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Understanding the obligations of tax preparers is essential in maintaining
compliance with the Internal Revenue Service (IRS) regulations. One critical
aspect of these obligations is adhering to due diligence requirements when
preparing tax returns, especially those claiming certain credits or
deductions. Failure to comply with these standards can result in significant
penalties for tax preparers, affecting their professional reputation and
financial stability. This article explores in detail what penalties are
imposed on tax preparers who neglect due diligence requirements, the nature
of these requirements, and how preparers can ensure compliance to avoid
penalties.

Introduction to Due Diligence Requirements for
Tax Preparers

What Are Due Diligence Requirements?
Due diligence requirements are specific standards set by the IRS that mandate
tax preparers to exercise reasonable care and thoroughness when preparing and
submitting tax returns. These standards are designed to ensure accuracy,
prevent fraud, and promote compliance with tax laws.

Why Are Due Diligence Requirements Important?
Proper adherence to due diligence helps prevent errors and omissions that
could lead to audits, penalties, or even criminal charges. It also safeguards
taxpayers from inaccurate claims that could result in IRS penalties or delays
in refunds.

Key Areas Where Due Diligence Is Required
Tax preparers must exercise due diligence in various aspects of preparing
returns, notably when handling:

- Earned Income Tax Credit (EITC)
- Child Tax Credit (CTC)



- Additional Child Tax Credit (ACTC)
- American Opportunity Credit (AOTC)
- Head of Household filing status
- Dependent eligibility

Failure to properly verify information related to these credits and statuses
can trigger penalties.

What Is The Penalty Against A Tax Preparer For
Failure To Comply With Due Diligence
Requirements?

Overview of Penalties
The IRS imposes penalties on tax preparers who fail to meet due diligence
standards, particularly when such failure results in the erroneous claiming
of credits like the EITC. These penalties are intended to promote accurate,
honest, and careful tax preparation.

Specific Penalties for Non-Compliance
The primary penalties include:

- $540 penalty per violation (as of 2023) for each failure to exercise due
diligence when preparing returns claiming credits such as the EITC, CTC, or
AOTC.
- Mandatory penalties for willful or reckless misconduct, which can be higher
and may include additional sanctions.
- Disqualification from the IRS Annual Filing Season Program or other
authorized preparer programs if the preparer repeatedly fails to meet due
diligence standards.

Penalty Amounts and How They Are Calculated
The IRS sets the penalty at $540 for each failure to comply with due
diligence rules concerning credits like the EITC, Child Tax Credit, or the
American Opportunity Credit. If a preparer prepares multiple returns with
violations, each violation can incur a separate penalty.

Example:
If a preparer files 10 returns, each claiming the EITC without proper
verification, the total penalty could amount to $5,400.



Conditions That Trigger Penalties

Failure to Verify Eligibility
One of the most common reasons for penalties is the failure to verify a
taxpayer’s eligibility for credits or deductions. For example, not obtaining
the necessary documentation or failing to ask the taxpayer questions that
establish eligibility.

Providing False or Misleading Information
If a preparer knowingly submits false information or omits relevant facts to
qualify for credits, penalties can be significantly higher, and criminal
charges may be pursued.

Reckless or Willful Non-Compliance
The IRS considers non-compliance reckless or willful if the preparer
knowingly disregards rules or acts with gross negligence, leading to
penalties that can be increased or include disqualification from practicing.

Examples of Penalties in Practice

Unauthorized Claims: A tax preparer claims the EITC for a client without
verifying income or dependent status—resulting in a $540 penalty.

Repeated Violations: Multiple instances across different returns can
lead to escalating penalties or disqualification from the IRS preparer
programs.

Willful Misconduct: Intentionally falsifying information to increase
refunds can lead to criminal charges, substantial fines, and
imprisonment.

How Tax Preparers Can Avoid Penalties

Implement Robust Due Diligence Procedures
Preparers should establish comprehensive procedures, including:



- Asking detailed questions to verify taxpayer information.
- Reviewing supporting documents such as W-2s, 1099s, and dependency proofs.
- Keeping detailed records of verification steps.

Stay Informed About Current Regulations
Tax laws and IRS guidelines evolve regularly. Staying updated through IRS
publications, continuing education, and professional associations helps
preparers maintain compliance.

Use Checklists and Software Tools
Utilizing checklists and reliable tax preparation software can help ensure
all due diligence steps are completed and documented properly.

Maintain Proper Documentation
Keep records of all verification steps, correspondence, and supporting
documents for at least three years. This documentation can be crucial if the
IRS audits a return or assesses penalties.

Consequences Beyond Penalties

Reputational Damage
Repeated violations can damage a preparer’s reputation, leading to loss of
clients and professional standing.

Disqualification and Loss of License
Severe or willful violations can result in disqualification from the IRS
Annual Filing Season Program or suspension from tax preparation activities.

Legal and Criminal Consequences
In cases of fraud or intentional misconduct, criminal charges, fines, and
imprisonment may result.

Conclusion
The penalties against a tax preparer for failure to comply with due diligence
requirements are designed to uphold the integrity of the tax system and



protect taxpayers. These penalties can be substantial—up to $540 per
violation—and can escalate in cases of reckless or willful misconduct. To
avoid these penalties, tax preparers must implement thorough verification
procedures, stay informed about current regulations, and maintain accurate
documentation. Upholding due diligence not only prevents costly penalties but
also fosters trust and professionalism within the tax preparation industry.

By understanding the scope of these penalties and actively working to comply
with IRS standards, tax preparers can safeguard their careers and contribute
to a more transparent and compliant tax environment.

Frequently Asked Questions

What penalties can a tax preparer face for failing
to comply with due diligence requirements?
A tax preparer who fails to meet due diligence requirements may face
penalties such as fines, disqualification from preparing certain tax returns,
or other disciplinary actions imposed by the IRS.

Are there specific penalties for not verifying
taxpayer information as required by due diligence
rules?
Yes, the IRS can impose penalties if a tax preparer does not make reasonable
inquiries or verify information as mandated by due diligence standards.

What is the penalty amount for a first-time failure
to comply with due diligence requirements?
The penalty for a first-time failure is typically $540 per violation, but
this amount can vary if the IRS updates penalty figures or if the violation
involves multiple instances.

Can a tax preparer avoid penalties if the failure
was unintentional?
While penalties are generally imposed for non-compliance, the IRS may
consider whether the violation was due to willful misconduct or negligence,
which can influence penalty severity or enforcement actions.

What types of tax return errors can lead to
penalties for failing due diligence?
Errors related to claiming improper credits, failing to gather sufficient



documentation, or not asking necessary questions to verify taxpayer
information can result in penalties.

Does the IRS provide any relief options for tax
preparers who fail due diligence requirements?
Yes, in some cases, the IRS may consider reasonable cause or good faith
efforts when determining penalties, but this is evaluated on a case-by-case
basis.

Are there specific due diligence requirements for
claiming the Earned Income Tax Credit (EITC)?
Yes, the IRS has heightened due diligence requirements for EITC claims, and
failure to comply can result in penalties, disqualification from claiming the
credit, or other sanctions.

How does failing to comply with due diligence impact
a tax preparer's credentials or registration?
Repeated or serious violations can lead to disciplinary actions, suspension,
or revocation of the tax preparer's registration or credentials with the IRS.

What steps can tax preparers take to ensure
compliance with due diligence requirements?
Preparers should thoroughly review IRS guidelines, ask appropriate questions,
verify taxpayer information, maintain documentation, and stay updated on
changing regulations to ensure compliance.

Where can tax preparers find official guidance on
due diligence requirements and penalties?
Official guidance is available on the IRS website, including Publication
4557, the IRS Circular 230, and specific instructions related to tax credits
such as the EITC rules.

Additional Resources
Penalty Against A Tax Preparer For Failure To Comply With Due Diligence
Requirements

Tax preparation is a complex process that involves adherence to numerous
rules and regulations designed to ensure accuracy, integrity, and fairness in
tax reporting. One of the critical components of these regulations is the due
diligence requirements imposed on tax preparers. Failure to comply with these



requirements can lead to significant penalties, which serve both as a
deterrent and as a means to uphold the integrity of the tax system. This
comprehensive review explores the nature of these penalties, the legal
framework underpinning them, the scope of due diligence obligations, and the
potential consequences for non-compliance.

---

Understanding Due Diligence Requirements for
Tax Preparers

Legal Foundations of Due Diligence

The due diligence obligations for tax preparers are primarily codified in the
Internal Revenue Code (IRC) and associated regulations promulgated by the
Internal Revenue Service (IRS). The core purpose is to ensure that tax
preparers take reasonable steps to verify the accuracy of the information
provided by clients and to prevent the submission of false or fraudulent
returns.

Key legal provisions include:

- IRC Section 6694: Addresses penalties related to understatement of tax
liability due to an unreasonable position or willful or reckless conduct by
the preparer.
- IRC Section 6695: Specifies penalties for improper conduct or violations of
the due diligence requirements.
- Treasury Regulations: Provide detailed guidance on what constitutes
reasonable due diligence efforts.

The IRS has established clear standards and guidelines to define what
constitutes due diligence, emphasizing the importance of verifying income,
deductions, credits, and other items claimed on returns.

Scope of Due Diligence Responsibilities

Tax preparers are expected to:

- Ask clients specific questions about their income, expenses, and potential
deductions.
- Review documentation provided by clients, such as W-2s, 1099s, receipts,
and other supporting materials.
- Exercise professional judgment to determine if the information provided
appears accurate and complete.



- Avoid reckless or intentional misconduct in preparing and submitting
returns.

Failure to meet these standards can be considered negligence, recklessness,
or willful misconduct, each carrying different levels of penalty severity.

---

Penalties for Non-Compliance with Due Diligence
Requirements

Overview of Penalties Imposed by the IRS

The IRS enforces penalties against tax preparers who violate due diligence
requirements. These penalties serve as enforcement tools to promote
compliance and deter misconduct.

Primary penalties include:

- Penalty for Failure to Exercise Due Diligence: Under IRC section 6695(g),
if a preparer fails to meet due diligence requirements, the IRS may impose a
penalty of $540 per violation (as of 2023), with a maximum annual penalty of
$2,700 for all violations from a single preparer.

- Penalties for Understatement of Tax Due to Willful or Reckless Conduct:
Under IRC section 6694, if a preparer knowingly or recklessly understates tax
liability, penalties can be significantly higher, often 75% of the
understatement attributable to the misconduct.

- Penalties for Fraudulent or Willful Violations: In cases where the
violation involves fraud or intentional misconduct, the IRS can pursue
criminal charges, which may result in fines, disbarment, or imprisonment.

Detailed Breakdown of Penalties

| Type of Violation | Penalty Amount | Maximum Penalties per Year |
Additional Consequences |
|-----------------------|--------------------|------------------------------
|------------------------------|
| Failure to Exercise Due Diligence | $540 per violation | $2,700 |
Disqualification from e-filing, disbarment from practice before the IRS |
| Understatement due to Reckless or Willful Conduct | 75% of the understated
amount attributable to conduct | N/A | Possible criminal charges, disbarment
|



| Fraudulent or Willful Violations | Criminal fines up to $25,000 per
violation | N/A | Imprisonment, disqualification |

---

Factors Influencing Penalties

Nature of the Violation

- Negligent vs. Reckless vs. Willful: Penalties are more severe if the
violation involves recklessness or willfulness. Negligent violations may
result in lower penalties or penalties for failure to exercise due diligence.
- Intentional Misconduct: Evidence of intentional wrongdoing can lead to
criminal charges and higher penalties.

Number and Severity of Violations

- Multiple violations within a tax year can increase penalties.
- Significant understatements or fraudulent claims attract more substantial
sanctions.

History of the Tax Preparer

- Repeat offenders may face heightened penalties or disbarment.
- Past violations can influence the IRS's enforcement decisions.

Corrective Actions and Voluntary Disclosures

- Tax preparers who promptly correct errors and cooperate with IRS
investigations may mitigate penalties.
- Voluntary disclosure programs can sometimes reduce penalties or avoid
criminal prosecution.

---

Procedural Aspects of Penalty Enforcement



IRS Examination and Notice

- The IRS typically initiates an examination or audit to identify violations.
- The IRS issues a Notice of Proposed Penalty (NP) detailing the allegations
and the basis for the penalty.

Opportunity for Response and Appeal

- Tax preparers have the right to respond to penalty notices, provide
evidence, and request an appeal.
- An administrative appeal process allows for review within the IRS before
penalties are finalized.

Assessment and Collection

- Once finalized, penalties are assessed and become part of the taxpayer's or
preparer's account.
- The IRS has the authority to collect penalties through offset, liens, or
levies.

---

Defenses and Mitigation Strategies

Tax preparers can defend against penalties or seek mitigation through various
strategies:

- Proving Reasonable Cause: Demonstrating that the failure was due to
circumstances beyond control.
- Proving Due Diligence: Showing that substantial efforts were made to verify
information.
- Corrective Actions: Voluntarily correcting errors before IRS intervention.
- Lack of Willfulness or Recklessness: Providing evidence that violations
were unintentional or negligent.

It is essential for tax preparers to maintain thorough documentation of their
due diligence efforts to substantiate defenses.

---



Preventive Measures and Best Practices

To minimize the risk of penalties, tax preparers should adopt proactive
measures:

- Comprehensive Client Interviews: Asking detailed questions to uncover all
relevant information.
- Documented Verification Processes: Keeping records of documents reviewed
and verification steps taken.
- Regular Training and Education: Staying current with IRS regulations and
updates on due diligence requirements.
- Use of Technology: Implementing software tools that flag inconsistent or
suspicious information.
- Adherence to Ethical Standards: Following professional codes of conduct and
avoiding reckless or fraudulent practices.

---

Conclusion: The Significance of Compliance

In summary, the penalties against tax preparers for failure to comply with
due diligence requirements are designed to uphold the integrity of the tax
system and discourage negligent or fraudulent behavior. These penalties can
range from monetary fines to criminal charges, depending on the severity and
nature of the violation. Tax preparers must understand their obligations,
implement rigorous compliance practices, and maintain detailed records to
defend against potential penalties.

Failure to adhere to these standards not only exposes preparers to financial
and legal risks but also undermines public trust in the tax system.
Therefore, prioritizing due diligence is essential not only for legal
compliance but also for professional reputation and ethical integrity.
Staying informed about IRS rules, investing in ongoing education, and
fostering a culture of accuracy and transparency are critical steps for any
tax professional committed to compliance and excellence.

---

In essence, understanding the penalties for failure to satisfy due diligence
requirements underscores the importance of meticulous, responsible tax
preparation. It is a safeguard that benefits both the taxpayer and the
broader tax administration, ensuring fairness and accuracy in the collection
of taxes.
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