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 As paid tax return preparers, we 
have been inundated with guidance 
on what it means to act with or 
exercise due diligence. Under the 
general due diligence standards set 
out in the regulations, a tax preparer 
can, on most occasions, rely in good 
faith and without verification on 
information provided by the client 
or third parties and contained in 
previously filed returns. However, in 
some situations the preparer will be 
required to make further inquiries to 
verify the accuracy and completeness 
of the information provided to meet 
the due diligence requirements.
 Due diligence requirements were 
originally designed to reduce errors 
on returns claiming the Earned 
Income Tax Credit. Legislation in 
2015 expanded the due diligence 
requirements to include the Child 
Tax Credit, Additional Child Tax 
Credit, and American Opportunity 
Tax Credit. Under the Tax Cuts and 
Jobs Act (TCJA), the due diligence 
requirement now also applies to indi-
vidual income tax returns claiming 
the head of household filing status. 
Temporary and proposed regulations 
were issued in December 2016 to 
implement the 2015 changes. The 
regulations finalizing these changes 
were issued in November 2018.

 Paid preparers must submit 
Form 8867, Paid Preparer’s Earned 
Income Credit Checklist, with every 
tax return claiming any of the 
covered tax benefits. Preparers 
also must maintain records of the 
checklists and computations, as 
well as a record of how and when 
the information used to compute 
the credits was obtained by the 
tax return preparer. The form 
was revised for 2018 to reflect the 
addition of the head of household 
filing status. 
 Paid preparers are required 
to keep copies of the form or 
comparable documentation for 
their records, which is also subject 
to review by the IRS. Failure to 
comply with this requirement 
may result in a $520 penalty per 
occurrence without having to go 
through an audit process. The 
penalty is indexed to inflation. 
 Recently, the IRS conducted 
a webinar outlining and reviewing 
the due diligence requirements. 
According to IRS Stakeholder 
Liaison Anna Falkenstein, “There 
are a lot of tax twists and turns 
that you need to consider this year 
in order to pass the due diligence 
requirements.” Return preparers 
who fail to take heed of the due 

diligence requirements instituted 
by the TCJA face the threat of 
automatic penalty assessments 
with no limit.
 According to Falkenstein, 
return preparers need to be aware 
of the changes made by the TCJA, 
specifically the changes that apply 
to the head of household filing 
status knowledge requirement. 
Tax preparers cannot rely on 
pre-existing knowledge that was 
acquired outside the context of the 
preparer’s tax return preparation 
practice to circumvent proper 
documentation. To meet the 
knowledge requirement, the tax 
return preparer must still make 
reasonable inquiries to determine 
the applicable facts, and the 
inquiries and responses to those 
inquiries must be contemp-
oraneously documented in the 
tax return preparer’s files. 
 According to IRS Stakeholder 
Liaison Karen Brehmer, there 
are four steps to meeting the due 
diligence requirements: applying 
the knowledge require ment, 
computing the credits, keeping 
required records, and filing the 
Form 8867.
 Return preparers most often go 
wrong on fulfilling the knowledge 

Preparer Due Diligence

Due diligence: Such a measure of prudence, activity, or assiduity, as is properly to 
be expected from, and ordinarily exercised by, a reasonable and prudent person 
under the particular circumstances; not measured by any absolute standard, but 
depending on the relevant facts of the special case. 

~ Black’s Law Dictionary
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January §7520 rate = 3.4%
Blended annual rate for 2018 = 2.03%

Applicable Federal Rates for January 2019

Annual Semiannual Quarterly Monthly

Revenue Ruling 
2019-3

Short-term  
(3 years or less)

2.72 2.70 2.69 2.68

Mid-term 2.89 2.87 2.86 2.85

Long-term
(More than 9 years)

3.15 3.13 3.12 3.11
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1. The taxpayer exercises dominion and control 
over the property while the property is in the 
nominee’s name. 

2. The nominee paid little or no consideration for 
the property.

3. The taxpayer placed the property in the nominee’s 
name in anticipation of a liability or lawsuit.

4. A close relationship exists between the taxpayer 
and the nominee.

5. The taxpayer continues to enjoy the benefits of 
the property while it is in the nominee’s name.

6. The conveyance to the nominee is not recorded.

 Upon review, the Court found no evidence that 
Andrew paid his parents any consideration for the 
funds transferred to his savings account, nor is a 
lawsuit or liability pending. However, there is a close 
relationship between Andrew and his parents, and 
the Hamilton’s continued to enjoy the benefits of the 

funds they transferred to Andrew’s savings account. 
Consequently, the Court determined the Hamilton’s 
failed to establish that Andrew was not a nominee 
for their account. Therefore, the account should have 
been included in the insolvency calculation, which 
would have made them solvent and unable to exclude 
the COD from income. They owe a tax deficiency of 
$44,313. 
 In addition, the Court determined the Hamilton’s 
late filing was due to willful neglect, not reasonable 
cause. Therefore, they are subject to an additional late 
filing penalty of $12,736. However, they were not 
liable for the accuracy-related penalty because the IRS 
representative failed to present any evidence that the 
penalty was personally approved by the immediate 
supervisor of the individual making the determination. 
In total the Hamilton’s balance due is $57,049.  n

TC Memo 2018-62
Vincent C. Hamilton and Stephanie Hamilton v. Comm.

Insolvent or not? (continued from page 1)

requirement, Brehmer said. 
More than 70 percent of all due-
diligence-related penalties asserted 
during audits are for failing that 
requirement, typically because 
the preparers don’t recognize 
the incomplete or inconsistent 
information clients give them.
 The best way to avoid that 
mistake is to use “common sense, 
training, and professional experience 

to evaluate a client’s answers,” 
Brehmer said. She cautioned that, 
while many preparers use software 
that includes questions for clients, 
most tax software is “generic” and 
can’t be relied on to ask every 
question needed. “You may need 
to ask follow-up questions until 
you’re satisfied you have enough 
information,” Brehmer said, adding 
that it is important to document 

both the questions asked and the 
client’s answers.  n
 Note: NATP’s Tax Reform Due 
Diligence Requirements webinar, free to 
members, is a 2-CPE course that reviews 
what you need to do to properly protect 
yourself, your practice and your clients. 
It also covers the type of penalties the 
IRS imposes for ethical violations. For 
more information, visit natptax.com and 
click on Events & Education/Online.
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