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The tax gap is the amount of tax liability that taxpayers  

do not pay on time. According to the most recent IRS 

data, the voluntary tax compliance rate for tax year  

2006 was 83 percent.1 This creates a gross tax gap of  

$450 billion for tax year 2006 (before accounting for late 

a payments and enforcement collections).2

Several initiatives designed to help narrow the tax 

gap are taking effect now. The Return Preparer Initiative 

(registration, competency testing, and continuing educa-

tion requirements for preparers), basis reporting for stocks 

(modified Form 1099-B (Proceeds from Broker and Barter 

Exchange Transactions)) and new Form 8949 (Sales and 

Other Dispositions of Capital Assests), merchant card 

reporting (new Form 1099-K (Merchant Card and Third 

Party Network Payments)), and increased foreign account 

reporting (voluntary disclosure programs and new Form 

8938 (Statement of Foreign Financial Assets)) are the most 

high profile initiatives. The IRS is also exploring how it 

could develop a “real-time tax system” that would allow 

for information matching when tax returns are filed with 

the IRS, instead of several months later.

MIND THE GAP
By Alison Flores, JD

While the generation gap, the achieve-
ment gap, and the income gap touch 
your personal life and the lives of your 
family and friends, the tax gap is quietly 
driving change in your professional life. 



The Return Preparer Initiative has another impor-

tant impact: it subjects tax return preparers who are 

not EAs, CPAs, or attorneys to the standards of conduct 

relating to practice before the IRS. These standards of 

conduct are contained in Circular 230, the regulations 

that govern practice before the IRS, and apply to the 

preparation of tax returns as well as to the representa-

tion of taxpayers before the IRS.3  

The standards of conduct include the following 

requirements: (1) the duty to inform clients of errors 

or omissions in a tax return or other document under 

Sec. 10.21; (2) the duty to use due diligence in the 

preparation of tax returns under Sec. 10.22; and (3) the 

duty to submit information to the IRS under Sec. 10.20. 

Practitioners should also be aware that they may be 

sanctioned for giving false or misleading information, 

or participating in any way in the giving of false or 

misleading information, to the IRS under Sec. 10.51(a)(4). 

Who has already fallen into the gap?
When a practitioner encounters an underreporting issue, 

s/he must follow Circular 230’s standards of conduct 

when addressing the issue. Let’s take a closer look at the 

tax gap before exploring how the standards of conduct 

Sec. 10.20 Information to be furnished.
(a) To the Internal Revenue Service.

(1) A practitioner must, on a proper and lawful request by a duly 

authorized officer or employee of the Internal Revenue Service, 

promptly submit records or information in any matter before the 

Internal Revenue Service unless the practitioner believes in good 

faith and on reasonable grounds that the records or information 

are privileged.

(2) Where the requested records or information are not in the 

possession of, or subject to the control of, the practitioner or 

the practitioner’s client, the practitioner must promptly notify 

the requesting Internal Revenue Service officer or employee 

and the practitioner must provide any information that the 

practitioner has regarding the identity of any person who the 

practitioner believes may have possession or control of the 

requested records or information. The practitioner must make 

reasonable inquiry of his or her client regarding the identity of 

any person who may have possession or control of the requested 

records or information, but the practitioner is not required to 

make inquiry of any other person or independently verify any 

information provided by the practitioner’s client regarding the 

identity of such persons.

(3) When a proper and lawful request is made by a duly authorized 

officer or employee of the Internal Revenue Service, concerning 

an inquiry into an alleged violation of the regulations in this part, 

a practitioner must provide any information the practitioner 

has concerning the alleged violation and testify regarding this 

information in any proceeding instituted under this part, unless the 

practitioner believes in good faith and on reasonable grounds that 

the information is privileged. 

(b) Interference with a proper and lawful request for records or 

information. A practitioner may not interfere, or attempt to 

interfere, with any proper and lawful effort by the Internal 

Revenue Service, its officers or employees, to obtain any record or 

information unless the practitioner believes in good faith and on 

reasonable grounds that the record or information is privileged.

(c) Effective/applicability date. This section is applicable beginning  

August 2, 2011. 

Subpart B — Duties and Restrictions Relating to Practice Before the Internal Revenue Service
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might apply to you in three different 

underreporting scenarios.

Individuals who underreport their 

business income (by $122 billion in 2006) and 

their corresponding self-employment taxes (by 

$57 billion in 2006)4 account for a full 40 percent of 

the tax gap. Honorable mention (for 15 percent of the 

tax gap) goes out to individuals who underreport non-

business income (by $68 billion in 2006).5 

The IRS notes that amounts that are subject to little 

or no information reporting (such as sole proprietor 

income, rents and royalties, farm income, income from 

the sale of business assets, and other income) had a net 

misreporting rate of 56 percent.6

That’s a lot of data; but it doesn’t tell us whether 

the underreporting is intentional, misguided, or 

uninformed. However, results from an IRS Taxpayer 

Oversight Board survey show that in 2011, 8 percent  

of taxpayers feel it is okay to cheat on their income taxes 

as much as possible (double the rate for 2010), and that  

6 percent believe it is acceptable to cheat a little here and 

there.7 Meanwhile, 79 percent of taxpayers said their 

personal integrity had a great deal of influence over 

whether they report and pay taxes honestly.8

Do these statistics lead you to the conclusion that 

a few of your clients might be inclined to underreport 

their income, or may have already done so? It is 

certainly possible. So let’s take a look at how you  

might be prepared to address underreporting issues 

that occurred in the past and that might come up in  

the present or future.

What’s Done Is Done 
What if you are preparing a current-year return for a 

new client and your client were to say to you, “I had a 

business truck that I sold a couple years back and I’ve 

been using my personal truck for business instead. I put 

all the truck expenses on my business return. It saves 

me a lot of 

money. Can 

you believe the 

price of gas? I heard 

it might get up to $5 a 

gallon this summer.” 

After talking some more, 

you realize your new client never 

reported the sale of the business 

truck and that vehicle expenses from the 

previous two years were reported incorrectly. 

What should you do? 

Under Circular 230, Sec. 10.21, you have a duty to 

promptly inform your client if you become aware of 

noncompliance, error, or omission.9 In this case, there 

is an omission (failure to report the sale of the truck), 

an error (incorrect reporting of truck expenses), and 

there may be some noncompliance involved to boot 

(potential lack of proper substantiation of expenses). 

You should tell the client the sale of the business 

truck needs to be reported on his tax return for the 

year of the sale and the vehicle expenses he reported for 

the past two years should be updated to ref lect he was 

driving a personal vehicle for business use. That would 

mean amending his previous returns, and he may owe 

more taxes.

What next? Under Sec. 10.21, you must explain the 

consequences of the client’s noncompliance, error, or 

Sec. 10.21 Knowledge of client’s omission.
A practitioner who, having been retained by a client with respect to a 

matter administered by the Internal Revenue Service, knows that the 

client has not complied with the revenue laws of the United States or 

has made an error in or omission from any return, document, affidavit, 

or other paper which the client submitted or executed under the 

revenue laws of the United States, must advise the client promptly of 

the fact of such noncompliance, error, or omission. The practitioner 

must advise the client of the consequences as provided under the 

Code and regulations of such noncompliance, error, or omission.

Sec. 10.22 Diligence as to accuracy.
(a) In general. A practitioner must exercise due diligence —

(1) In preparing or assisting in the preparation of, approving, 

and filing tax returns, documents, affidavits, and other papers relat-

ing to Internal Revenue Service matters; 

(2) In determining the correctness of oral or written representa-

tions made by the practitioner to the Department of the Treasury; and

(3) In determining the correctness of oral or written represen-

tations made by the practitioner to clients with reference to any 

matter administered by the Internal Revenue Service.

(b) Reliance on others. Except as provided in §§ 10.34, 10.35 

and 10.37, a practitioner will be presumed to have exercised due 

diligence for purposes of this section if the practitioner relies on 

the work product of another person and the practitioner 

used reasonable care in engaging, supervising, training, 

and evaluating the person, taking proper account 

of the nature of the relationship between the 

practitioner and the person. 

(c) Effective/applicability date. 

This section is applicable on 

September 26, 2007.
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omission. Not only could the client owe more taxes, the 

client could also be liable for interest; a late-payment 

penalty calculated at 0.5 percent each month, up to 

a maximum of 25 percent of the deficiency under 

Sec. 6651(a)(3); and possibly even an accuracy-related 

penalty calculated at 20 percent of the underpayment 

under Sec. 6662. 

This is also a good time to have a discussion about 

substantiating vehicle expenses, including how to keep 

a mileage log.

To Be or Not To Be 
What if you are preparing a current-year return and 

your client were to say to you, “I’ve been so busy this 

year. I just got engaged, moved across town, and now 

I’m looking for a new job. I made a lot less this year 

selling [beauty products] than I usually do. I know I 

made less than $400. My fiancé said that means I don’t 

have to report it on my taxes like I usually do. This year 

I’m definitely going to purchase enough new inventory 

to keep my account current. I’d like to start selling 

more once the wedding is over.” 

After talking further, you realize  your client (who 

usually keeps pretty good records) is completely 

disorganized and it will be very difficult for her to 

gather the information about her inventory and sales 

you would need to finish her schedule. Based on the 

sales volume she describes, you estimate she netted 

about $250. What should you do?

Under Circular 230, Sec. 10.22, you have a duty 

to exercise due diligence in preparing returns and in 

determining the accuracy of statements you make to 

the IRS and to your clients.10

You should have a talk with your client about how 

self-employment income and expenses are reported 

and about how self-employment taxes are calculated. 

Generally, taxpayers do not need to file Schedule SE 

and pay self-employment taxes unless self-employment 

earnings exceed $400. And even if you determined the 

income was hobby income, instead of self-employment 

income, it would still be reported. You should assist 

your client in reconstructing her income and expenses 

so everything can be reported as accurately on her 

return as possible. 

Under Circular 230, Sec. 10.51(a)(4), if you prepared 

the return with the information originally submitted 

by the client, you could be sanctioned for giving false 

or misleading information to the IRS. In other words, 

you could be subject to sanction if you ignore or 

intentionally mischaracterize the income. 

Parting Is Such Sweet Sorrow 
What if you are representing your client (a successful  

local sole proprietor) at an audit and your client were to 

say to you, “Here are all the records you asked for. This 

should back up all the receipts and expenses reported 

on my return.” Taking a close look at the records to 

make sure they would fill the information request from 

the IRS agent, you realize something: The client must 

have made some cash sales that were not deposited in 

his bank account or reported on his return—and the 

records do not show anything about the transactions. 

After talking with your client, your client confirmed the 

gap you discovered. He let you know he was not going to tell 

the IRS about it, he was not going to give you the details, and 

it was none of your business. What should you do?

While underreporting issues can 
arise in all aspects of tax practice, 
you have the tools and expertise 
to ensure your clients report their 
income and expenses properly. 

M ay  



As discussed previously, you have a 

duty under Sec. 10.21 to promptly inform 

your client about the omission and explain the 

consequences; and you are required by Sec. 10.22 

to exercise due diligence when you make statements 

to the IRS. Furthermore, you have a duty under Sec. 

10.20 to furnish information to the IRS in response to 

a lawful request.11 And last but not least, you could be 

sanctioned under Sec. 10.51(a)(4) if you give erroneous 

or misleading information to the IRS. 

Let’s imagine for a moment your client listens to 

you and decides to disclose the cash transactions to the 

IRS. How would you explain the original failure if the 

IRS questions your preparation of the original return? 

Under Sec. 10.34(d), you are allowed to rely in good 

faith on information provided by a client. However, 

you may not ignore the implications of information 

furnished to, or actually known by you, and you must  

make reasonable inquiries if the information as 

furnished appears to be incorrect, inconsistent with  

an important fact or another factual assumption,  

or incomplete. Whether you could show you were 

entitled to place good faith reliance on the client in this 

case would depend on all the facts and circumstances.

Let’s imagine that the client is not receptive to 

your advice and you do not see any way that you can 

proceed without violating one or more of your ethical 

obligations. In that case, you may need to withdraw 

from representing the client. 

 

Such Stuff as Dreams Are Made Of
While underreporting issues can arise in all aspects of 

tax practice, you have the tools and expertise to ensure 

your clients report their income and expenses properly. 

When you demonstrate your personal integrity to your 

clients, it allows your clients to strengthen their own 

personal integrity. EA
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Sec. 10.34 Standards with respect to tax returns and 
documents, affidavits and other papers.

(d) Relying on information furnished by clients. A practitioner advis-

ing a client to take a position on a tax return, document, affidavit or 

other paper submitted to the Internal Revenue Service, or preparing 

or signing a tax return as a preparer, generally may rely in good faith 

without verification upon information furnished by the client. The 

practitioner may not, however, ignore the implications of informa-

tion furnished to, or actually known by, the practitioner, and must 

make reasonable inquiries if the information as furnished appears 

to be incorrect, inconsistent with an important fact or another 

factual assumption, or incomplete.

Sec. 10.51 Incompetence and disreputable conduct.
(a) Incompetence and disreputable conduct. Incompetence and 

disreputable conduct for which a practitioner may be sanctioned 

under §10.50 includes, but is not limited to —

(4) Giving false or misleading information, or participating in 

any way in the giving of false or misleading information to the 

Department of the Treasury or any officer or employee thereof, 

or to any tribunal authorized to pass upon Federal tax matters, in 

connection with any matter pending or likely to be pending 

before them, knowing the information to be false or mis-

leading. Facts or other matters contained in testimony, 

Federal tax returns, financial statements, applica-

tions for enrollment, affidavits, declarations, 

and any other document or statement, 

written or oral, are included in the 

term “information.”
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