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THE CONSEQUENCES WHEN IT GOES WRONG

The consequences of K-1data errors are not abstract. They are specific, financially material,

and in some cases involve personal liability:

1. IRS PENALTY EXPOSURE

K-1s are information returns, and late or
incorrect filings fall under IRC 6721 and 6722.
For returns required to be filed in 2026, the
penalty runs up to $340 per return, and for
failures due to intentional disregard it is the
greater of $680 per return or 10 percent of
the amount that should have been reported,
with no annual cap in that tier. For a fund

with 500 LPs, a systemic extraction error that
forces amended K-1s multiplies that per-
return exposure across every affected partner,
and can exceed the cost of purpose-built
infrastructure. Penalty amounts are indexed
to inflation and rise annually (Rev. Proc. 2025-
32).

2. INVESTORAND LP
CONSEQUENCES

Incorrect K-1data causes investor-level

tax errors. Extensions. Amended returns.
Penalties and interest at the investor level that
flow back to the GP as relationship damage,
legal exposure, and potential redemption risk.

3. REGULATORY AND AUDIT
EXPOSURE

When a regulator or auditor requests

documentation of how K-1data was extracted,
validated, and verified, a general Al system
with no audit trail produces no answer. The
inability to demonstrate due care in data
handling is itself a liability.

4. REPUTATIONAL DAMAGE

In private markets, the professional
community is small. One tax season with
systemic data quality issues generates
damage that takes years to repair - and in
some cases, does not repair.

5. CIRCULAR 230 DISCIPLINARY
EXPOSURE

The IRS OPR issued Alert 2026-19 in June
2026, confirming that practitioners remain
fully responsible for accuracy when using

Al and that negligent use can trigger
professional sanctions under Circular 230.
The alert cites documented cases of Al-
generated fabrications in professional work,
including a 2025 Deloitte Australia report for
the Australian government that contained
fabricated quotes and references to sources
that did not exist, prompting a partial

fee refund. Courts have already imposed
sanctions on attorneys for Al-generated
errors in filings, and the OPR states tax
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professionals face the same exposure. (IRS No Safe Harbor Exists for
OPR Alert 2026-19) Ai-Assisted Errors

6. HALLUCINATION RATES THAT
DO NOT RESPOND TO MODEL SIZE

A hallucination is a plausible but fabricated any rules, or created any regulatory framework
that reduces a tax preparer’s liability because an

The IRS has not issued any guidance, published

value the model produces without support
. . Al system produced the error.
in the source. A 2024 clinical-research

s’rudy measured a 28.6% rate for GPT-4 on Under Alert 2026-19, every existing Circular

reference accuracy, not on tax extraction 0 elelligpel et sy e o elalplhy sl

. . produces part of the work. Responsibility for the
(Chelli et al., 2024). No K-1 benchmark exists.

accuracy of the filing stays with the practitioner,
regardless of which system generated the figure.
The IRS has created no special category and no
reduced-liability standard for Al-assisted errors.

This is not a future regulatory question. It is
. . . th tlegal reality. A ization that
The IRS has noticed-and is acting © correntiegarredtiiy. An organization na

builds a K-1 extraction system using general Al

and processes live returns with it is accepting

In June 2026, the IRS Office of Professional full professional and financial liability for every
Responsibility issued Alert 2026-19, output that system produces, regardless of
“Introductory Guidelines for Responsible Al Use which model generated the number. Established
in Federal Tax Practice.” The guidance explicitly providers absorb part of that burden through
warns practitioners against uploading taxpayer dedicated tax content teams; a firm building in-
data to unsecured or public Al systems, citing house carries it alone.

acute risk of unauthorized exposure under IRC ) ) o
Source: Office of Professional Responsibility, IRS, Alert Issue

Section 7216. No. 2026-19, “Introductory Guidelines for Responsible Al Use

in Federal Tax Practice” (June 24, 2026).

The OPR further warned that the use of Al

in tax filings has already produced cases of
fabricated information and hallucinated
citations resulting in professional sanctions -
financial penalties, public censure, mandatory
ethics coursework, and disciplinary referrals

- and that tax professionals face the same
liability as attorneys who have already been
sanctioned for Al-related errors in legal filings.

The regulatory posture on Al in tax practice is
tightening, not relaxing.
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About
K1x, Inc.

Klx is the leading data distribution platform for alternative

investment tax compliance as well as the industry standard,

IRS-certified solution for seamless tax-exempt filings.

The fintech company’s patented, Al-powered
Saas solution digitizes and distributes tax data

seamlessly-connecting investors, accounting firms,

tax software, IRS and state taxing authorities—

simplifying complex processes, accelerating filings,

reducing costs, and delivering greater control and

accessibility. Kix is battle-tested by the best, and
trusted by more than 8000 organizations including
44 of 100 largest institutional investors in the US,
16 of the top 25 accounting firms, 11 of the top 100
private foundations, 36 of the top 100 university
endowments, and 8 of the top 40 health systems.

About

Genius Drive

Genius Drive develops the financial valuation
models and tools that technology buyers and
providers use to quantify value and total cost
of ownership. The team was founded by former
Gartner TCO experts and brings more than 30
years of experience building technology financial
valuation models and tools. The TCO ranges in
this paper follow that discipline: sourced inputs,
conservative-to-aggressive ranges rather than
single-point estimates, and a full accounting of
structural costs, not just the visible ones.
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