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CIRCULAR 230: WHY, WHAT, WHEN & HOW?

By: Bradley R. Coppedge

Circular 230 contains the rules that govern attorneys, CPAs and enrolled
agents in their practice before the IRS. Regulations under Circular 230 set forth
both the duties of taxpayer representatives as well as sanctions against those
advocates for violation of the regulations. Circular 230 has existed since 1921,
and has undergone revisions through the years.

Although Circular 230 is itself nothing new, the Service recently issued
final regulations under Circular 230 governing “covered opinions” by attorneys.
The result is that Circular 230 applies to a very broad range of “written advice”.
These new regulations were issued in December of 2004, slightly revised in May
2005 and became effective in June of this year.

A quick review of Circular 230 gives the appearance that virtually any tax
advice given to a client in written format may be covered by the new regulations.
A more thorough review and analysis raises more questions than answers.

I WHY THE REVISIONS?

The reasons for the revisions can be traced back in large part to tax
opinions which were being provided by certain firms for tax shelters. These firms
were overly aggressive in their positions, which has now placed all taxpayer
representatives in the position of having to effectively tell our clients that they
cannot rely on the advice we give them (at least from the standpoint of avoiding
penalties) unless they are willing to pay substantially more for a formal written
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more deeply into the day to day practice of tax law than did the proposed regulations as viewed on
December 30, 2004 ... without giving members of the tax bar an opportunity to present their view as
to how the deeper reach would effect their practices and administration of the tax laws.”

II. WHAT DOES CIRCULAR 230 SAY?

New regulations under Circular 230, condensed to a short statement and taken literally,
would seem to indicate that it covers virtually all written tax advice concerning a transaction that has
as a principal purpose the avoidance of federal tax. However, as will be discussed, “principal
purpose” is quite broad, and includes also a “significant purpose.” Query: Most transactions that tax,
corporate and estate planning lawyers deal with involve tax savings as some aspect of the
transaction. When is it not at least a “significant” purpose? The answer, of course, all depends on
how you define “significant”. [Aside: Circular 230 does not define it!]

III. WHEN IS IT MEANT TO APPLY?

Circular 230 was intended to put an end to the abusive tax shelter opinions that had become
rather rampant. The stated goal of the new regulations is to enhance tax compliance by promoting
public confidence in tax practitioners. However, many commentators believe that the new
regulations only interfere with much of the day-to-day advice that tax professionals offer their clients
and will result in greater costs, causing taxpayers to rely more on (or seek more often) oral advice
rather than written opinions, which will arguably cause tax compliance to suffer.

There are three levels of standards under the new regulations for Circular 230: Aspirational
Best Practices found at Section 10.33, requirements for “covered opinions” found at Section 10.35
and requirements for other non-covered opinions and written advice found at Section 10.37.

A. Covered Opinions. Circular 230 breaks written advice into two major categories,
1) covered opinions, and 2) all other opinions. A “Covered Opinion” is defined as written advice,
including electronic communications, by a practitioner concerning one or more federal tax issues
arising from:

1) A transaction that is the same or substantially similar to a transaction
that, at the time the advice is rendered, the IRS has determined to be a tax avoidance
transaction (a “Listed Transaction”) as listed under 26 CF.R. § 1.6011-4(b)(2) [see

10.35(b)(2)(1)(A)];

2) Any partnership or other entity, any investment plan or arrangement, or any
other plan or arrangement, the principal purpose of which is the avoidance or evasion
of any tax imposed by the IRC. Tax avoidance or evasion is the principal purpose if
that purpose exceeds any other purpose. [see 10.35(b)(2)(1)(B)] However, it is not a
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principal purpose if the purpose is to claim tax benefits in a manner consistent with
the statute and congressional intent. (NOTE: This seems to exclude most
“traditional” tax and estate planning advice, though numerous commentators have
questioned whether advice on FLPs, for example, are caught under the “principal
purpose” test. The same can be asked about GRATS, ILITs and other techniques not
specifically mentioned by statute.);

3) Any partnership or other entity, any investment plan or arrangement, or any
other plan or arrangement, a significant purpose of which is the avoidance or evasion
of any tax imposed by the IRC if the written advice is either --

1) a Reliance opinion
1) a Marketed opinion
i1) Subject to conditions of confidentiality

v) Subject to contractual protection
[see 10.35(b)(2)(I)(C)]

Note: Nowhere in the regulations is the term “significant purpose” clearly defined. It is this
third prong, the “significant purpose,” that has caused most of the concern among practitioners.

When the written advice falls under § 10.35(b)(2)(1)(C) further analysis must take to
determine whether the advice is (1) a reliance opinion, (2) a marketed opinion, (3) subject to
conditions of confidentiality, or (4) subject to contractual protection.

1) Reliance Opinion: Written advice is a reliance opinion if the
advice concludes at a confidence level of more likely than not (greater than 50
percent likelihood) that one or more significant Federal tax issues would be
resolved in the taxpayer’s favor. If the written advice is not one described in §
10.35 (b)(2)(1)(A) or (B), then a practitioner can avoid the reliance opinion
label if (and only if) they prominently disclose in the written advice that it was
not intended or written by the practitioner to be used, and that it cannot be
used by the taxpayer, for the purpose of avoiding penalties that may be
imposed on the taxpayer. The purpose of the disclaimer is to avoid receiving
the label of a reliance opinion and thus being subject to the more stringent
standards of covered opinions, as seen in § 10.35 (c) and (e). The regulations
provide in what manner the disclosure will be deemed to be “prominent”.
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If the written opinion fails to reach a “more likely than not” conclusion
seen in the reliance opinion standard, then it is not a reliance opinion and thus
not a covered opinion. In that case a statement must be prominently disclosed
stating:

a) The opinion does not reach a conclusion at a confidence
level of at least more likely than not with respect to one or more
significant Federal tax issues addressed by the opinion; and

b) With respect to those significant Federal tax issues, the
opinion was not written, and cannot be used by the taxpayer, for the
purpose of avoiding penalties that may be imposed on the taxpayer.

Note: A Federal tax issue is “significant” if the Service has a reasonable basis for a
successful challenge and its resolution could have significant impact on the tax treatment. [Query:
Can one really answer this question, using the words “reasonable” and “Service” in the same
sentence?]

1) Marketed Opinion: A similar disclosure is required to avoid
the label of marketed opinion. A written opinion is a marketed opinion if the
practitioner knows or has reason to know that the written advice will be used
or referred to by a person other than the practitioner (or a person who is a
member of, associated with, or employed by the practitioner’s firm) in
promoting, marketing or recommending a partnership or other entity,
investment plan or arrangement to one or more taxpayer(s). This can also be
avoided if a disclosure is made in the written advice that—

a) The advice was not intended or written by the practitioner to
be used, and that it cannot be used by any taxpayer, for the purpose of
avoiding penalties that may be imposed on the taxpayer;

b) The advice was written to support the promotion or
marketing of the transaction(s) or matter(s) addressed by the written
advice; and

¢) The taxpayer should seek advice based on the taxpayer’s
particular circumstances from an independent tax advisor.

i1) Conditions of confidentiality: Written advice is subject to
conditions of confidentiality if the practitioner imposes on one or more
recipients of the written advice a limitation on disclosure of the tax treatment
or tax structure of the transaction and the limitation on disclosure protects the
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confidentiality of that practitioner’s tax strategies, regardless of whether the
limitation on disclosure is legally binding.

v) Contractual protection: If the taxpayer has the right to a full or
partial refund of fees paid to the practitioner, if all or a part of the intended tax
consequences from the matters addressed in the written advice are not
sustained, or if the fees paid to the practitioner are contingent on the
taxpayer’s realization of tax benefits from the transaction, then the written
advice is deemed to be subject to a contractual provision.

The disclosure for any of these opinions must be prominently disclosed in order for it
to be valid. In order for it to be prominently disclosed it must be “readily apparent”
and preferably in a separate section at the beginning or end of the written advice. At
a minimum, it must be in a typeface that is equal in size or larger than any other
typeface used in the written advice and it cannot be in a footnote.

B. All other Opinions. Even if you determine a communication is not a Covered
Opinion, the analysis under Circular 230, unfortunately, does not end. The requirements for all
“Other Opinions” regarding any Federal tax issue provide the practitioner must not:

1) base the advice on unreasonable legal or factual assumptions;

2) unreasonably rely on representations, statements, findings or agreements of
the taxpayer or any other person; [Query: just how far does our duty to investigate go here?]

3) fail to consider all relevant facts the practitioner knows or should know;

4) take into account the possibility that a return will not be audited, that an issue
will not be raised on audit, or resolved through settlement if audited. [Surely no one has ever
done this!.. ]

The requirements under 10.37 set forth above for “all other written advice” apply to all
written advice covering one or more Federal tax issues, not just if the tax issue is a “principal” or
“significant” issue.

If the practitioner does not intend to have the written advice qualify as an opinion subject to
the standards of Circular 230 and entitled to penalty reliance, a prominently disclosed notice must be
attached. See VI(c).
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