lifetime Learning Credits), 
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3. the client has included all income and related 
expenses on Schedule C.

For a taxpayer claiming the EIC based on 
Schedule C income, the tax practitioner must 
conduct a thorough and in-depth interview to 
verify information about the business activity. 
Figure 2.1 shows sample interview questions to 
help determine whether the taxpayer’s reported 
income and expenses are correct and complete.

income and expenses reported on the tax return 
are substantially correct and complete. Paid pre-
parers must ensure that the amount of net self-
employment income reported on Schedule C is 
correct. The preparer must verify that 

1. the client is conducting a business;
2. the client has records to support income 

and expenses, or can reasonably reconstruct 
income and expense records; and

FIGURE 2.1 Sample Interview Questions

Can you give me a general description of your business?

Do you have a business plan?

Can you describe the daily and weekly activities of the business?

How long have you been in business?

Where is the business conducted? 

Who are the principal customers of the business? 

What are the principal products sold or services performed by the business? 

How do you set prices? 

What bank accounts do you maintain for the business? 

Are the business bank accounts separate from your personal accounts?

If not, why not?

Do you deposit all receipts? 

How are expenses paid? 

Do you have a credit or debit card for the business?

Are there transfers between business and personal accounts? 

If yes, how do you keep track of those transfers in the business books? 

Describe your system for recording income and expenses.

Do you use bank statements to determine business income and expenses for the year? 

Do you have a bookkeeper? 

What do they do, and how often?

Do you have any other sources of income? 
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6. 1099 forms that  appear  a l tered or 
hand-prepared

7. Schedule C income not reported on a Form 
1099

8. Income that appears insufficient to support 
the client and his or her qualifying children

9. Schedule C income or expenses unsupported 
by records

10. Schedule C income and expenses that vary 
greatly from a client’s prior-year tax returns

Review the Records
Paid preparers must ask their self-employed cli-
ents how income and expenses were computed 
and document the responses. If the information 
appears to be inaccurate or the supporting mate-
rial is insufficient, the tax practitioner should ask 
to see the supporting records. Figure 2.2 shows 
Form 11652, Questionnaire and Supporting 
Documentation Form 1040 Schedule C (Profit 
or Loss from Business), which is designed to 
assist tax practitioners to perform due diligence 
for Schedule C taxpayers.

Practitioner Note
Audit Technique Guides

The IRS Audit Technique Guides contain questions 
that the IRS will ask in an examination. It may 
be helpful for the tax practitioner to incorporate 
those questions in the client interview and docu-
ment the client’s responses. For example, the IRC 
§ 183: Activities Not Engaged in For Profit (ATG), 
Appendix B, contains suggested interview ques-
tions for each of the nine factors in Treas. Reg. 
§ 1.183-2(b)(1) (activity conducted for a profit); 
the Construction Industry Audit Technique Guide 
(ATG) Appendix 6 lists construction industry inter-
view questions; and the Cash Intensive Businesses 
Audit Techniques Guide Chapter 3 provides guid-
ance on interviewing the taxpayer.

Typically, the tax practitioner may rely on 
information furnished by the client, without veri-
fication. However, a tax practitioner may not 
ignore the implications of information furnished 
and must make reasonable inquiries if the infor-
mation furnished appears to be incorrect, incon-
sistent, or incomplete [Circular 230 § 10.34]. The 
following may indicate that the information a 
self-employed taxpayer has provided is incorrect, 
inconsistent, or incomplete: 

1. Schedule C income in round numbers
2. Schedule C expenses in round numbers
3. Schedule C cash businesses as the only 

income on a return claiming the EIC
4. Schedule C with little or no expenses when 

expenses would be expected
5. Any Schedule C income or loss that brings 

the taxpayer to the maximum EIC
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FIGURE 2.2 Form 11652, Questionnaire and Supporting Documentation,  
Form 1040 Schedule C (Profit or Loss from Business)
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Passive Activity Loss Limits
Under I.R.C. § 469, net nonrental business 
income or loss is subject to the material partici-
pation tests. If the taxpayer materially partici-
pates in the trade or business, the profit or loss is 
not passive. If the taxpayer does not materially 
participate, the profit or loss is passive. A person 
materially participates if he or she is involved in 
the operations of the activity on a regular, con-
tinuous, and substantial basis. Temp. Treas. Reg. 
§ 1.469-5T adopts mechanical tests for material 
participation.

Cross-Reference
Material Participation 

Under Temp. Treas. Reg. § 1.469-5T, a taxpayer 
who participates in the activity more than 500 
hours during the year is a material participant. 
See pages 97–99 in the 2017 National Income 
Tax Workbook for a discussion of the other 
Temp. Treas. Reg. § 1.469-5T material participa-
tion tests. While the discussion in this section 
focuses on nonrental business activities, similar 
due diligence duties apply to a tax professional 
preparing a return for a taxpayer claiming the 
real estate professional exception to the passive 
activity loss rules. 

Estimating Participation
The extent of an individual’s participation in an 
activity may be established by any reasonable 
means. Contemporaneous daily time reports, 
logs, or similar documents are not required if the 
extent of such participation may be established 
by other reasonable means. Reasonable means 
may include but are not limited to the identifica-
tion of services performed over a period of time 
and the approximate number of hours spent per-
forming such services during such period, based 
on appointment books, calendars, or narrative 
summaries [Treas. Reg. § 1.469-5T(f)(4)]. Iden-
tification of services performed and hours spent 
may also come from electronic sources, such as 
emails and mobile apps. 

Practitioner Note
Record Reconstruction

If the taxpayer does not have records to sub-
stantiate Schedule C income and expenses, the 
tax practitioner may need to help him or her 
reconstruct the records. The tax practitioner can 
use available documentation to help the client 
prepare a reasonable estimate of the taxpayer’s 
business income and expenses to support the 
information reported on Schedule C.  

Insufficient or Inconsistent Records
After interviewing the taxpayer and reviewing 
the available supporting material, the tax prac-
titioner must determine whether he or she rea-
sonably believes that the information presented 
is substantially correct.

The tax practitioner has a professional 
responsibility to prepare returns that are accu-
rate, and if he or she is not satisfied with the tax-
payer’s records, the tax practitioner may suggest 
filing the return without an EIC claim. The tax 
practitioner may also inform the taxpayer of pos-
sible repercussions of filing a false EIC claim and 
refuse to prepare the return. 

Due Diligence—Estimating 
Material Participation

A tax practitioner’s duty to exercise due diligence 
when preparing a tax return also extends to the 
characterization of a business loss as active or 
passive. This section explains how a tax practi-
tioner’s ethical duty to exercise due diligence 
applies when records are not available, and the 
taxpayer is using estimates to substantiate mate-
rial participation.
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2. A taxpayer has not received a Schedule K-1 
for a pass-through entity at the time the tax 
return is to be filed. 

3. There is litigation pending (for example, a 
bankruptcy proceeding) that bears on the 
return. 

4. Fire, computer failure, or natural disaster 
destroyed the relevant records.

[AICPA SSTS No. 4, Explanation]

Practitioner Note
Professional-Organization Standards 

Professional-organization standards are usually 
binding only on members of the professional 
organization. For example, the AICPA’s State-
ments on Standards for Tax Services (SSTS) are 
enforceable tax practice standards for members 
of the AICPA. Regardless, professional-organi-
zation standards help define professional duties 
and are instructive for tax practitioners who are 
not members of the organization, and some 
states follow the AICPA Rules of Professional 
Conduct.

Case Law
Case law generally indicates that a post-event 
estimate of time spent in an activity is not rea-
sonable if the estimate is unsupported by records 
or testimony that corroborate the estimate. This 
section reviews cases in which the courts consid-
ered estimates of material participation created 
after the fact, and it identifies what courts have 
found to be reasonable means to estimate mate-
rial participation.

Bailey v. Commissioner
In Bailey v. Commissioner, T.C. Memo. 2001-296, 
the taxpayer kept daily calendars that contained 
various appointments related to her law practice 
and real estate activities. In preparation for trial, 
she prepared a separate summary report of her 
calendars for the tax years at issue. Each summary 
report provided an estimate of the total number 
of hours spent on activities related to each rental 
property and gave a general description of the 
activities that the taxpayer performed. 

While the daily calendar indicated the num-
ber of visits made to the rental properties, the cal-
endar did not quantify the number of hours that 

Cross-Reference
Engagement Letters 

To help the tax practitioner comply with the Cir-
cular 230 §§ 10.33 and 10.37 duties to use reason-
able efforts to identify and ascertain the facts, a 
good engagement letter will describe the infor-
mation that the tax practitioner expects the cli-
ent to supply. The engagement letter should also 
affirmatively state that the client is responsible 
for providing complete and accurate informa-
tion and the tax practitioner is not responsible 
for verifying the information the client provides. 
See pages 9–13 in the 2016 National Income 
Tax Workbook for a discussion of the key com-
ponents of an engagement letter, and a sample 
engagement letter.

Professional Organization Standards
AICPA SSTS No. 4 sets forth the applicable 
standards for members when using the taxpay-
er’s estimates in the preparation of a tax return. 
A member may advise on estimates used in the 
preparation of a tax return, but the taxpayer has 
the responsibility to provide the estimated data. 
Unless prohibited by statute or by rule, a member 
may use the taxpayer’s estimates in the prepara-
tion of a tax return if it is not practical to obtain 
exact data and if the member determines that the 
estimates are reasonable based on the facts and 
circumstances known to the member. 

When the taxpayer’s records do not ade-
quately reflect material participation, the use of 
estimates by a taxpayer in determining the hours 
of participation may be appropriate. The tax 
practitioner may prepare a tax return using a tax-
payer’s estimates of the missing data. 

The AICPA SSTS No. 4 further clarifies that 
estimated amounts should not be presented in a 
manner that provides a misleading impression 
about the degree of factual accuracy. The tax 
practitioner does not have to specifically disclose 
that an estimate was used; however, such disclo-
sure should be made in unusual circumstances 
where nondisclosure might mislead the taxing 
authority regarding the degree of accuracy of the 
return. Some examples of unusual circumstances 
include the following: 

1. A taxpayer has died or is ill at the time the 
return must be filed. 
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Schumann v. Commissioner
In Schumann v. Commissioner, T.C. Memo. 2014-
138, the taxpayer testified about his extensive 
real estate activities. He prepared a narrative 
summary of his activities but did not keep a con-
temporaneous log or an appointment calendar 
tracking his activities. He produced bank records, 
copies of checks, and receipts but they did not 
show how many hours the taxpayer spent work-
ing on his properties. The court did not accept 
the narrative summary as proof that the taxpayer 
materially participated in his rental activities.

Hailstock v. Commissioner
In Hailstock v. Commissioner, T.C. Memo. 2016-
146, the taxpayer testified credibly and in detail 
about her duties in operating her real estate rental 
business. The court found her narrative sum-
mary convincing because she owned numerous 
rental properties and conducted her business as 
a “one-man operation” without being otherwise 
employed. The court cautioned the taxpayer 
to construct contemporaneous time logs for 
her future real estate endeavors but found her 
detailed and credible testimony to be a “reason-
able means” of proof. 

Kline v. Commissioner
In Kline v. Commissioner, T.C. Memo. 2015-144, 
the taxpayers did not maintain a contemporane-
ous log of the time spent on their boat charter 
activities. However, they used email communica-
tions and records of the length and destination of 
the boat charters to develop a log of the time they 
spent. Although the taxpayers did not contempo-
raneously record their time, the court found that 
the time entries they provided reasonably recon-
structed the hours that they spent in the charter 
business.

Birdsong v. Commissioner
In Birdsong v. Commissioner, T.C. Memo. 2018-
148, the taxpayer used her calendar and receipts 
to produce a spreadsheet that reconstructed the 
hours that she spent on her rental management 
activities in the first half of the year at issue. For 
the second half of the year at issue, the taxpayer 
created a spreadsheet using a contemporaneous 
log that she maintained on her phone. The log 
documented the date, location, time, and descrip-
tion of each task she performed. The taxpayer 

the taxpayer spent on her rental activities. The 
court found that the taxpayer’s estimates of time 
were uncorroborated and did not reliably reflect 
the hours that she devoted to her rental real estate 
activities. She assigned hours to activities years 
later, and in preparation for trial, based solely on, 
in her judgment and experience, how much time 
the activities must have taken her. The court con-
cluded that a postevent “ballpark guesstimate” 
did not substantiate the taxpayer’s time spent on 
her rental real estate activities.

Tolin v. Commissioner
In Tolin v. Commissioner, T.C. Memo. 2014-65, 
the taxpayer prepared a narrative summary in 
which he described the work he performed in 
connection with his thoroughbred horse activity 
and estimated the time he spent performing such 
work for each of the years at issue. He prepared 
the summary with the assistance of his attorney 
in preparation for trial, using telephone records, 
credit card invoices, and other contemporaneous 
materials. The court found that the nature and 
extent of the activities described in the narrative 
summary were corroborated by phone records, 
third-party witness testimony, the parties’ com-
prehensive stipulations of fact, and other contem-
poraneous materials. [In contrast, see Bartlett v. 
Commissioner, T.C. Memo. 2013-182, in which 
the court held that a credible narrative summary 
was not sufficient to establish material participa-
tion absent corroborating evidence such as phone 
records or other contemporaneous documenta-
tion of participation.]

Practitioner Note
Penalties

The failure to keep adequate books and records 
or to substantiate items properly is negligence 
for purposes of the I.R.C. § 6662 accuracy-related 
penalty. The section 6662 penalty for an under-
payment due to negligence or disregard of rules 
or regulations has been applied in cases where 
taxpayers kept inadequate or inaccurate records 
of material participation.
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analyze data; consider and apply appropriate 
valuation approaches and methods; and use pro-
fessional judgment in developing the estimate of 
value (whether a single amount or a range) [VS 
§ 100.11]. 

In determining whether the tax practitioner 
can reasonably expect to complete the valuation 
engagement with professional competence, the 
AICPA Statements on Standards for Valuation 
Services direct the tax practitioner to consider, at 
a minimum, the following:

1. Subject entity and its industry
2. Subject interest
3. Valuation date
4. Scope of the valuation engagement

a. Purpose of the valuation engagement
b. Assumptions and limiting conditions 

expected to apply to the valuation 
engagement

c. Applicable standard of value (for exam-
ple, fair value or fair market value) and the 
applicable premise of value (for example, 
going concern)

d. Type of valuation report to be issued, 
intended use and users of the report, and 
restrictions on the use of the report

5. Governmental regulations or other profes-
sional standards that apply to the subject 
interest or to the valuation engagement

[VS § 100.12]

Practitioner Note
Terms of the Valuation Engagement

The tax practitioner should have a written rep-
resentation letter regarding the engagement 
to be performed. The letter should include, 
at a minimum, the identity of the client; the 
nature, purpose, and objective of the valuation 
engagement; the client’s responsibilities; the 
tax practitioner’s responsibilities; any applicable 
assumptions and limiting conditions; the type of 
report to be issued; the standard of value to be 
used; the use of and limitations of the valuation; 
and any obligation to update the valuation.

supplied receipts and invoices that substantiated 
the hours she logged and testified credibly and 
in detail about her active and extensive rental 
real estate activities. The court found that the tax-
payer substantiated the time that she spent on her 
rental real estate activities.

Due Diligence—Valuations

A tax practitioner may be asked to perform valu-
ations of businesses or business ownership inter-
ests for many purposes, including the following:

1. Business sales
2. Partner and shareholder buyouts
3. Partner and shareholder buy-ins
4. Litigation such as marital dissolution, a credi-

tor’s claim or bankruptcy, or disputes among 
owners

5. Gift or estate tax planning and returns 
6. Charitable contribution reporting
7. Income tax and other financial planning

The tax practitioner must comply with his or 
her ethical duties to perform a valuation compe-
tently and objectively, and to be free from a con-
flict of interest.

Professional Competence
Circular 230 § 10.35 requires a tax practitioner 
to possess the necessary competence to engage 
in practice before the IRS. Competent practice 
requires the appropriate level of knowledge, skill, 
thoroughness, and preparation necessary for the 
matter for which the practitioner is engaged. 
The AICPA General Standards Rule states that 
a member shall undertake only those profes-
sional services that the member or the member’s 
firm can reasonably expect to be completed with 
professional competence [ET §§ 1.300.001 and 
2.300.001]. 

The AICPA Statements on Standards for 
Valuation Services states that performing a valu-
ation engagement with professional competence 
involves special knowledge and skill. A valua-
tion analyst should possess a level of knowledge 
of valuation principles and theory and a level 
of skill in the application of such principles that 
will enable him or her to identify, gather, and 
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Disclosure and Consent
If a conflict of interest exists and the tax practi-
tioner reasonably believes that he or she can still 
provide competent and diligent representation, 
the tax practitioner must disclose the nature of 
the conflict of interest to the clients and other 
parties affected by the conflict and obtain their 
informed written consent to perform the services. 

American Bar Association (ABA) Model Rule 
1.4(b) states that a lawyer must “explain a matter 
to the extent reasonably necessary to permit the 
client to make informed decisions regarding the 
representation.” At a minimum, informed con-
sent necessitates an understanding of 

1. what is involved in the transaction, and 
2. the scope of the risk in having the tax practi-

tioner provide services when there is a poten-
tial or actual conflict of interest. 

Figure 2.3 shows a sample conflict of interest 
waiver. Each affected client who waives a con-
flict of interest must give informed consent, con-
firmed in writing. The client must give the written 
confirmation within a reasonable time after the 
informed consent, but not later than 30 days. The 
practitioner must retain copies of the written con-
sents for at least 36 months from the date of the 
conclusion of the representation of the affected 
clients, and the practitioner must provide the 
written consents to any officer or employee of the 
IRS on request [Circular 230 § 10.29].

Conflict of Interest
Generally, tax practitioners may not represent a 
client if the representation involves a conflict of 
interest. A conflict of interest exists if the repre-
sentation of one client will be directly adverse to 
another client; or there is a significant risk that 
the representation of one or more clients will be 
materially limited by the practitioner’s responsi-
bilities to another client, a former client, or a third 
person, or by a personal interest of the practitio-
ner [Circular 230 § 10.29]. 

A tax practitioner who is asked to perform a 
valuation may have a conflict of interest in the 
following situations:

1. Valuing marital property for two spouses 
who are in divorce proceedings

2. Valuing a partnership interest for a partner-
ship and the departing partner

3. Valuing S corporation shares for an S cor-
poration redeeming shares of a retiring 
shareholder

4. Advising a client regarding the value of an 
investment in a business that is owned by 
another client

5. Providing valuation services to a client with 
contemplated or pending legal proceedings 
against another client 

6. Providing valuation services to several clients 
seeking to form a joint venture

Evaluate the Conflict of Interest
When a conflict of interest has been identified, 
the practitioner must evaluate the conflict of inter-
est to determine if the practitioner will be able to 
provide competent and diligent representation to 
each affected client. In cases where an identified 
conflict could be so significant that the tax prac-
titioner’s duties to one client will impede his or 
her duty to competently and diligently represent 
another client, the practitioner must decline to 
perform the valuation services.
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FIGURE 2.3 Sample Conflict of Interest Waiver—Valuation Engagement

Dear Mr. and Mrs. Roberts:

This letter will confirm and is in follow-up to my recent conversations with each of you in which 
you requested that I value your partnership for purposes of your marital dissolution proceeding. I 
would be pleased to assist you with this matter, subject to the following understandings.

We have discussed the possibility that this representation could create a potential conflict of interest 
because you are in the process of dissolving your marriage, and you jointly own the partnership. In 
my opinion, I believe that I can provide competent and diligent valuation services. This is because 
I represent and provide tax services for the partnership and not any individual partner. You have 
each retained an attorney and a tax adviser to represent your individual interests. Also, our office is 
not in possession of any confidential information that would be relevant or material to these issues. 

It is recognized and understood that differences may exist or become evident during the course 
of my provision of valuation services. Potential conflicts of interest include but are not limited to 
disputes over the valuation methodology, applicable assumptions, and discounts. If your interests 
are adverse and I can no longer provide competent and diligent representation, I may be required 
to terminate representation.

If you have further questions about anything set forth in this letter, please call me to discuss them. 
Otherwise, please sign this letter and return it to me via mail, fax, or email to signify that you have 
been fully informed as to the nature of any potential conflict that could arise out of my representa-
tion in this matter, you have been provided a reasonable opportunity to seek the advice of inde-
pendent counsel of your choice regarding these potential conflicts and waivers thereof, and you 
knowingly and voluntarily consent to the representation. Please keep a copy for your records.

Thank you for allowing me to assist you and for your anticipated understanding of the need for this 
letter.

Very truly yours,

Sharon D. Peterson, CPA 

ACKNOWLEDGED AND AGREED October 19, 2020

________________________
MANDY ROBERTS
________________________
RANDY ROBERTS

Note: Conflict of interest issues are very fact specific. To obtain consent to a conflict of interest, the tax practitioner 
and client must discuss the specific issues causing the conflict, as well as the potential adverse consequences of a 
waiver. For this reason, a sample waiver form is not appropriate in all circumstances.
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Substantial Portion
A person who renders tax advice on a position 
that is directly relevant to the determination of the 
existence, characterization, or amount of an entry 
on a return or claim for refund will be regarded 
as having prepared that entry. Whether a sched-
ule, entry, or other portion of a return or claim 
for refund is a substantial portion is determined 
based on whether the person knows or reason-
ably should know that the tax attributable to the 
schedule, entry, or other portion of a return or 
claim for refund is a substantial portion of the tax 
required to be shown on the return or claim for 
refund. A single tax entry may constitute a sub-
stantial portion of the tax required to be shown 
on a return. Factors to consider in determining 
whether a schedule, entry, or other portion of a 
return or claim for refund is a substantial portion 
include but are not limited to 

■■ the size and complexity of the item relative 
to the taxpayer’s gross income, and

■■ the size of the understatement attributable 
to the item compared to the taxpayer’s 
reported tax liability.

[Treas. Reg. § 301.7701-15(b)(3)]

Firm Liability
There is only one individual within a firm who 
is primarily responsible for each position on 
the return or claim for refund giving rise to an 
understatement. In the course of identifying the 
individual who is primarily responsible for the 
position, the IRS may advise multiple individu-
als within the firm that it may be concluded that 
they are the individual within the firm who is pri-
marily responsible. In some circumstances, there 
may be more than one tax return preparer who 
is primarily responsible for the position(s) giving 
rise to an understatement if multiple tax return 
preparers are employed by, or associated with, 
different firms. 

To  the  ex ten t  prov ided  in  Treas . 
Reg. §§ 1.6694-2(a)(2) and 1.6694-3(a)(2), an 
individual and the firm that employs the indi-
vidual, or the firm of which the individual is a 

UNDERSTATEMENT OF LIABILITY Penalties apply to a paid tax 
return preparer who understates a tax liability.

Failure to comply with ethical due diligence obli-
gations may result in return preparer penalties. 
I.R.C. § 6694 imposes penalties on tax return 
preparers for the understatement of liability on 
a return due to an unreasonable position or due 
to willful or reckless conduct. This section dis-
cusses who is subject to the penalty, imposition 
and amount of the penalty, and reasonable cause 
for penalty relief. It also explains when tax prac-
titioners can rely on information provided by 
the taxpayer or others, and when tax practitio-
ners must verify information from taxpayers and 
verify information on previously filed returns to 
avoid the penalty.

Tax Return Preparers

For purposes of the section 6694 penalty, a tax 
return preparer is any person who prepares for 
compensation, or who employs one or more per-
sons to prepare for compensation, a tax return 
or claim for refund. A tax return preparer who 
prepares a substantial portion of a return or claim 
for refund is treated as if he or she prepared the 
return or claim for refund.

The following persons are not tax return 
preparers:

1. A person who furnishes typing, reproducing, 
or other mechanical assistance

2. A person who prepares a return or claim for 
refund of the employer (or of an officer or 
employee of the employer) by whom he or 
she is regularly and continuously employed

3. A person who prepares a return or claim for 
refund as a fiduciary

4. A person who prepares a claim for refund 
for a taxpayer in response to any notice 
of deficiency issued to such taxpayer or in 
response to any waiver of restriction after 
the commencement of an audit of such tax-
payer or another taxpayer if a determination 
in such audit of such other taxpayer directly 
or indirectly affects the tax liability of such 
taxpayer
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Willful or Reckless Conduct

In general, a penalty is imposed on any tax 
return preparer who prepares a return or claim 
for refund and any part of an understatement of 
liability is due to willful or reckless conduct. Con-
duct is willful or reckless if the preparer makes a 
willful attempt in any manner to understate the 
liability for tax on the return or claim, or shows a 
reckless or intentional disregard of rules or regu-
lations [I.R.C. § 6694(b)].

Amount of the Penalty

The following penalties may be imposed under 
section 6694:

■■ For positions other than those with respect 
to tax shelters and reportable transactions, 
the section 6694(a) penalty is the greater of 
$1,000 or 50% of the income derived (or to 
be derived) by the tax return preparer for 
an understatement of tax liability that is due 
to an undisclosed position for which the 
tax return preparer did not have substantial 
authority or due to a disclosed position for 
which there is no reasonable basis. 

■■ For positions with respect to tax shelters 
or reportable transactions, the penalty is 
the greater of $1,000 or 50% of the income 
derived (or to be derived) by the tax return 
preparer for an understatement of tax liabil-
ity for which it is not reasonable to believe 
that the position would more likely than not 
be sustained on its merits. 

■■ For a willful attempt to understate tax liabil-
ity or reckless or intentional disregard of 
rules or regulations, the penalty is the greater 
of $5,000 or 50% of the income derived (or 
to be derived) by the tax return preparer.  

partner, member, shareholder, or other equity 
holder, may both be subject to a penalty under 
section 6694 with respect to the position(s) on 
the return or claim for refund giving rise to an 
understatement. 

Unreasonable Positions

Under I.R.C. § 6694(a), if a tax return preparer pre-
pares any return or claim for refund with respect 
to which any part of an understatement of liabil-
ity is due to an unreasonable position, and the tax 
return preparer knew (or reasonably should have 
known) of the position, the tax return preparer is 
subject to a penalty. 

Understatement of Liability
An understatement of liability means any under-
statement of the net amount of tax payable or 
any overstatement of the net amount of a tax 
credit or refund. Generally, the determination 
of whether there is an understatement of liabil-
ity is made without regard to any administrative 
or judicial action involving the taxpayer [Treas. 
Reg. § 1.6694-1].

Standard of Reasonableness
A position is unreasonable unless there is or was 
substantial authority for the position. If the tax 
return preparer discloses the position, and it is 
not a tax shelter or reportable transaction, the 
position is reasonable if there is a reasonable basis 
for the position. If the position is with respect to 
a tax shelter or a reportable transaction, the posi-
tion is reasonable if it is reasonable to believe that 
the position would more likely than not be sus-
tained on its merits.

Cross-Reference
Substantial Authority

See the “Rulings and Cases” chapter in this work-
book for a discussion of what constitutes sub-
stantial authority.
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understatement is of a relatively immate-
rial amount. However, even an immaterial 
understatement may not qualify for the rea-
sonable cause and good faith exception if the 
error or errors creating the understatement 
are sufficiently obvious or numerous.

4. Tax return preparer’s normal office practice. The 
tax return preparer’s normal office practice, 
when considered together with other facts 
and circumstances, such as the knowledge 
of the tax return preparer, indicates that the 
error in question would occur rarely and 
the normal office practice was followed in 
preparing the return or claim for refund. A 
normal office practice must be a system for 
promoting accuracy and consistency in the 
preparation of returns or claims for refund 
and generally would include, in the case of a 
signing tax return preparer,
a. checklists, 
b. methods for obtaining necessary informa-

tion from the taxpayer, 
c. a review of the prior year’s return, and 
d. review procedures. 

The reasonable cause  and good faith ex-
ception does not apply if there is a flagrant 
error on a return or claim for refund, a pat-
tern of errors on a return or claim for refund, 
or a repetition of the same or similar errors 
on several returns or claims for refund.

5. Reliance on advice of others. For purposes of 
demonstrating reasonable cause and good 
faith, a tax return preparer may rely without 
verification upon advice and information fur-
nished by the taxpayer and information and 
advice furnished by another adviser, another 
tax return preparer, or other party (but see 
the later discussion regarding the duty to ver-
ify information). The tax return preparer may 
rely in good faith on the advice of, or sched-
ules or other documents prepared by, the tax-
payer, another adviser, another tax return 
preparer, or other party (including another 
adviser or tax return preparer at the tax return 
preparer’s firm), who the tax return preparer 
had reason to believe was competent to ren-
der the advice or other information. The 
advice or information may be written or oral, 
but in either case the burden of establishing 
that the advice or information was received is 

Practitioner Note
Penalty Abatement

The IRS will abate the penalty if the tax return 
preparer establishes at any time in a final admin-
istrative determination or a final judicial decision 
that there was no understatement of liability 
relating to the position(s) on the return or claim 
for refund. If the penalty is abated, any penalty 
already paid will be refunded.

Reasonable Cause

Under Treas. Reg. § 1.6694-2(e), the penalty 
under section 6694(a) will not be imposed if, 
considering all the facts and circumstances, it is 
determined that the understatement was due to 
reasonable cause and that the tax return preparer 
acted in good faith. Factors to consider include 
the following:

1. The nature of the error causing the understate-
ment. The error resulted from a provision that 
was complex, uncommon, or highly techni-
cal, and a competent tax return preparer 
reasonably could have made the error. The 
reasonable cause and good faith exception, 
however, does not apply to an error that 
would have been apparent if the return pre-
parer had reviewed the return or claim for 
refund.

2. Frequency of errors. The understatement was 
the result of an isolated error (such as an inad-
vertent mathematical or clerical error) rather 
than several errors. Although the reasonable 
cause and good faith exception generally 
applies to an isolated error, it does not apply 
if the isolated error is so obvious, flagrant, or 
material that the return preparer should have 
discovered it during a review of the return or 
claim for refund. In addition, the reasonable 
cause and good faith exception 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 rea-
sonable cause and good faith exception.

3. Materiality of errors. The understatement 
was not material in relation to the cor-
rect tax liability. The reasonable cause and 
good faith exception generally applies if the 
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upon information furnished by the taxpayer or 
another party. The tax return preparer is not 
required to audit, examine, or review books and 
records, business operations, documents, or other 
evidence to verify information provided by the 
taxpayer or other party. 

The tax return preparer, however, may not 
ignore the implications of information furnished 
to the tax return preparer or actually known by the 
tax return preparer. The tax return preparer must 
make reasonable inquiries if the information as 
furnished appears to be incorrect or incomplete. 
Additionally, some provisions of the Internal 
Revenue Code or regulations require that specific 
facts and circumstances exist (for example, that 
the taxpayer maintain specific documents) before 
the taxpayer can claim a deduction or credit. For 
example, I.R.C. § 274 requires substantiating 
records to claim the travel deduction. The tax 
return preparer must make appropriate inquiries 
to determine the existence of facts and circum-
stances required by a code section or regulation 
as a condition of the claiming of a deduction or 
credit. 

Verification of Information on 
Previously Filed Returns 
For purposes of sections 6694(a) and (b), includ-
ing meeting the “reasonable to believe that the 
position would more likely than not be sustained 
on its merits” and “reasonable basis” standards 
and demonstrating reasonable cause and good 
faith, a tax return preparer may rely in good 
faith without verification upon a tax return that 
has been previously prepared by a taxpayer or 
another tax return preparer and filed with the IRS 
[Treas. Reg. §1.6694-1(e)(2)]. For example, a tax 
return preparer who prepares an amended return 
(including a claim for refund) does not have to 
verify the positions on the original return. 

The tax return preparer, however, may not 
ignore the implications of information furnished 
to the tax return preparer or actually known by 
the tax return preparer. The tax return preparer 
must make reasonable inquiries if the information 
on the return appears to be incorrect or incom-
plete. The tax return preparer must also confirm 
that the position being relied upon has not been 
adjusted by examination or otherwise. 

on the tax return preparer. A tax return pre-
parer is not considered to have relied in good 
faith if 
a. the advice or information appears to be 

unreasonable;
b. the tax return preparer knew or should 

have known that the other party providing 
the advice or information was not aware of 
all relevant facts; or

c. the tax return preparer knew or should 
have known (given the nature of the tax 
return preparer’s practice), at the time the 
return or claim for refund was prepared, 
that the advice or information was no lon-
ger reliable due to developments in the 
law since the time the advice was given.

6. Reliance on generally accepted administrative 
or industry practice. The tax return preparer 
reasonably relied in good faith on generally 
accepted administrative or industry prac-
tice in taking the position that resulted in 
the understatement. A tax return preparer is 
not considered to have relied in good faith if 
the tax return preparer knew or should have 
known (given the nature of the tax return 
preparer’s practice), at the time the return 
or claim for refund was prepared, that the 
administrative or industry practice was no 
longer reliable due to developments in the 
law or IRS administrative practice since the 
time the practice was developed.

Verification of Information

Treas. Reg. § 1.6694-1(e) sets forth the tax practi-
tioner’s duties to verify information furnished by 
the taxpayer or another party, and to verify infor-
mation on a previously filed return. 

Verification of Information 
Furnished by Taxpayer or Other 
Party 
For purposes of sections 6694(a) and (b), including 
demonstrating that a position complied with rel-
evant standards under section 6694(a) and dem-
onstrating reasonable cause and good faith under 
section 1.6694-2(e), the tax return preparer gen-
erally may rely in good faith without verification 
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Circular 230
Under Circular 230 § 10.30, a tax practitioner 
may not, with respect to any IRS matter, use any 
form of public communication containing a false, 
fraudulent, misleading, or deceptive statement 
or claim. Similarly, the tax practitioner may not 
assist or accept assistance from any person or 
entity who obtains clients using false, fraudulent, 
or coercive claims or otherwise uses misleading 
or deceptive advertising [Circular 230 §10.30(d)].

A referral service that recommends a tax prac-
titioner without explaining the basis for the rec-
ommendation could be misleading, particularly 
if the service recommends any tax practitioner 
who pays a fee. However, if the service explains 
the basis for the recommendation (e.g., based on 
years of education, experience, professional cre-
dentials or accreditation, or similar objective cri-
teria), such advertising is likely not misleading. 
A for-profit referral service cannot mislead the 
public into thinking that it is sponsored by a state 
agency or nonprofit professional association. 

Professional-Organization Standards
The AICPA Code of Professional Conduct 
§ 1.600.001 states that a member in public prac-
tice may not seek to obtain clients by advertis-
ing or other forms of solicitation in a manner that 
is false, misleading, or deceptive. Solicitation by 
coercion, overreaching, or harassing conduct is 
prohibited. Under section 1.600.010, an activity 
may be false, misleading, or deceptive if it 

1. creates false or unjustified expectations of 
favorable results; 

2. implies the ability to influence any court, tri-
bunal, regulatory agency, or similar body or 
official; 

3. contains a representation that specific profes-
sional services in current or future periods 
will be performed for a stated fee, estimated 
fee, or fee range when it was likely at the time 
of the representation that such fees would be 
substantially increased, and the prospective 
client was not advised of that likelihood; or 

REFERRALS This section reviews ethical considerations for a tax 
practitioner who makes or receives referrals.

Online referral services and referral incentives 
can help tax practitioners meet potential clients 
and generate new business. A referral to other 
professionals may be necessary if an issue is not 
within the tax practitioner’s areas of expertise. 
When the tax practitioner pays for referrals, or 
refers clients to other professionals, the tax practi-
tioner must comply with his or her ethical duties 
under Circular 230, professional-organization 
standards, and state law. 

Paying for Referrals 

A tax practitioner may pay others to recommend 
the practitioner’s services, or pay others for gen-
erating client leads, such as internet-based client 
leads. Internet-based referral services may be for 
profit or nonprofit (e.g., a state board of accoun-
tancy). Those services may require a flat fee for 
participation, a flat fee for transmitting the tax 
practitioner’s name to a potential client, or a flat 
fee for every client secured as a result of a refer-
ral. Typically, the referral services advertise but 
do not solicit clients directly, and the client must 
initiate contact with the referral service to receive 
a referral. 

Except in limited circumstances, discussed 
later, tax practitioners may participate in both 
nonprofit and for-profit internet-based refer-
ral services. However, the tax practitioner must 
ensure that the referral service communications 
comply with the requirements for advertising, 
and the practitioner must disclose payment of 
any referral fee. 

Advertising
A tax practitioner who accepts assignments or 
referrals from a referral service must act reason-
ably to ensure that the activities of the plan or ser-
vice do not violate the practitioner’s ethical and 
professional obligations. Referral services com-
municate with the public, and such communica-
tions must comply with the rules for advertising.
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made through use of a referral service or client’s 
testimonial statements. 

However, objectively determinable claims 
or assertions about the practitioner are usually 
allowed. For example, a referral service could 
communicate the number of years that the tax 
practitioner has been preparing tax returns, 
actual accomplishments of the practitioner, the 
extent to which other clients of the referral ser-
vice were satisfied or pleased with the practitio-
ner’s services, and other verifiable facts.

Disclosure of Referral Fees Paid
The AICPA Code of Professional Conduct 
§ 1.520.001 states that a member who pays a 
referral fee to obtain a client must disclose the 
payment to the client in writing. NASBA Model 
Code Rule 104 states that a licensed CPA can-
not pay a commission to a third party to obtain 
a client unless, prior to being engaged by the cli-
ent, the licensee discloses to the client in writing 
that he or she paid a commission, and the amount 
of the commission. Rule 104 does not apply to 
payments made by a licensee for the purchase of 
all, or a material part, of an accounting practice, 
or to retirement payments to persons formerly 
engaged in the practice of public accountancy.

Making Referrals

Tax practitioners may refer a taxpayer to another 
professional. The referral may be to someone 
with expertise in another area, or a referral 
because the tax practitioner has a conflict of inter-
est. The referral to another professional may be 
made pursuant to a reciprocal referral arrange-
ment, and in some cases the tax practitioner may 
receive a referral fee or commission for providing 
a referral. This section discusses a tax practitio-
ner’s ethical obligations when making a referral 
to another professional.

Referral to Another Professional
A taxpayer may ask the tax practitioner for a 
referral or the tax practitioner may determine the 
need for professional advice or services that is 
not within the practitioner’s expertise. The client 
may expect that the tax practitioner has screened 
the professional or will supervise his or activities. 

4. contains any other representations that would 
be likely to cause a reasonable person to mis-
understand or be deceived. 

State Law
Under state law, a licensed CPA typically may 
not solicit an engagement to perform professional 
services by any communication or other means 
that is false, misleading, or deceptive; or would 
create false or unjustified expectations.

Use of the Term Expert 
In some states, a licensed CPA or CPA firm can-
not use statements or communications that state, 
imply, or claim that the licensee has received for-
mal recognition as a specialist or expert or has 
any specialized expertise in any aspect of the 
practice of public accountancy without stating 
from whom the recognition was received. Thus, 
a statement by a referral service that indicates 
that the CPA specializes in a particular field may 
violate the rules. However, it may be acceptable 
to state that the practitioner “limits practice to” 
or “concentrates in” certain service or areas of 
practice. 

Creating False Expectations of  
Favorable Results 
States in general prohibit a licensed CPA or CPA 
firm from using statements in advertisements that 
are intended or likely to create false or unjusti-
fied expectations of favorable results. Thus, tax 
practitioners must be cautious about a referral 
service using statements or words that tend to 
imply, predict, or guarantee a definite outcome. 
Statements such as “We can reduce your taxes,” 
“We guarantee you a refund,” or “We can make 
your business more profitable” may violate the 
rules. However, statements such as “Our goal is 
to reduce your taxes” or “Our goal is to make 
your business more profitable” may be allowed. 

Laudatory Statements 
State law may prohibit statements that describe 
or refer to the quality of services offered or per-
formed. These laws typically prohibit statements 
that indicate or imply that the professional ser-
vices are of “exceptional quality,” or other 
self-laudatory statements. They also prohibit 
comparisons with other practitioners. Typically, 
these statements are prohibited even if they are 
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3. Follow up with a written communication to 
the client stating that it is the client’s respon-
sibility to evaluate, select, and engage other 
professionals and the tax practitioner will not 
supervise the other professional’s activities

Figure 2.4 is a sample disclosure for a tax 
practitioner who refers a client to another tax 
practitioner with more expertise in a certain area 
of the tax law.

The tax practitioner should do some or all the fol-
lowing before making a referral:

1. Perform preliminary diligence to investi-
gate the professional’s background, training, 
experience, reputation, professional creden-
tials, and licensing.  

2. Provide the client with several referrals and 
encourage the client to contact more than one 
professional and make his or her own deter-
mination about which professional to choose.

FIGURE 2.4 Sample Written Disclosure for a Referral

Dear Mr. Johnson,

You have requested our assistance to identify a qualified tax professional to assist you with filing a 
tax return for your irrevocable trust. The following local tax practitioners have been in tax practice 
for at least 10 years each, and are each a member of the Montana Society of CPAs Committee on 
Trusts and Estates:

Aaron Adams (406) 111-1111
Bettina Bryant (406) 222-2222
Chester Carlson (406) 333-3333

The referrals are listed in alphabetical order, and we do not recommend any one professional. You 
must conduct your own due diligence and evaluate which professional has the necessary education 
and experience to prepare the trust returns. It is your responsibility to engage and supervise the 
professional that you select. Please let us know if you would like additional referrals.

Reciprocal Referrals
A tax practitioner may agree to refer clients to 
another tax practitioner or another professional 
(such as a lawyer or financial adviser), in return 
for that person referring clients to the tax prac-
titioner. Such reciprocal referral arrangements 
must not interfere with the tax practitioner’s ethi-
cal duties. Reciprocal referral agreements should 
not be exclusive and should not be indefinite, and 
the tax practitioner should review the arrange-
ment regularly to ensure that it complies with the 
tax practitioner’s legal and ethical duties. 

Under Circular 230 § 10.30(d), a tax practitio-
ner may not, in matters related to the IRS, assist, 
or accept assistance from, any person or entity 
who, to the knowledge of the practitioner, obtains 
clients or otherwise practices in a manner that 
violates the Circular 230 rules regarding advertis-
ing and solicitation (discussed earlier). State laws 
and professional standards may also apply. For 

example, Rule 502-2 of the Code of Professional 
Conduct of the New York State Society of Certi-
fied Public Accountants states the following:

Members are often asked to render pro-
fessional services to clients or customers 
of third parties. Such third parties may 
have obtained such clients or custom-
ers as the result of their advertising and 
solicitation efforts. Members are permit-
ted to enter into such engagements. The 
member has the responsibility to ascer-
tain that all promotional efforts are within 
the bounds of the Rules of Conduct. Such 
action is required because the members 
will receive the benefits of such efforts by 
third parties, and members must not do 
through others what they are prohibited 
from doing themselves by the Rules of 
Conduct.
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Disclosure of Referral Fees Received
A tax practitioner who receives a permitted com-
mission or referral fee must disclose the com-
mission or fee to the client in writing [AICPA 
Code of Professional Conduct § 1.520.001]. The 
disclosure should be given at the time the refer-
ral is being made so that the client can decide 
whether to act on the recommendation [AICPA 
Frequently Asked Questions: General Ethics 
Questions].

NASBA Model Code Rule 103 states the 
following:

A licensee who receives or agrees to 
receive other compensation with respect 
to services or products recommended, 
referred or sold by him to another per-
son shall, no later than the making of such 
recommendation, referral or sale, make 
the following disclosures to such other 
person in writing: (a) if the other person 
is a client, the nature, source and amount 
of all such other compensation; and (b) if 
the other person is not a client, the nature 
and source only of any such other com-
pensation received from a third party. 
The disclosure required by this Rule shall 
be made regardless of the amount of the 
other compensation involved. This Rule 
does not apply to payments received 
from the sale of all, or a material part, of 
an accounting practice, or to retirement 
payments to persons formerly engaged in 
the practice of public accountancy. 

Professional-organization standards and state 
laws may also apply to the disclosure of a referral 
fee. For example, a California CPA who receives 
a permitted referral fee must disclose receipt of 
the referral fee. The disclosure must, at a mini-
mum, satisfy the following requirements:

1. Be in writing and be clear and conspicuous
2. Be signed by the recipient of the product or 

service
3. State the amount of the commission or the 

basis on which it will be computed
4. Identify the source of the payment and the 

relationship between the source of the pay-
ment and the person receiving the payment

Receipt of a Fee for Making  
a Referral
A tax practitioner may be offered a fee or commis-
sion for referring a client to another professional. 
This section discusses when a tax practitioner 
may be prohibited from receiving a referral fee 
or commission, the tax practitioner’s duty to dis-
close receipt of a referral fee or commission, and 
other ethical obligations when accepting a fee or 
commission for a referral.  

Prohibited Fees and Commissions
The AICPA Code of Professional Conduct 
§ 1.520.001 states that a member in public prac-
tice cannot receive a commission for recom-
mending or referring to a client any product or 
service when the member or the member’s firm 
also performs for that client

1. an audit or review of a financial statement;
2. a compilation of a financial statement when 

the member expects, or reasonably might 
expect, that a third party will use the finan-
cial statement and the member’s compilation 
report does not disclose a lack of indepen-
dence; or

3.  an examination of prospective financial 
information.

This prohibition applies during the period 
in which the member is engaged to perform any 
of these services and the period covered by any 
historical financial statements involved in such 
listed services.

Practitioner Note
State Laws and Standards

Under some state CPA societies’ codes of profes-
sional conduct, a CPA may accept a fee or commis-
sion for providing a client with services of a third 
party only where the services of a third party are 
provided in conjunction with professional ser-
vices that the CPA provides to the client. A CPA 
cannot solicit or accept a fee or commission solely 
for the referral of a client to a third party.
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Integrity and Objectivity
Tax practitioners must maintain integrity and 
objectivity when providing professional services, 
and that duty extends to a tax practitioner mak-
ing a referral. To maintain integrity and objectiv-
ity when making a referral, the practitioner must 
act in the client’s interest, and not knowingly 
misrepresent facts or subordinate his or her judg-
ment to others. The practitioner may also have an 
affirmative duty to determine that the referral is 
appropriate for the client.

5. Be presented to the client at or prior to the 
time the recommendation of the product or 
service is made

[California Society of CPAs Code of Professional 
Conduct, Rule 503]

WHISTLEBLOWER AWARDS This section reviews when a tax 
practitioner can participate in the IRS Whistleblower Program.

I.R.C. § 7623 gives the IRS authority to reward 
individuals (whistleblowers) who provide infor-
mation leading to the collection of tax, interest, 
and/or penalties against a taxpayer (whistleblower 
awards). In fiscal year 2019, the IRS Whistle-
blower Office made 181 awards to whistleblow-
ers totaling $120,305,278 (before funding limits). 
As a result of the claims, the IRS collected more 
than $616,773,127 [Whistleblower Program Fis-
cal Year 2019 Annual Report to Congress].

While providing services to a client, a tax 
practitioner may become aware of a substan-
tial underreporting of tax. Such noncompliance 
could include underreporting on a client’s tax 
return, or a return filed by the client’s spouse or 
employer. 

Tax practitioners may have a strong financial 
incentive to use the information obtained from 
the taxpayer in a submission to the IRS Whistle-
blower Office, and such a report may fulfill a 
tax practitioner’s duty to protect the public from 
financial and corporate fraud. However, confi-
dentiality and nondisclosure rules may prohibit 
disclosure in some circumstances, and disclo-
sure may create a conflict of interest. This sec-
tion reviews whistleblower awards; and discusses 
disclosure, confidentiality, and conflict of interest 
rules that that a taxpayer must consider before 
making a whistleblower report. This section also 
reviews the limited guidance for a tax practitioner 
who becomes aware of a substantial underpay-
ment of tax.

Whistleblower Awards

Under I.R.C. § 7623, the IRS can pay awards 
for detecting underpayments of tax or detect-
ing and convicting persons who have violated 
the internal revenue laws. A taxpayer submits a 
whistleblower claim on Form 211, Application 
for Award for Original Information. The statu-
tory award is generally between 15% and 30% of 
the amount collected (10% when the information 
provides less substantial information). The Whis-
tleblower Office may reduce an award if the infor-
mant planned and initiated actions leading to the 
underpayment. If the informant is convicted of 
criminal conduct related to the underpayment, 
the IRS will deny the award.

The Whistleblower Office will reject a claim 
for an award filed by an ineligible whistleblower 
and will provide written notice of the rejection to 
the whistleblower. The following individuals are 
not eligible to file a claim for an award or receive 
an award under section 7623:

1. An individual who is an employee of the 
Department of Treasury or was an employee 
of the Department of Treasury when the indi-
vidual obtained the information on which the 
claim is based

2. An individual who obtained the informa-
tion through the individual’s official duties 
as an employee of the federal government, 
or who is acting within the scope of those 
official duties as an employee of the federal 
government
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practitioner to disclose a taxpayer’s noncompli-
ance with tax laws, but the tax practitioner must 
consider his or her duty of confidentiality and 
other ethical duties (discussed later).

For purposes of section 7216, tax return prepar-
ers include, but are not limited to, the following:

1. Return preparers who are engaged in the 
business of preparing returns

2. Preparers who assist in preparing returns or 
hold themselves out as return preparers

3. Casual preparers who are compensated
4. Electronic return originators
5. Electronic return transmitters
6. Intermediate service providers
7. Software developers
8. Reporting agents

Tax return information is all information tax 
return preparers obtain from taxpayers or other 
sources in any form or manner that is used to pre-
pare tax returns, or that is obtained in connection 
with the preparation of returns. It also includes all 
computations, worksheets, and printouts prepar-
ers create; correspondence from the IRS during 
the preparation, filing, and correction of returns; 
statistical compilations of tax return information; 
and tax return preparation software registration 
information. Uses of tax return information are 
occurrences where tax return preparers refer to, 
or rely on, tax return information as the basis to 
take or permit actions. 

Cross-Reference
Sample Client Consent 

A tax practitioner can disclose most tax return 
information with the written consent of the cli-
ent. The consent must be in writing; it cannot 
be verbal [I.R.C. §§ 6713 and 7216]. Pursuant to 
Treas. Reg. § 301.7216-3, the consent must specify 
the identity of the recipient, the tax return infor-
mation to be disclosed, the purpose of the disclo-
sure, and the particular use authorized. See page 
31 in the 2016 National Income Tax Workbook 
for a sample Consent to Disclose Information. 

Treas. Reg. § 301.7216-2 allows certain dis-
closures or uses without consent of the taxpayer, 
and tax return preparers may disclose any non-
privileged tax return information to an officer 

3. An individual who is or was required by fed-
eral law or regulation to disclose the informa-
tion or who is or was precluded by federal law 
or regulation from disclosing the information

4. An individual who obtained or had access to 
the information based on a contract with the 
federal government

5. An individual who filed a claim for award 
based on information obtained from an 
ineligible whistleblower for the purpose of 
avoiding the rejection of the claim that would 
have resulted if the claim was filed by the inel-
igible whistleblower

[Treas. Reg. § 301.7623-1]

Practitioner Note
Whistleblower Notification

Under the Taxpayer First Act of 2019, the IRS 
must notify whistleblowers when the case for 
which the whistleblower provided information is 
referred for an audit or examination and when 
the taxpayer that the whistleblower identified 
makes a tax payment. Upon written request of 
the whistleblower, the IRS can give him or her 
information on the status of the case and reasons 
for any award determination [I.R.C. § 6103(k)
(13)].

The IRS will protect the identity of the whis-
tleblower to the fullest extent permitted by the 
law. Under some circumstances, such as when the 
whistleblower is an essential witness in a judicial 
proceeding, it may not be possible to pursue the 
investigation or examination without revealing 
the whistleblower’s identity. These circumstances 
are rare, and the IRS will make every effort to 
notify the whistleblower before deciding whether 
to proceed in such a case [I.R.M. § 25.2.2.9].

I.R.C. § 7216 Nondisclosure

I.R.C. § 7216 prohibits a tax return preparer from 
disclosing any information furnished to him or 
her for, or in connection with, the preparation 
of a return, and prohibits a tax return preparer 
from using any such information for any purpose 
other than to prepare, or assist in preparing, any 
such return. Limited exceptions may allow a tax 
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and the tax practitioner cannot disclose a client’s 
or a third party’s understatement of tax liability 
without the client’s consent (unless required by 
law or regulation). 

Information that is available to the public 
includes, but is not limited to, information 

1. in a book, periodical, newspaper, or similar 
publication; 

2. in a client document that has been released 
by the client to the public or that has other-
wise become a matter of public knowledge; 

3. on publicly accessible websites, databases, 
online discussion forums, or other electronic 
media by which members of the public can 
access the information; 

4. released or disclosed by the client or other 
third parties in media interviews, speeches, 
testimony in a public forum, presentations 
made at seminars or trade association meet-
ings, panel discussions, earnings press release 
calls, investor calls, analyst sessions, investor 
conference presentations, or a similar public 
forum; 

5. maintained by, or filed with, regulatory or 
governmental bodies that is available to the 
public; or 

6. obtained from other public sources. 

Legal Duty to Disclose
Pursuant to the International Federation of 
Accountants (IFAC) Code of Ethics for Profes-
sional Accountants, there is a general requirement 
that information is confidential unless a “profes-
sional right or duty to disclose” exists [IFAC Code 
of Ethics for Professional Accountants § 140.7]. 
Legal duty may exist, for example, to respond to 
a request from the IRS or a summons. While a tax 
practitioner who encounters errors or omissions 
on a previously filed tax return must advise the 
taxpayer of the consequences of such noncompli-
ance under the Internal Revenue Code and Trea-
sury Regulations [Circular 230 § 10.21], the tax 
practitioner likely has no legal duty to voluntarily 
report an underpayment of tax. 

or employee of the IRS [Treas. Reg. § 301.7216-
2(b)]. There are no conditions that a preparer is 
required to satisfy before making a disclosure to 
the IRS. In addition, a tax return preparer may 
disclose nonprivileged tax return information to 
a federal, state, or local official to inform the offi-
cial of activities that may constitute a violation of 
any criminal law or to assist the official in inves-
tigating a violation of criminal law [Treas. Reg. 
§ 301.7216-2(q)].

Cross-Reference
Privilege

If privilege does not apply, a lawful request for 
information by the IRS will override a tax practi-
tioner’s duties of confidentiality and nondisclo-
sure, and the IRS can compel the tax practitioner 
to disclose confidential information [Circular 
230 § 10.20]. See pages 5–9 in the 2017 National 
Income Tax Workbook for a discussion of when 
information is privileged.

Duty of Confidentiality

When a tax practitioner suspects or encounters a 
failure to report or pay tax, the practitioner may 
have conflicting responsibilities to the taxpayer, 
the public, the government, and the profession. 
Just because disclosure is allowed under I.R.C. 
§ 7216 does not mean that it is allowed under 
other rules, regulations, and standards, or that 
disclosure is advisable. The tax practitioner must 
consider all his or her duties to a client, including 
the duty of confidentiality. This section discusses 
when a tax practitioner can or must report non-
compliance with the tax laws and regulations.

Disclosure with Client Consent
Under the AICPA “Confidential Client Informa-
tion” rule (AICPA Code of Professional Conduct 
§ 1.700.001), a member in public practice cannot 
disclose any confidential client information with-
out the specific consent of the client. Confidential 
client information is any information obtained 
from the client that is not available to the pub-
lic. Thus, confidential information could include 
information obtained from the client about the 
client’s employer, spouse, or other third party; 
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AICPA Guidance
The AICPA has proposed guidance for a tax 
practitioner who encounters noncompliance 
with laws or regulations (NOCLAR). Under the 
AICPA Professional Ethics Division’s Proposed 
Interpretations, Responding to Non-Compliance 
with Laws and Regulations, March 10, 2017, 
whistleblowing an understatement of tax liability 
without client consent likely violates confidential-
ity obligations. Instead, the proposed guidelines 
recommend that the tax practitioner obtain an 
understanding of the matter and discuss the mat-
ter with the appropriate level of management 
and, when appropriate, those charged with gov-
ernance and advise them to rectify, remediate, or 
mitigate the consequences of the noncompliance. 

International Code of Ethics for 
Professional Accountants
The International Ethics Standards Board for 
Accountants (IESBA) provides for limited 
instances wherein an accountant may whistle-
blow. Specifically, section 360 addresses respond-
ing to NOCLAR. It states that accountants may 
disclose the matter to an appropriate authority 
even when there is no legal or regulatory require-
ment to do so. However, in deciding whether to 
disclose to an appropriate authority, the tax prac-
titioner must consider whether doing so would be 
contrary to a law or regulation. 

Conflict of Interest

As discussed earlier, Circular 230 prohibits tax 
practitioners from representing a client if the 
representation involves a conflict of interest. A 
conflict of interest exists if there is a significant 
risk that the representation will be limited by a 
personal interest of the practitioner. Collecting 
a financial reward for disclosing confidential cli-
ent communications that are intended to result 
in criminal charges against the reported person 
could create a substantial conflict of interest. 

The tax practitioner must identify relation-
ships and situations that could create a conflict 
of interest. If, for example, the reported party is 
not a prior or current client, and the client con-
sents, in writing, to filing a whistleblower report, 
the tax practitioner must consider the harm to the 
reported party and his or her family, employer, 
or employees. If the reported party is an entity 
the tax practitioner must consider the harm to its 
employees, owners, investors, clients, lenders, 
suppliers, and vendors.

Guidance for the Tax Practitioner 

A tax practitioner who becomes aware that a cli-
ent substantially underreported or underpaid tax 
on a previously filed return has no legal duty to 
file a whistleblower report, and doing so likely 
violates the tax practitioner’s duty of confiden-
tiality and creates a conflict of interest. It is the 
IRS’s position that CPAs should never blow the 
whistle on their own tax clients, and the IRS will 
“expose practitioners unwisely thinking they can 
collect an award by informing on a client” [Chief 
Counsel Notice CC-2008-011].

The tax practitioner may obtain information 
from a client about noncompliance by a third 
party. In limited circumstances, the tax practitio-
ner may disclose that information (with the cli-
ent’s written consent and if there is no conflict of 
interest, as discussed earlier). This section reviews 
professional-organization standards that address 
a tax practitioner’s response to suspected or 
known noncompliance with the tax laws.
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confidential client information, and must under-
stand how the online fax service will preserve the 
confidentiality of data, including where the data 
is stored, who has access to the data, and how the 
data is backed up. 

The tax practitioner must make reasonable 
efforts to confirm that any third-party service 
provider is obligated to preserve client confiden-
tiality. At a minimum, the tax practitioner should 
review the service provider’s privacy policy to 
confirm that it is at least as protective as the tax 
practitioner’s own policy. Figure 2.5 shows the 
privacy policy for a commonly used internet fax 
service. 

ELECTRONIC DOCUMENT MANAGEMENT This section discusses 
online storage and transmission of records.

Technology has changed how tax practitioners 
access, transmit, and store information. The ethi-
cal duties to safeguard confidential information 
and preserve records also apply to electronic 
records. This section discusses how tax practi-
tioners using online faxing, digital storage and 
backups, and online portals must preserve the 
confidentiality and security of the file.

Duty to Keep Information 
Confidential

The tax practitioner must take steps to safeguard 
client information. Under the AICPA Code of 
Professional Conduct § 1.700.005, “Application 
of the Conceptual Framework for Members in 
Public Practice and Ethical Conflicts,” a member 
is in violation of the Confidential Client Infor-
mation Rule [§ 1.700.001] if the member cannot 
demonstrate that safeguards were applied that 
eliminated or reduced significant threats of unau-
thorized disclosure to an acceptable level. 

Cross-Reference
FTC Standards

The Federal Trade Commission (FTC) Standards 
for Safeguarding Customer Information Rule 
(the Safeguards Rule) applies to accountants, 
enrolled agents, or any other tax return preparer 
who is in the business of completing income tax 
returns. The Safeguards Rule sets forth standards 
for developing, implementing, and maintain-
ing reasonable administrative, technical, and 
physical safeguards to protect the security, con-
fidentiality, and integrity of customer records 
and information. See pages 18–19 in the 2016 
National Income Tax Workbook for additional 
information about the Safeguards Rule. 

Internet Faxing
Internet fax services send and receive documents 
in digital form. Typically, documents can be sent 
and received by email or an online portal. The 
online fax company hosts the data. The tax prac-
titioner has an ethical obligation to safeguard 

[Online Fax Service] will take commercially 
reasonable precautions, including, with-
out limitation, technical (e.g., firewalls and 
data encryption), administrative and physi-
cal measures, to help safeguard Customer’s 
Account, Account Data, and Customer Con-
tent against unauthorized use, disclosure, 
or modification.

FIGURE 2.5 Internet Fax Service  
Privacy Policy

Security Backup Programs and 
Online Data Storage
A tax practitioner may back up and/or store con-
fidential client material in the cloud (storing data 
on an internet-based platform instead of local 
devices). The Pennsylvania Bar Association’s 
Ethics Opinion 2011-200 concludes that client 
confidential material can ethically be stored in 
the cloud if the attorney takes reasonable care to 
assure that 

1. all such materials remain confidential;
2. and reasonable safeguards are employed 

to ensure that the data is protected from 
breaches, data loss, and other risks.

[Pennsylvania Bar Association Committee on 
Legal Ethics and Professional Responsibility Eth-
ical Obligations for Attorneys Using Cloud Com-
puting/ Software as a Service while Fulfilling the 
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to obtain copies of any security audits 
performed;

g. will host the firm’s data only within a 
specified geographic area that has rigor-
ous privacy laws, data security laws, and 
protections against unlawful search and 
seizure; 

h. provides a method of retrieving data if the 
lawyer terminates use of the product, the 
vendor goes out of business, or the service 
otherwise has a break in continuity; and

i. provides the ability for the law firm to 
retrieve data from the vendor’s or third-
party data hosting company’s servers for 
the firm’s own use or in-house backup 
offline

11. Investigating the provider’s 
a. security measures, policies and recovery 

methods; 
b. system for backing up data; 
c. security of data centers and whether the 

storage is in multiple centers; 
d. safeguards against disasters, including dif-

ferent server locations; 
e. history, including how long the provider 

has been in business;  
f. funding and stability; 
g. policies for data retrieval upon termina-

tion of the relationship and any related 
charges; and

h. process to comply with data that is subject 
to a litigation hold 

12. Determining whether data is in nonpropri-
etary format; that the Service Level Agree-
ment clearly states that the attorney owns the 
data; that there is a third-party audit of secu-
rity; and that there is an uptime guarantee 
and whether failure results in service credits

13. That employees of the firm who use the cloud-
based service must receive training on and 
are required to abide by all end-user security 
measures, including, but not limited to, the 
creation of strong passwords and the regular 
replacement of passwords. 

14. Protecting the ability to represent the client 
reliably by ensuring that a copy of digital data 
is stored onsite

Duties of Confidentiality and Preservation of Cli-
ent Property Formal Opinion 2011-200] 

Ethics Opinion 2011-200 defines the stan-
dard of reasonable care for cloud computing to 
include the following:

1. Backing up data to allow the firm to restore 
data that has been lost, corrupted, or acciden-
tally deleted

2. Installing a firewall to limit access to the firm’s 
network

3. Limiting information that is provided to oth-
ers to what is required, needed, or requested

4. Avoiding inadvertent  d isc losure  of 
information 

5. Verifying the identity of individuals to 
whom the attorney provides confidential 
information 

6. Refusing to disclose confidential informa-
tion to unauthorized individuals (including 
family members and friends) without client 
permission

7. Protecting electronic records containing con-
fidential data, including backups, by encrypt-
ing the confidential data

8. Implementing electronic audit trail proce-
dures to monitor who is accessing the data 

9. Creating plans to address security breaches, 
including the identification of persons to be 
notified about any known or suspected secu-
rity breach involving confidential data 

10. Ensuring the provider 
a. explicitly agrees that it has no ownership 

or security interest in the data; 
b. has an enforceable obligation to preserve 

security; 
c. will notify the lawyer if requested to pro-

duce data to a third party, and provide the 
lawyer with the ability to respond to the 
request before the provider produces the 
requested information;

d. has technology built to withstand a reason-
ably foreseeable attempt to infiltrate data;

e. includes in its “Terms of Service” or “Ser-
vice Level Agreement” an agreement 
about how confidential client information 
will be handled;

f. provides the firm with a right to audit 
the provider’s security procedures and 
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Duty to Preserve Documents

Traditional rules that require retention of records 
apply to electronically stored records. The tax 
practitioner has an ethical duty to protect such 
records from becoming corrupted, inaccessible, 
or inadvertently lost. A tax practitioner relying 
on cloud computing for storage of documents 
must also consider whether the service provider’s 
data retention and destruction policies are consis-
tent with the practitioner’s policies. 

Tax Practitioner Record Retention 
Requirements
Tax return preparers must comply with the record 
retention requirements of Treas. Reg. § 1.6107-
1(b), which states, 

A person who is a signing tax return pre-
parer of any return or claim for refund 
shall – 
(i) (A) Retain a completed copy of the 
return or claim for refund; or 
(B) Retain a record, by list, card file, or 
otherwise of the name, taxpayer identi-
fication number, and taxable year of the 
taxpayer (or nontaxable entity) for whom 
the return or claim for refund was pre-
pared, and the type of return or claim for 
refund prepared; 
(ii) Retain a record, by retention of a copy 
of the return or claim for refund, mainte-
nance or a list, card file, or otherwise, for 
each return or claim for refund presented 
to the taxpayer (or nontaxable entity), of 
the name of the individual tax return pre-
parer required to sign the return or claim 
for refund pursuant to §1.6695-1(b); and
(iii) Make a copy or record of returns 
and claims for refund and record of 
the individuals required to sign avail-
able for inspection upon request by the 
commissioner. 

The tax return preparer must retain these 
records and keep them available for inspection for 
the 3-year period following the close of the return 
period during which the preparer presented the 
return or claim to the taxpayer (or nontaxable 
entity) for signature [Treas. Reg. § 1.6107-1(b)

15. Having an alternate way to connect to the 
internet, because cloud service is accessed 
through the internet

Client Portals
Web-based portals store digital client files and 
exchange encrypted information. A client por-
tal is a secure way to share files with clients. It 
requires the client to login with a username and a 
strong password.

Practitioner Note
Email

Unencrypted email is generally not a secure 
method to transmit confidential information. A 
thorough client engagement letter will address 
email and other electronic communication. It 
should specify the types of communications 
that will be (and will not be) sent by email and 
whether encryption and other security measures 
will be used.

The Texas Disciplinary Rules of Professional 
Conduct Opinion 648 identifies circumstances in 
which communication should be transmitted by 
encrypted email or another form of communica-
tion (such as client portal). Under Opinion 648, 
examples of such circumstances include any of 
the following:

1. Communicating highly sensitive or confiden-
tial information

2. Sending an email to or from an account that 
the email sender or recipient shares with 
others

3. Sending an email to a client when it is pos-
sible that a third person (such as a spouse in 
a divorce case) knows the password to the 
email account, or to an individual client at 
that client’s work email account

4. Sending an email from a public computer or 
a borrowed computer or where the lawyer 
knows that the emails the lawyer sends are 
being read on a public or borrowed computer 
or on an unsecure network

5. Sending an email if the lawyer knows that 
the email recipient is accessing the email on 
devices that are potentially accessible to third 
persons or are not protected by a password
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Cloud Storage Provider Record 
Retention
Tax practitioners should carefully review the 
cloud storage provider’s record retention policy 
to ensure that it requires the retention of records 
for at least the time period specified in the tax 
practitioner’s record retention policy. Some 
companies limit the time for retention of records 
and disclaim responsibility for storing records. 
Figure 2.6. shows the record retention policy 
of a commonly used internet fax service. Figure 
2.7 is a sample record retention policy.

(2)]. Thus, Treasury Department guidelines for 
tax return preparers require them to retain cli-
ents’ records for a period of at least 3 years, but 
the conservative practitioner may adopt a record 
retention policy that requires retention for a lon-
ger period, and state law may differ.

Tax practitioners should develop a record 
retention policy and communicate that policy to 
clients. See the later example of a record reten-
tion policy.

FIGURE 2.6 Internet Fax Service Record Retention Policy

If you elect to have storage for your [Internet Fax Company] account, the Company will store fax 
messages received through your [Internet Fax Company] Corporate Number. The Administrator 
has the ability to set the retention period for stored faxes, measured from the date of receipt of 
such fax. You may access these faxes through the online [Internet Fax Company] Message Center. 
You acknowledge that the Company may change its practices and limitations concerning storage 
of fax messages, including without limitation, the maximum number of days that fax messages will 
be retained, the maximum number of messages stored at any one time, and the maximum storage 
space that will be allotted on the Company’s servers on your behalf, at any time, as provided for in 
Section 5. You further agree that, subject to applicable law, the Company has no responsibility or 
liability whatsoever for the storage, deletion of, or failure to store any fax messages and/or other 
communications maintained or transmitted by the Services.

Practitioner Note
Hosting Services

In 2018, the AICPA Professional Ethics Executive 
Committee finalized a Hosting Services Interpre-
tation. It concludes that when members provide 
hosting services, they are maintaining internal 
control over a client’s data or records, which 
presents a threat to the independence of a tax 
practitioner who provides certain audit or review 
services for that client. Hosting services include 
keeping the client’s data or records on the client’s 
behalf (e.g., storing the client’s general ledger 
information, supporting schedules or other legal 
documents on the tax practitioner’s server). See 
the Hosting Services Interpretation for a descrip-
tion of four scenarios that create hosting services 
and impair independence, and six scenarios that 
do not create hosting services.
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FIGURE 2.7 Sample Record Retention Policy

Application. This Record Retention Policy (“Policy”) applies to ABC Accounting, Inc. (ABC). All 
records and documentation, both physical and electronic are subject to the retention requirements 
of this Policy.

Purpose. The purpose of this Policy is to ensure that records and documents are adequately retained 
in accordance with statutory and regulatory authority, and operational needs. This Policy is also 
intended to help ABC employees understand their obligations to retain electronic documents, 
including email, web files, text files, sound and movie files, PDF documents, and all other files. 

Administrator. The current acting President of ABC (the “Administrator”) is responsible for adminis-
tering this Policy and implementing policies and procedures to ensure that documents are retained 
for the required retention periods. The Administrator is authorized to modify the required reten-
tion periods to ensure that they comply with local, state, and federal laws and regulations.

Required Retention Periods. 

DOCUMENT OR RECORD RETENTION PERIOD

Original client records Return to the client as soon as possible

ABC generated client records, 
including returns and requests for 
refunds (other than returns that 
claim a loss from worthless securities 
or a bad debt deduction)

6 years

Work papers and analytic documents 
that do not establish basis in an 
asset

6 years

Work papers or other records that 
establish basis in an asset

6 years after the client disposes of the 
asset

Email correspondence 5 years

Returns that claim a loss from 
worthless securities or a bad debt 
deduction

7 years

Electronic Data Protection. Electronic data must be stored in an encrypted format. 

Disposal. When the retention period of a record or document has expired, the Administrator must 
review the document or record before disposing of the record. Physical copies shall be destroyed 
by shredding. Electronic records identified by the Administrator for disposal will be disposed of as 
directed by the ABC Information Technology expert. In the event of a government audit, investiga-
tion, or threatened or pending litigation, record disposal shall be suspended.

Protection. All records and documents will be stored in a safe, secure, and accessible manner and in 
accordance with ABC’s Data Security Plan.

This Record Retention Policy is intended for educational purposes. State laws for document retention may vary, and 
the tax practitioner should develop his or her own policy with the assistance of an attorney and an information 
technology specialist who are familiar with the conditions, rules, and requirements in the tax practitioner’s 
jurisdiction.
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Rev. Proc. 97-22, 1997-13 I.R.B. 9, provides 
guidance to taxpayers that maintain books and 
records using an electronic storage system and is 
useful to the tax practitioner. Under Rev. Proc. 
97-22, a taxpayer’s use of a third party to provide 
the taxpayer with an electronic storage system 
for its books and records does not relieve the tax-
payer of the responsibilities described in the rev-
enue procedure.

An electronic storage system must include 
the following: 

1. Reasonable controls to ensure the integrity, 
accuracy, and reliability of the electronic stor-
age system

2. Reasonable controls to prevent and detect 
the unauthorized creation of, addition to, 
alteration of, deletion of, or deterioration of 
electronically stored books and records

3. An inspection and quality assurance pro-
gram evidenced by regular evaluations of the 
electronic storage system including periodic 
checks of electronically stored books and 
records

4. A retrieval system that includes an index 
5. The ability to reproduce legible and readable 

hardcopies

IRS Requirements for Electronic 
Storage Systems
Taxpayers who electronically store records (either 
on a device or in the cloud) should meet the IRS 
requirements for an electronic storage system. 
An electronic storage system is any system for 
preparing or keeping records either by electronic 
imaging or by transfer to an electronic storage 
media. The following requirements apply:

1. Maintain the electronic storage systems for as 
long as they are material to the administra-
tion of tax. 

2. The storage system must index, store, pre-
serve, retrieve, and reproduce the electroni-
cally stored books and records in legible 
format.

3. All electronic storage systems must provide a 
complete and accurate record of data that is 
accessible to the IRS. 

The IRS may test the electronic storage sys-
tem, including the equipment used, indexing 
methodology, software, and retrieval capabili-
ties. This test is not considered an examination, 
and the IRS must share the results with the tax-
payer. If the electronic storage system meets the 
requirements listed earlier, the taxpayer is in 
compliance. If not, the taxpayer may be subject 
to penalties for noncompliance, unless he or she 
continues to maintain original hard copy books 
and records. For details on electronic storage 
system requirements, see IRS Publication 583, 
Starting a Business and Keeping Records.
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toward any person, race, religion, or culture. The 
case studies are based on fictitious persons and 
hypothetical situations. They are solely for edu-
cational purposes. 

CASE STUDIES The following 10 case studies illustrate common ethical 
challenges for the tax practitioner.

The following case studies are intended to pro-
mote a discussion of how ethical guidelines are 
applied in a tax practice. They are not intended 
to show malice, discrimination, or favoritism 

Case Study 1:  
Due Diligence

David Goldberg is a self-employed construction 
contractor. From March through October, David 
builds custom homes in Wyoming. In the win-
ter, he flies to Alaska, where he guides clients on 
back-country ski trips. Most of David’s ski clients 
are his friends, and they pay in cash. He allows 
them to pay whatever they can afford, which is 
sometimes zero.

David is single and has two children, ages 8 
and 10. He says that the children live with him 
full-time and he provides all their support. He 
does not have any childcare expenses. 

David wants to claim the EIC. David tells 
his tax return preparer, Wendy Jacobson, that 
in 2020 he earned $25,000 from the construc-
tion business and had no expenses. He received 
no 1099s. David also tells Wendy that he had a 
$5,750 loss from his guiding activities. 

1. What due diligence should Wendy perform 
to verify David’s construction income?

2. What due diligence should Wendy perform 
to verify David’s guiding loss?

3. What other due diligence steps should Wendy 
take? 

See the Case Study 1 Response on page 67.

Case Study 2: 
Whistleblower

Camo Corporation is a private manufacturer 
located in eastern Montana. Camo has 140 full-
time employees. Camo makes flashlights, radios, 
generators, and other disaster preparedness sup-
plies. In January 2020, Camo hired Jeff Kristensen 
to oversee production. In his third month on the 
job, Jeff discovered that Camo was substantially 
underreporting income on its state and federal 
income tax returns.

Jeff spoke with the CFO, Maria Kristensen, 
and urged her to correct the problem. Jeff and 
Maria used to be married and share custody of 
their 14-year old daughter. Maria agreed to cor-
rectly report income for 2020 but refused to 
amend previously filed returns or make payments 
for past periods. Maria told Jeff that demand for 
the company’s products had declined, and the 
company had just enough cash to make payroll 
each week. 

Jeff is considering making a complaint to the 
IRS, but he is concerned about retaliation. Jeff is 
also concerned that an IRS investigation could 
cause the already struggling company to lay 
off workers. Jeff asks his CPA, Dan Schultz, for 
advice.

1. Does either Dan or Jeff have an obligation to 
report the misconduct to the IRS?

2. If Jeff does not want to file a whistleblower 
claim, can Dan file the claim for him?

3. Before he files the claim, what should Dan 
do?

See the Case Study 2 Response on page 68.
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Case Study 4: Electronic 
Document Management

Whitehall Accounting Company has been gradu-
ally shifting to a paperless document storage and 
management system. They hired a summer intern 
to scan files and shred the paper copies. White-
hall retained an information technology specialist 
to implement procedures to protect the security 
of the system, including a cloud-based backup 
platform and a client portal to share files securely. 

Linda Brown retained Whitehall’s senior 
accountant, Gary Whitehall, to assist her with an 
examination of her 2019 individual income tax 
return. Linda provided Gary with copies of her 
2019 return and all supporting documentation. 
The Whitehall intern scanned all the documents 
and destroyed the paper documents. Gary filed 
Form 2848 and agreed to represent Linda in the 
examination. 

During the examination the IRS agent asked 
for substantiation of a residential energy credit 
that Linda claimed. Gary added the information 
request to the Whitehall client portal, which auto-
matically sent Linda an email notification alerting 
her that a file had been added. The deadline to 
provide additional information to the IRS passed, 
and Gary received no response from Linda.

The IRS sent Gary an additional request for 
production of a document that supports Linda’s 
claimed mileage deduction. Gary recalls seeing 
a paper copy of the driving log, but he cannot 
locate it on the server. Gary asked Linda if she 
retained a copy, but she gave Whitehall all her 
records.

1. Can Gary rely on the client portal to commu-
nicate important information to Linda? 

2. Can Gary and Linda recreate a new driving 
log and indicate that it is contemporaneous 
material? 

3. What should Whitehall Accounting Com-
pany have done to avoid these problems? 

See the Case Study 4 Response on page 69.

Case Study 3:  
Understatement of 
Liability

Gabrielle Perez is a seasonal tax return preparer. 
She has prepared returns for Amanda Arnold for 
the last 4 years. Amanda asked Gabrielle to pre-
pare her 2020 return. Gabrielle had Amanda com-
plete a questionnaire that asked about Gabrielle’s 
assets, liabilities, income, and expenses. Gabri-
elle reported the following on the questionnaire:

■■ $50,000 charitable contribution of real estate 
■■ $5,200 interest income reported on Form 
1099-INT, Interest Income

■■ $75,000 wage income reported on Form 
W-2 

Above the signature line, the questionnaire 
stated the following:

I, the undersigned, understand that I am 
responsible for providing complete and 
accurate information. I further under-
stand that my tax practitioner will rely on 
the information that I have provided to 
prepare my tax return or perform other 
services and has no obligation to verify 
the information that I have reported in 
this questionnaire.

Gabrielle prepared Amanda’s return based 
on this information. She signed the return as the 
preparer and filed the return. Several months 
later, Amanda returned with a notice of defi-
ciency. The IRS denied the charitable contribu-
tion deduction and assessed tax on unreported 
interest income from a bank account Amanda 
had opened in 2020.

1. Is Gabrielle subject to the section 6694 under-
statement of liability penalty for reporting the 
charitable deduction?

2. Is Gabrielle subject to the section 6694 pen-
alty for failing to report the interest income? 

3. If Gabrielle is subject to a section 6694 pen-
alty, how could she have prevented imposi-
tion of a penalty?

See the Case Study 3 Response on page 68.
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When a potential client contacts the referral 
service, it randomly generates a referral based on 
geography.

Abacus Tax Return Preparation also sends 
out an email to its existing clients, shown in Fig-
ure 2.8.

Case Study 5:  
Referral

Jim Stevens Tax Services provides bookkeeping 
and tax return preparation services for Jennifer 
Thomas, a successful lawyer. Jennifer asked Jim 
to recommend an investment adviser. Jim rec-
ommended an acquaintance, Robert O’Donnell. 
Robert sends Jim a lot of clients, and Jim wanted 
to reciprocate. Jim told Jennifer that he had 
known Robert for a long time, and Robert made 
several of his clients lots of money. Jim, Robert, 
and Jennifer met to review Jennifer’s investment 
and retirement planning goals. With Jennifer’s 
permission, Jim gave Robert a copy of Jennifer’s 
personal financial statement. 

Jennifer met with Robert several additional 
times, without Jim, and ultimately gave him 
$300,000 to invest for her in an offshore develop-
ment company that promised huge returns. The 
offshore company was not a legitimate business, 
and the investment was a worthless scam. Robert 
was convicted of defrauding Jennifer and several 
other investors. Jennifer later learned that Robert 
was unlicensed, and he did not have insurance. 
She was unable to recover her losses. 

1. Does Jennifer have a claim against Jim?
2. If so, what could Jim have done to prevent 

such a claim?

See the Case Study 5 Response on page 69. 

Case Study 6:  
Online Referral Service

To meet potential clients and generate new busi-
ness, Abacus Tax Return Preparation signs up 
with an online referral service. Abacus agrees 
to pay $35 for each referral. The referral service 
posts the following on its website:

Our referral team will find an expert tax 
professional for your business. Each of 
our referrals are hand-selected specifi-
cally for your small business, based on 
your individual needs, and will save you 
time and money. We guarantee your full 
satisfaction.

FIGURE 2.8 Abacus’s Existing Client Email

TO: CLIENT

FROM:  ABACUS TAX RETURN PREP

RE: $50 REFERRAL PROGRAM

Dear client, because almost all our growth 
comes from existing client referrals, we are 
now offering a generous referral program 
for our individual income tax clients. As a 
way of saying “thank you” for being a loyal 
customer we will give you $50 off your indi-
vidual income tax return (Form 1040) prepa-
ration fees for every client you refer to us. 
The more clients you refer to us, the more 
you save. For example, if you refer two peo-
ple you will save $100, and if you refer three 
people you will save $150.

1. Should Abacus participate in the online refer-
ral service?

2. Does the $50 referral program violate any 
ethical rules?

See the Case Study 6 Response on page 69.

Case Study 7:  
Due Diligence— 
Estimating Material 
Participation

Susan Lee is a full-time physician with substantial 
income. In 2019, Susan claimed that she materi-
ally participated in craft beer brewing business that 
generated a loss. Susan’s tax return preparer, Joe 
Allen, asked Susan how she calculated her hours 
of participation. In response, Susan produced a 
narrative of weekly activities showing over 500 
hours of participation. The narrative was dated 
April 14, 2020. The narrative describes Susan’s 
beer brewing activities, from her initial reading 
and research, procuring materials and supplies, 
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Case Study 9:  
Due Diligence— 
Valuations

Mark Thomas died in 2020 and was survived by 
his two children, Niles and Jessica. Prior to his 
death, Mark owned a successful manufacturing 
business. In preparation for retirement, Mark 
employed his son, Niles, with the intent that Niles 
gradually take over the business. Jessica lives in 
another state and is a successful engineer. Mark’s 
estate plan leaves the manufacturing business to 
Niles and directs the estate to make an equalizing 
distribution of real estate, stocks, and other assets 
to Jessica. Upon Mark’s death, Jessica asks Ellen 
Jamison, Mark’s CPA, to value the business. Niles 
and Jessica agree that Ellen is uniquely qualified 
to do the valuation because she has prepared the 
business tax returns for over 10 years. 

1. Can Ellen perform this valuation?
2. If so, what due diligence should Ellen per-

form before she does the valuation? 

See the Case Study 9 Response on page 70.

Case Study 10:  
Tax Advice

Greta Fitzgerald is a full-time nurse at the local 
hospital. Her 17-year-old son, Grant, competes 
in motocross competitions. He hopes to get 
sponsored and go pro. Greta is contemplating 
purchasing a motocross sports complex. Greta’s 
due diligence shows the complex is operating at 
a loss, but she hopes to add a restaurant, cocktail 
bar, and a small hotel to increase profit. On April 
4, 2020, she sent the following email to her tax 
practitioner, from her work email address:

Hey Kris. Quick question for you. I am 
thinking about buying the sports complex 
out on Highway 35. It would be a great 
place for Grant to practice for his compe-
titions. I am going to have to spend a lot 
to fix it up, but it could be worth it if those 
initial losses will offset my other income. 
What do you think? Do you have any 
other tax advice for me? Let me know 

brewing, bottling, and sampling the beer. The 
narrative shows the date and time of each activity 
but was clearly not prepared contemporaneously. 

1. Can Joe rely on Susan’s narrative and use 
the beer brewing loss to offset Susan’s other 
income?

2. What additional due diligence should Joe 
conduct? 

See the Case Study 7 Response on page 70.

Case Study 8:  
Advertising and 
Solicitation

In 2020, J&T Accounting launched an Instagram 
account to build its online reputation. Within 
the first week, J&T had 112 followers. Unfortu-
nately, J&T gained only a few followers after the 
first week. The principals of J&T were concerned 
that potential clients would decide to not follow 
the account based on the low number of follow-
ers. J&T decided to buy 1,000 followers for $100. 
These fake followers are accounts that have been 
created using fictitious email accounts.

J&T also has a LinkedIn account where it 
posts information about the firm and articles 
about tax issues. J&T encourages its clients to join 
its LinkedIn network and submit endorsements 
and recommendations, but few take the time to 
write a review. To grow its LinkedIn network, 
J&T is considering doing the following:

■■ Draft its own reviews and offer clients incen-
tives to post them

■■ Create a fake account and write its own 
reviews

■■ Pay a third party to write reviews

1. Does J&T’s Instagram marketing violate any 
ethical rules?

2. Are J&T’s proposed LinkedIn marketing 
strategies allowed?

See the Case Study 8 Response on page 70.
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inquiries to determine if David conducts the 
business for profit, if the expenses claimed 
are allowable business expenses, and if David 
has documentation to back up the amount 
claimed. Wendy could ask David the follow-
ing questions and document his reasonable 
answers:
a. How do you get your clients?
b. Do you have a license?
c. How much do you charge for each service?
d. Do you keep an appointment calendar or 

schedule each day?
e. What are your operating expenses? 
f. Are there any personal expenses included 

in the expenses on this list?
g. Do you have a separate bank account and 

credit card for the business?
h. Do you have bank records and credit card 

statements?

3. David has provided no information on who 
cares for his children while he is at work. It 
also seems unlikely that the children travel 
with David and attend different schools 
throughout the year. There is no information 
on the children’s other biological parent and 
her involvement. David’s $19,250 ($25,000 
− $5,750) annual income seems relatively 
low to support 3 people. Wendy may need to 
make further inquiries to determine if there 
are reasonable explanations for these incon-
sistencies. Wendy could ask David the fol-
lowing questions:
a. You did not list any dependent care 

expenses. Who cares for the children 
while you work?

b. Where do the children attend school?
c. There is no information on the chil-

dren’s other biological parent(s). Please 
explain the extent of the other parent’s 
involvement.

d. Does anyone else contribute to the chil-
dren’s support?

e. Do you have any other sources of income?

Wendy should contemporaneously doc-
ument the questions she asks David, and his 
responses. She should complete Form 8867 
truthfully and accurately. Wendy should use 
the appropriate worksheets to calculate the 

ASAP as my realtor said they have other 
interested buyers. Thanks. 

1. Should Kris respond to Greta’s email, and if 
so, how? 

2. How much information should Kris include? 
3. What if Kris does not know the answer to the 

questions? 

See the Case Study 10 Response on page 71. 

Case Study 1 Response

1. Wendy is required to exercise due diligence 
in determining David’s eligibility for the EIC 
and the amount of the EIC. She can rely in 
good faith, without verification, on informa-
tion furnished by David. However, Wendy 
must make reasonable inquiries if the infor-
mation furnished appears to be incorrect, 
inconsistent, or incomplete [Circular 230 
§ 10.22]. The information that David has 
provided about his construction company 
appears to be both inconsistent and incom-
plete, because it is unlikely that someone 
who operates a construction business has no 
business expenses. His annual gross receipts 
from the business are an exact, round dollar 
amount. 

Wendy must make additional reasonable 
inquiries regarding David’s business to de-
termine whether the information regarding 
income and expenses is complete. Wendy 
could ask David the following questions:
a. How did you compute your income? 
b. What types of records, if any, do you keep?
c. Do you purchase tools, supplies, or other 

items necessary for the business? 
d. Where are they purchased? 
e. How often are they purchased? 
f. Do you have any receipts?

Wendy should contemporaneously doc-
ument the questions she asks and David’s 
reasonable answers to her questions. She 
should retain copies of any documents that 
she reviewed.

2. David’s guiding activity loss maximizes the 
EIC, which starts to phase out above $19,330. 
Wendy must make additional reasonable 
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Case Study 3 Response

1. Amanda stated that she had made a charita-
ble contribution of real estate in the amount 
of $50,000 during the tax year, but Gabri-
elle did not inquire about the existence of a 
qualified appraisal or substantiation letter, or 
complete a Form 8283, Noncash Charitable 
Contributions, in accordance with the report-
ing and substantiation requirements under 
I.R.C. § 170(f)(11). An understatement of lia-
bility exists if, viewing the return or claim for 
refund as a whole, there is an understatement 
of the net amount payable with respect to any 
tax imposed by the Internal Revenue Code, 
or an overstatement of the net amount cred-
itable or refundable with respect to any tax 
imposed by the Code [I.R.C. § 6694]. Gabri-
elle reported the deduction, which resulted 
in an understatement of liability for tax, and 
signed the tax return as the tax return pre-
parer. She may be subject to a penalty under 
section 6694.

2. Amanda did not provide a Form 1099-
INT for any other bank accounts or list any 
other accounts on the questionnaire that she 
completed for Gabrielle. It was a new bank 
account, and had no interest reported in prior 
years. Gabrielle did not know that Amanda 
had an additional bank account that gener-
ated taxable income for 2020, and Amanda 
did not reveal this information to Gabrielle. 
Gabrielle signed the taxpayer’s return as the 
tax return preparer, and she should not be 
subject to a penalty under section 6694.

3. While Gabrielle is entitled to rely on the infor-
mation that Amanda provides, she neglected 
to request substantiation that is required by 
the Internal Revenue Code. Gabrielle should 
have asked Amanda if she received a substan-
tiation letter for the charitable contribution, 
and she should have asked for a copy of the 
qualified appraisal. Gabrielle should have 
submitted Form 8283, signed by the donor, 
the appraiser, and the donee, with the return.

EIC and retain copies of the worksheets and 
her calculations. As an added due diligence 
step, Wendy could document her review of 
Publication 3524, EITC Eligibility Checklist; 
Publication 596, Earned Income Credit; and 
complete and retain Form 886-H-EIC, Docu-
ments You Need to Prove You Can Claim 
an Earned Income Credit on the Basis of a 
Qualifying Child or Children. 

Case Study 2 Response

1. While Dan and Jeff may have an ethical 
obligation to report the underpaid tax, they 
likely have no affirmative legal obligation to 
notify the IRS. However, Dan will have an 
ethical obligation to disclose information to 
the IRS, if requested. He must, on a proper 
and lawful request by a duly authorized offi-
cer or employee of the IRS, promptly submit 
records or information in any matter before 
the IRS unless Dan believes in good faith 
and on reasonable grounds that the records 
or information are privileged [Circular 230 
§ 10.20]. 

2. With Jeff’s consent, Dan may legally be 
allowed to disclose confidential information 
to the IRS, but doing so could violate his 
other duties to his clients (such as the duty of 
due care and the duty to be free from conflicts 
of interest). It is likely that IRS investigation 
and assessment of penalties would shut down 
Camo Corporation. Jeff and others would lose 
their jobs, the IRS could take criminal action 
against the CFO and others responsible, and 
the Camo stock could become worthless. 

3. Dan must obtain Jeff’s written consent to the 
disclosure of confidential information. He 
must carefully consider whether a whistle-
blower claim would conflict with the inter-
ests of his other clients, some of whom are 
employees, managers, and investors in Camo 
Corporation.
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given Jennifer several referrals and encour-
aged her to contact more than one investment 
adviser and make her own determination 
about which to choose. Jim could also have 
sent Jennifer a letter confirming that it is Jen-
nifer’s responsibility to evaluate, select, and 
engage other professionals. See the sample 
written disclosure in Figure 2.4.

Case Study 6 Response

1. A tax practitioner cannot seek to obtain cli-
ents by advertising or other forms of solicita-
tion in a manner that is false, misleading, or 
deceptive. The claims of the online referral 
service may be false, misleading, or deceptive 
if they contain representations that would be 
likely to cause a reasonable person to misun-
derstand or be deceived. A referral service 
that recommends a tax practitioner without 
explaining the basis for the recommenda-
tion could be misleading. However, Abacus 
could participate in a referral service that rec-
ommends a tax practitioner based on price, 
geography, services provided, credentials, or 
similar objective criteria. Abacus must dis-
close to its referral clients that it paid a refer-
ral fee.

In some states, use of the term expert is 
misleading if it implies that a tax practitioner 
has received formal recognition as a special-
ist or expert or has any specialized expertise 
in any aspect of the practice of public ac-
countancy without stating from whom the 
recognition was received. Also, statements 
such as “We will save you time and money” 
or “We guarantee your full satisfaction” may 
imply, predict, or guarantee a definite out-
come, which creates a false or unjustified ex-
pectation of favorable results.

2. Abacus can pay clients for recommending 
its services if it discloses that payment to the 
referral clients. However, Abacus should not 
encourage clients to make laudatory state-
ments that indicate or imply that its profes-
sional services are of “exceptional quality,” 
or “better than any other tax practitioners.” 
Instead, Abacus should ask its clients to make 
referrals based on objectively determinable 
claims, such as the number of years that the 

Case Study 4 Response

1. While a client portal is an effective way to 
securely communicate confidential informa-
tion, it may not be appropriate for important 
and time-sensitive communication. Gary 
should exercise professional judgment, and, 
considering the importance of the transac-
tion and the time frame involved, he should 
have attempted to communicate with Linda 
by phone or mail to determine if she had sub-
stantiating information for the claimed credit.

2. Gary can help Linda create a new driving log 
based on her appointment calendar or other 
records that corroborate the information in 
the log. However, a copy of an original docu-
ment that differs in any way from the original 
is a distinct document. Gary should identify 
to the IRS that the original records were lost, 
and the recreated driving log is not the origi-
nal document. 

3. Whitehall should have an electronic docu-
ment management policy to help mitigate or 
eliminate the risks associated with transmit-
ting and storing documents electronically. 
That policy may mandate a client portal 
access agreement that establishes guidelines 
and terms and conditions of use, and limit 
use of the portal as the sole source of com-
munication for important and time-sensitive 
information. The policy should also require 
the return of original documents to clients, 
and address storage and backup of electronic 
records.

Case Study 5 Response

1. Jennifer could allege that she asked Jim to 
screen the investment adviser, and she relied 
on Jim’s representations about the invest-
ment adviser’s background, experience, and 
success rate. She could assert that Jim’s negli-
gent representations contributed to her finan-
cial loss. 

2. Jim should have performed preliminary dili-
gence to investigate Robert’s background, 
training, experience, reputation, professional 
credentials, and licensing. He should have 

COPYRIGHT 8/9/2020 LGUTEF



70   CASE STUDIES

Case Study 8 Response

1. A tax practitioner is responsible for the 
content on his or her social media. The 
practitioner must ensure that comments, 
endorsements, reviews, and other third-party 
posts are not false, misleading, or deceptive. 
Fictitious followers could give the mistaken 
impression that all those followers are clients 
of J&T or that all those followers endorse 
J&T’s services.

2. It is legitimate for a tax practice to ask cus-
tomers for feedback online, but J&T must 
comply with the rules on advertising and 
solicitation. It would be misleading for J&T 
to post recommendations or endorsements of 
skills from clients who do not have a factual 
basis for those recommendations or endorse-
ments. All three of J&T’s LinkedIn marketing 
strategies are likely misleading. Instead, J&T 
should explain to clients why online feedback 
is important and ask its clients to share their 
honest and objective experiences.

Case Study 9 Response

1. Jessica has asked Ellen to value the manufac-
turing business. Ellen can perform the valu-
ation of the business if she is competent to 
do so, and if she does not have a conflict of 
interest. Ellen may have a conflict of interest 
if there is a significant risk that representation 
of one client will either be directly adverse to 
the other client or will be materially limited 
by Ellen’s responsibilities to the other client. 
If Ellen’s duties to provide competent and 
diligent representation to the business, Niles, 
and Jessica may affect her ability to objec-
tively determine the value of the business and 
any appropriate discounts, the representation 
involves a conflict of interest. 

2. If Ellen reasonably believes that she will be 
able to provide competent and diligent rep-
resentation to Jessica, she should ask Niles 
and Jessica to each waive the conflict of inter-
est and give informed consent, confirmed 
in writing, prior to the representation. The 
waiver should

taxpayer has been a client, the types of ser-
vices received, actual accomplishments of the 
tax practitioner, the extent to which the client 
is satisfied or pleased with the practitioner’s 
services, and other verifiable facts.

The email announcing the $50 refer-
ral program is a commercial message. The 
header information is accurate, and the sub-
ject line accurately describes the content of 
the email. The message does not disclose that 
it is an advertisement and does not give the 
recipient the chance to opt out, as required 
by the CAN-SPAM Act.

Case Study 7 Response

1. While Joe can typically rely on informa-
tion that a client provides, without verifica-
tion, he must ask for additional information 
if the information provided appears to be 
inconsistent or incorrect. Susan’s estimate of 
extensive time spent on beer brewing may be 
inconsistent with her full-time work as a phy-
sician. The elements of recreation or pleasure 
(beer sampling) may indicate a lack of a profit 
motive.

2. Joe should request additional documenta-
tion to substantiate that Susan conducts her 
beer brewing activities for profit, and the 
methods that Susan used to approximate the 
time that she spent performing beer brewing 
activities are reasonable. It may be helpful for 
Joe to ask interview questions from the IRC 
§ 183: Activities Not Engaged in For Profit 
(ATG), Appendix B, and document Susan’s 
responses. While contemporaneous daily 
time reports are not required, Joe should 
assist Susan to substantiate her participation 
by other reasonable means, such as appoint-
ment books, calendars, phone records, credit 
card statements, and bank statements.
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Greta, in some cases, you can use a 
business loss to offset wage income. How-
ever, the character of your loss, and the 
ability to offset wage income, is contin-
gent on several factors. You must conduct 
the facility as a business, not a hobby. You 
must actively participate in the business 
and document that participation. Other 
loss limitations may apply. At this time, 
the 7-year depreciation for motorsports 
racing facilities has been extended only 
through 2020, which means that some 
of your improvements may be depreci-
ated over the standard 39-year life. Please 
schedule a time for us to meet and discuss 
the specific requirements for deductions 
and record keeping.

Disclaimer. Any tax advice in this 
email reflects our professional judgment 
based on our understanding of the facts 
provided to us and on current tax law. 
Tax law is subject to change. Subsequent 
changes in the facts provided to us, the 
law, or its interpretation may affect this 
advice. We are not responsible for updat-
ing our advice for subsequent changes in 
law or its interpretation.

3. If Kris is not able to answer Greta’s ques-
tion, he can research the answer, consult an 
expert, or refer Greta to another tax profes-
sional. If Kris decides to research the answer, 
at a minimum, Kris should start by reviewing 
the I.R.C. § 168(i)(15) list of what constitutes 
a motocross facility and ancillary and support 
facilities. 

a. make all parties aware that Ellen pre-
pares the business returns, and has been 
engaged by Jessica to perform a valuation 
of the business; and

b. clearly describe the scope of the engage-
ment, including her valuation methodol-
ogy, assumptions, and the intended use of 
the valuation. 
Ellen should ask both Niles and Jessica to 

sign the waiver and ask Niles to consent on 
behalf of the business.

Case Study 10 Response

1. Kris should consider that Greta has sent Kris 
an email from her work address, which may 
not be confidential. Kris must also determine 
if he can adequately provide advice in an 
email communication. Circular 230 § 10.33 
best practices include establishing the facts, 
determining which facts are relevant, evalu-
ating the reasonableness of any assumptions, 
relating the facts to the applicable law, and 
arriving at conclusions that are supported 
by the law and the facts. Best practices also 
include advising clients regarding the impor-
tance and potential consequences of the con-
clusions reached, including the avoidance of 
penalties if the taxpayer relies on the advice. 
A simple “yes” answer in this case may not be 
sufficient to fulfill Kris’s ethical obligations. 

2. AICPA SSTS No. 7, Form and Content of 
Advice to Taxpayers, FAQ 1, states that there 
is no required form or content for tax advice, 
but if the taxpayer requests written advice, 
Paragraph 7 of SSTS No. 7 provides factors 
to be considered when deciding on the for-
mat. One factor under SSTS No. 7 is the tax 
sophistication of the taxpayer. If the taxpayer 
does not understand the tax issues associ-
ated with the transaction, the written advice 
should provide a sufficient explanation so 
that someone without tax sophistication can 
understand how the tax law applies to him 
or her. In this case, Greta has a specific ques-
tion about the business loss. Kris would need 
to analyze the facts of the case and apply the 
laws to those facts. Kris’s sample response 
could include the following:
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