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R E S E A R C H

Section 6701 of the Internal
Revenue Code imposes penal-
ties against anyone who

assists in the understatement of a
tax liability. Before last year, “most
cases arising under Section 6701
involve[d] penalties imposed on
income return preparers.”1 The
number of penalties assessed
against appraisers was “negligible,”
according to our discussions with
Howard Lewis, IRS national pro-
gram manager for valuations.

On March 25, 2005, the IRS
chief counsel issued Advice
200512016, which provides guidance
regarding the circumstances in
which an appraiser may be held
liable for Section 6701 penalties.
Since this Advice, the number of
penalty examinations “has increased
significantly, and the trend contin-
ues,” says Lewis.

Any appraiser who is subject to
these penalties could find it to be dev-

astating to his or her practice. In this
article we will suggest six precau-
tions you can take to avoid violating
Section 6701. First we will give you a
brief summary of Advice 200512016,
Section 6701, and the disqualification
provisions of Circular 230.

The Advice
Chief Counsel Advice 200512016

was issued to give guidance to IRS
agents regarding “the criteria that
Service personnel should consider to
determine whether to assess a sec-
tion 6701 penalty, the administrative
procedures to impose a section 6701
penalty, and the rights of a person
who has been the subject of a section
6701 penalty assessment.”

The Advice states, “There are no
temporary, proposed, or final regu-
lations issued for section 6701.”

The Advice concludes that the
imposition of a Section 6701 penalty
against an appraiser requires the

appraiser’s knowledge that false
statements would lead to an under-
statement of tax. A slightly more
elaborate version appears near the
beginning of the Advice:

Treas. Reg. section 1.170A-
13(c)(5)(D) provides that an
appraiser’s “intentionally false
or fraudulent overstatement of
the value of the property
described in the qualified
appraisal or appraisal summary
may subject the appraiser to a
civil penalty under section 6701
for aiding and abetting an
understatement of tax liability.”

As to proof of a violation, the
Advice says:

The Service would be
required to show by a prepon-
derance of the evidence that an
appraiser helped prepare or
present a document that led to
an understatement of tax by a
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1. IRS Chief Counsel Advice 200512016, 1(A). See www.irs.gov/pub/irs-wd/0512016.pdf.
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the Department of Treasury or the
IRS. Any appraisal made by a dis-
qualified appraiser after the effec-
tive date of disqualification will not
have any probative effect in any
administrative proceeding before
Treasury or the IRS.

This raises many questions. For
instance, what would your liability
be to a client who could not use your
report if challenged in an unrelated
matter? Would your clients then be
forced to compromise or concede
other pending cases? 

Section 6701 Penalties
IRC Section 6701 imposes a

penalty on any person who (1) aids
or assists in, procures, or advises
with respect to the preparation or
presentation of any portion of a
return, affidavit, claim, or any other
document, (2) knows or has reason to
believe that the portion of the docu-
ment will be used in connection with
any material matter arising under
the Internal Revenue laws, and (3)
knows that document would result
in the understatement of a tax liabil-
ity of another person. The amount of
the penalty is $1,000 unless it
relates to the tax liability of a corpo-
ration, in which case it is $10,000.

The terms “aids,” “assists in” and
“advises” have been broadly interpret-
ed to include not only the preparation
of a tax return, but also the prepara-
tion or presentation of any portion of a
document that will be provided to the
IRS. Providing an appraisal would fall
within this definition. 

The “document” at issue
includes a tax return, claim for
refund, affidavit or any other docu-
ment that is used in connection with
a material tax matter. An appraisal
used to support a position on a tax
return, claim for refund or in litiga-
tion falls within this definition of a

document. Likewise, an affidavit
from an appraiser that is used to
resolve a matter with the IRS falls
within the definition of a document
for purposes of Section 6701.

Defense
Generally, an advisor’s best line

of defense to a Section 6701 penalty
is to establish that the document at
issue is not false. Failing that, the
advisor can show that he or she did
not know that the use of the docu-
ment would result in an understate-
ment of tax liability.

Likewise, the penalty would be
inapplicable where an advisor can
establish that he or she did not
know and had no reason to believe
that the document would be used in
an Internal Revenue matter. For
example, an appraiser may be
retained to appraise a business for a
buy-sell agreement. Unbeknownst
to the appraiser, that same apprais-
al is being used for preparation of a
tax return. The appraiser can estab-
lish by his fee agreement that he or
she was retained only for the buy-
sell appraisal and had no knowl-
edge of the tax return.

Investigation
If the IRS decides that a Section

6701 penalty investigation is war-
ranted, the advisor will be notified
of the investigation in writing, but
only after the IRS has finished
gathering information from third
parties. Sometime thereafter, the
investigating Revenue Agent will
meet with the advisor to develop
and document the advisor’s defens-
es to the proposed penalty.

If the investigating agent decides
a Section 6701 penalty is applicable,
the penalty will be assessed. The
advisor has no right to a pre-assess-
ment appeal of the penalty, nor is the
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taxpayer, for an appraiser to be
held liable for a section 6701
penalty. The Service would also
need to demonstrate that the
appraiser had actual knowledge
that the taxpayer would rely on
the document that would lead to
an understatement. Particular
cases should be considered indi-
vidually until the application of
section 6701 in this context is
more established.

Circular 230
The potential impact of the

imposition of a Section 6701 goes
far beyond just the payment of the
relatively small penalty. An
appraiser who is subject to a
Section 6701 penalty is also subject
to disqualification under Circular
230. If an appraiser is disqualified,
he or she is barred from presenting
evidence or testimony in any
administrative proceeding before
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IRS required to comply with the defi-
ciency procedures used in tax cases.
To contest the penalty assessment,
the advisor must pay at least 15
percent of the assessed penalty, file
a claim for refund, and if necessary,
file an action in federal district
court. This can be expensive and
time-consuming.

Contest
Section 6703(b) provides a spe-

cial procedure that allows an advi-
sor to contest the imposition of a
Section 6701 penalty without paying
the entire amount. Within 30 days of
receiving notice and demand for
payment from the IRS, an advisor
may pay 15 percent of the liability
and file a claim for refund. If the
claim for refund is denied, the advi-
sor is sent a letter advising him or
her that the claim will be disallowed
unless a written request for Appeals
consideration is received within 30
days from the date of the letter.

Appeals will consider the claim for
refund on an expedited basis.

If the claim for refund is ulti-
mately disallowed, the appraiser
may file a petition in federal district
court within 30 days of the refund
disallowance. If the appraiser com-
plies with the 30-day rule, the IRS
will be barred from collecting the
balance of the penalty until resolu-
tion of the court case. 

If an advisor fails to comply with
the requirements of Section 6703(b),
he or she can only contest the penal-
ty by paying the entire amount, filing
a claim for refund, and filing a peti-
tion in federal district court. 

Six Precautions 
The appraiser’s job is to arrive

at values, such as fair market value,
frequently used for tax matters that
approximate the market. To the
extent an appraiser can demon-
strate that he or she used all profes-
sional care in arriving at their opin-

ion, then the appraiser should be
able to rebut challenges including
penalty assessments. By taking the
following precautions, you can
demonstrate your use of profession-
al care and limit exposure to
Section 6701 penalties:
■ Always use an engagement letter.
■ Confirm the scope of the

engagements that you accept.
■ Verify client data independently.
■ Be sure you know for exactly

what purpose the appraisal will
be used.

■ Be selective and accept only
engagements that you have the
expertise to complete.

■ If needed, bring in other experts
for second opinions before you
issue your reports.

The appraisal profession may
have to do what has become stan-
dard in the audit profession, and
implement a peer review process to
demonstrate that procedures meas-

M&A Advisory to Mid-Market Companies 

      Do you have a client ready or planning to sell their business? 
Marion Financial Corp. can assist the CPA or CVA with implementing clients’ 
succession plans.  Marion Financial Corp. has been helping mid-market business 
owners sell their business for over 17 years.  Please call for a confidential 
discussion about your client’s exit planning goals. We can arrange the successful 
sale of the business (or implement a management buyout) to a third-party acquirer.

  For more information please contact: Tom Edens, President 
  NACVA member 
   Marion Financial Corp.    
  (713) 988-8000 
  edens@marionfinancial.com

M A R I O N F I N A N C I A L  C O R P.

MERGER & ACQUISITION ADVISORY TO MID-MARKET COMPANIES 
NINE GREENWAY PLAZA, STE 3131 
HOUSTON, TX 77046 
713.988.8000 
www.MarionFinancial.com 
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ure up to those of other profession-
als. Tax controversies may add to the
pressure to establish peer review.

Conclusion
Appraisals for tax matters have

always involved risk for the
appraiser, but the current tax
administration environment is a
particularly difficult one for profes-
sionals assisting on tax matters. 

No one would disagree that bad
actors need to be penalized and
stopped from defrauding the gov-
ernment, but we hope the IRS will
acknowledge there are many legiti-
mate differences of opinion when
dealing with valuations.

For instance, when valuing a
raw land partnership, the taxpay-
er’s expert may determine that the
combined discounts should be 45
percent, while the IRS economist

believes that the maximum com-
bined discounts should be 14 per-
cent. Assuming both professionals
are using their best judgment, will
the IRS examiner be able to fairly
distinguish between legitimate dif-
ferences of opinions and bad actors
that need to be penalized? Will the
threat of potential penalties cause
appraisers to settle issues in areas
debated by knowledgeable profes-
sionals?

Unfortunately, valuation dis-
counts are still the subject of great
controversy within the profession
and are hardly subject to universal
agreement. Will those in the profes-
sion lose the ability to fairly repre-
sent clients because they fear their
own ability to represent clients will
be compromised by disagreements
on the computation and application
of discounts?

The answers to these questions
will develop as the IRS implements
the penalties over the next few
years.

Stay tuned. This area of tax
administration requires continued
dialogue between IRS and valuation
professionals. In the authors’ opin-
ion, it is critical for your practice
that NACVA be involved with this
dialogue.

The authors thank Howard Lewis
for his help in preparing this article.
Note that his comments, and the com-
ments of any single IRS officer, cannot
be construed as IRS policy.
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