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b. Abusive Shelters Initiative.

The IRS has classified tax shelters as a priority and has established a lead development center
to centralize the receipt and development of leads on abusive tax transactions used by promoters and
preparers (“ATAT”).

2. Abusive Shelters and the States.

The IRS has entered “Abusive Tax Avoidance Transaction Memorandums of Understanding”
with a number of state tax agencies to share information about abusive tax shelters.

States have become very aggressive to recapture tax dollars lost to abusive tax sheltering.
California has been most aggressive, enacting retroactive legislation, increasing and creating new
penalties, increasing the statute of limitations for assessment, enacting the economic substance
doctrine, etc.  California adopted a voluntary compliance initiative encouraging taxpayers to get right
and offering some incentives to do so.

3. Audits and Summonses.

The IRS has stepped up its audit activity with respect to the shelters and is devoting
substantial resources to the audits.  The audits are both of the taxpayers (which requires that they first
be identified, sometimes a difficult task as will be noted) and the promoters with respect to the
responsibilities and penalties imposed upon them by the Code. 

As we discussed above (pp. 268 ff), in the audit arena, the IRS has taken the gloves off with
respect to its genteel approach to tax accrual workpapers when corporate taxpayers have invested
in shelters that are listed transactions.  The new rules for tax shelter items are:

1. The IRS will routinely request the audit workpapers relating only to the Listed
Transactions where the taxpayer timely and properly reported a Listed Transaction.

2. The IRS will “routinely request all tax accrual workpapers” for years under
examination and may request them for years not under examination where the taxpayer has invested
in a Listed Transaction that are not timely and properly reported.

3. The IRS may “as a discretionary matter” request all tax accrual workpapers if (i) the
taxpayer entered multiple Listed Transactions or (ii) entered a single Listed Transaction and has
financial irregularities.

4. An IDR will first be used, followed by the summons if the taxpayer’s response is not
adequate.

The IRS Chief Counsel has described these rules as “one of the smartest things the IRS did
in [combating] tax shelters,” because the threat of opening up tax accrual workpapers “completely
changes the cost-benefit analysis for companies engaging in squirrelly transactions.”
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Also, as we discussed above, the IRS’s principal investigative tool is the IRS summons.   The
summons is being used with great effect in the quest to identify the taxpayers involved and in
investigating the promoters themselves.  In order to identify the taxpayers, the IRS has two summons
approaches.  First, using the Tiffany Fine Arts approach, the IRS can summons promoters with
respect to their Code responsibilities – specifically the lists required in the list maintenance
requirements.  Second, the IRS can use the John Doe summons procedure, the procedure specifically
designed to obtain the identities of unknown taxpayers.  

With great fanfare, the IRS has summonsed the records of major accounting firms and other
shelter promoters and then, upon noncompliance, brought either summons enforcement proceedings
in the case of the regular summons or contempt proceedings in the case of the John Doe summons
to obtain information about the shelters and the taxpayers who bought into them.  The promoters
often resist those summonses because they want to avoid identifying the investors.  The IRS has been
uniformly successful, at least ultimately in the judicial proceedings involving compliance, in
obtaining the names of the investors.

4. Designation for Litigation.

The IRS has a designation for litigation procedure whereby it picks one or more issues in a
specific case that it desires to litigate in order to develop the law.  Cases designated for litigation will
not be settled – meaning that the taxpayer must either litigate or concede in full.  The designation
for litigation procedure has received much press in the tax shelter arena, but is not limited to tax
shelters.  It can apply in any area where the IRS believes it is more important that the law be
developed than a particular case settled.  Obviously, the IRS will pick the cases that it believes offer
the best chance of prevailing on its view of the law.  The process of designating for litigation takes
time and consideration at several levels within the IRS.  The taxpayer will have an opportunity to
present arguments as to why the particular case is not an appropriate vehicle for designation for
litigation.  The taxpayer will certainly want to take that opportunity because designation for litigation
will limit the option of settling the case and will almost certainly significantly increase the costs of
litigation.

5. Mandatory IDRs about Listed Transactions.

In audits initiated by LMSB after April 24, 2004, the IRS will issue IDRs regarding listed
transactions.

6. Disclosure Initiatives.

In Announcement 2002-2, the IRS launched a disclosure initiative whereby taxpayers
investing in potentially abusive tax shelter transactions could avoid certain of the accuracy related
penalties by disclosing the transactions.  In order to qualify, the taxpayer must disclose before the
later of an audit of the item or a related item or April 23, 2002.
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7. Penalties.

The IRS will aggressively pursue penalties in tax shelters.  These penalties are civil and
criminal penalties.

a. Civil Penalties.

The IRS is pursuing penalty investigations against the promoters.  As we discussed above,
there are promoter penalties potentially applicable for shelters that are false or have valuation
misstatements and for failure to register tax shelters.  Indeed, the potential application of these
penalties are the linchpin for regular summonses to the promoters when the IRS is trying to identify
the taxpayers investing in the summonses.

The IRS will also pursue penalties against the investors.  The penalties will be the accuracy
related penalties (see the settlement initiatives below) and may include civil penalties.  

b. Criminal Penalties.

The IRS and its companion in tax law enforcement, DOJ, may pursue criminal investigations
and prosecutions.  Indeed, DOJ and the IRS are currently conducting prominent criminal
investigations and prosecutions of tax shelter abusers – both taxpayers and their enablers (tax
professionals rendering opinions or otherwise assisting and other enablers) necessary to effect the
abusive schemes.  I discuss this in more detail below.

8. Settlement Initiatives.

The IRS is developing settlement positions that offer taxpayers only limited relief.  The
incentive for taxpayers to settle is the substantial risk that the courts would give even less relief.

9. Circular 230 and OPR Initiatives.

Tax practitioners are often enablers in the abusive tax shelter game.  Not surprisingly, the IRS
is rattling its sabers to threaten the risk of disbarment of practitioners who play the tax shelter game
too aggressively.  As we noted above, the Office of Professional Responsibility (“OPR”) has the
right to disbar practitioners from practice before the IRS.

The Treasury Department has recently amended Circular 230 to address issues related to
abusive tax shelters, giving OPR more enforcement hammers to discourage abuse in the tax shelter
opinion context.   These changes are beyond the scope of this book.  Suffice it to say that they are
aimed at those who enable abusive tax shelters, although the bar is concerned that they approach the
target with a shotgun rather than a rifle. 

In addition, the IRS has recently elevated the office of OPR to front line status by bringing
on as its director Cono Namorato, one of the country’s leading criminal tax practitioners and former
head of DOJ’s criminal tax section.  Namorato said that he will transform OPR from a “backwater”
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office plagued by “overaged, insignificant cases” into a more effective organization.  Namorato has
since left the position, but it is believed that OPR will continue to pursue his and related initiatives
to keep in front of practitioners a drumbeat that they should play by the rules or suffer the
consequences.

Thus, OPR is already active in the investigations of abusive tax shelters, and I fully expect
that there will be disbarment actions coming in the relatively near future.  (One of the reasons for
delays is that, to the extent that the practitioners’ conduct may be subject of criminal investigation,
OPR may defer action pending resolution of the criminal investigation and any prosecution that may
result therefrom).

D. Judicial Initiatives.

1. Judicial Enforcement of Summonses.

As noted, the IRS has used both the regular summons and the John Doe summons to obtain
the identities of taxpayers (as well as documents related thereto).  The judicial proceedings related
to this initiative are (i) the summons enforcement proceeding for the regular summons and (ii) the
ex parte judicial procedure provided for the John Doe summons.  The Government regularly
achieves a successful result in these case, although the resistance is often fierce resulting in delays.

2. Statute of Limitations Issues.

An abusive tax shelter “works” – at least for the taxpayers and promoters – to the extent that
the statute of limitations on assessment runs out.  Accordingly, taxpayers and promoters pursued
delay tactics to the Government’s summonses seeking taxpayer identities, hoping that by doing so,
the statute of limitations would run at least for one more year.  Most of the abusive shelters as
designed avoid the 6 year statute of limitations either by not involving an omission of gross income
or by adequately (perhaps) disclosing.  Hence, all the taxpayers need to do is outrun the 3 year statute
of limitations (determined under the rules addressed above).  But, depending upon how long it takes
the Government to initiate summons procedures, delay may achieve a taxpayer benefit under the 6
year statute also.

The Code provides that, if compliance with a third party summons (both a regular and a John
Doe summons) is not resolved within six months after the issuance of the summons, the taxpayer’s
statute of limitations is suspended from six months after the summons is issued through the final
resolution of the response.  This suspension does not apply to a regular summons issued to the
taxpayer to investigate its liability under the Tiffany Fine Arts gambit, thereby permitting the
coincidental discovery of the shelter investors’ identities.

Hence, when the IRS proceeds by regular summons under Tiffany Fine Arts against the
promoter or other participant in the sales process, the IRS would often be stonewalled with assertions
of the identity privilege often on the basis that assertion of the privilege was required by their
contractual and ethical responsibilities to the unnamed taxpayers.   In order to test the assertion of
the identity privilege, the IRS brought summons enforcement proceedings.  The summons
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enforcement proceeding is a fairly summary proceeding and thus, alone, probably would not achieve
substantial delays except where the documents involved are voluminous and some are subject to
perhaps colorable claims of privilege, which will slow down a court that has to weed through the
claims and separate the wheat from the chaff.  One court having to do that at the expenditure of great
judicial resources and time dealing with marginal or frivolous claims of privilege, created its own
suspension of the statute of limitations by holding (probably a dicta holding) that, if the statute of
limitations on assessment for the underlying taxpayers would expire within 60 days of the entry of
the order, that period was extended for 60 days after the entry of the order.

Most of the potentially affected taxpayers in regular summonses to the promoters under
Tiffany Fine Arts thus just let the promoter fight the delay battle.  Others, however, pursued a
separate strategy by bringing a regular civil injunction suit – again in the name of John Doe to protect
the privilege – against the person to whom the regular summons was issued to enjoin that person
from giving the information and/or documents to the Government.  Such a separate proceeding could
gum up the works, at least by introducing sufficient uncertainty that delays would be involved.
There is no provision for suspension of the statute of limitations in such a civil suit between private
parties.  In the one decided case involving this gambit, the district court took a dim view of it and,
recognizing that the taxpayers had achieved substantial delays already with the gambit, provided an
“equitable” extension of the statute of limitations.  

Whether or not these judicial extensions of the statute of limitations are ultimately
sustainable on appeal (if appealed or tested later in a separate proceeding) is an open issue, although
the early returns are that they will not be sustained. 

Where the IRS pursued the John Doe summons procedure and was met with delays, the
statute provides for an extension beginning 6 months after the service of the summons and ending
with resolution of the summons.  However, for taxpayers whose statute of limitations expired in the
threshold 6 month period, they won by the summonsee’s noncompliance!  (Assuming, of course, that
a court does not find some basis for an equitable suspension; e.g., if the taxpayer were found to be
complicit in the promoter’s delay in responding to the John Doe summons.)

3. Grand Jury Investigations.

An even more dramatic development is the increased use of grand jury investigations
targeting allegedly abusive tax shelter promotions.  Grand jury investigations are far superior to the;
IRS criminal investigation for complex shelter investigations.  The Government thus used the grand
jury to investigate tax shelter promotion activities by at least two large accounting firms (KPMG and
Ernst & Young) and one large law firm (Jenkens & Gilchrist) that has recently failed as a result of
its tax shelter activity.  These investigations produced a flurry of indictments against KPMG related
defendants, Ernst & Young defendants, and Jenkens & Gilchrest defendants.  Several guilty pleas
and convictions have been obtained. 

The Government encountered difficulty in its KPMG defendant prosecution, which was the
first and most prominent case in its current criminal initiative against allegedly abusive tax shelters.
In that case, involving 19 original defendants, the trial judge dismissed 13 defendants because of
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unconstitutional pressure by the grand jury prosecutors during the grand jury investigation that
caused KPMG to withdraw attorneys fees for those persons fingered by the prosecutors, and the court
of appeals affirmed the dismissal.  While this was a major set back for the Government’s tactics, the
subsequent guilty pleas and convictions have put some of the wind back in the sail of the
Government’s criminal enforcement initiatives against tax shelters.

The guts of the Government’s criminal case in complex shelter cases is to present dastardly
deeds that the jury can understand.  Juries rarely understand tax and accounting arcania, so in
criminal cases, such arcania are merely the setting, they are not the smoking gun for conviction.
Rather, in order for the Government to convict, the Government has to show the lie or equivalent
– that the defendant(s) lied, cheated or stole.  Thus, for example, in the Enron prosecution where
accounting arcania (fully the equal of tax arcania) was the setting, the prosecution’s theme was:
“This is a simple case. It is not about accounting. It is about lies and choices.”  Many of the complex
shelters and certainly all of them that created too good to believe magic had embedded in them
several and often a plethora of lies that are fertile ground for prosecution and conviction.

4. Conclusion.

These various judicial, administrative and legislative initiatives (and more to come) are a
veritable juggernaut to stem the tide of losses arising from tax shelters.  It remains to be seen whether
they will have a major effect, but I suspect that they will have such an effect, although, given the
nature of the Code, there will always be players who will try to skirt any new lines that may be
drawn.

VI. Transfer Pricing.

Transfer pricing is the tax issue involving overwhelmingly the most tax dollars in audits and
litigation.  By manipulating prices in related party transactions, taxpayers can put profits in the
related party that is best tax advantaged.  As to the U.S. fisc, transfer pricing manipulations generally
have maximum revenue impact in cross-border transactions in which profits that would otherwise
be taxed in the U.S. are moved offshore to a related party.  If the organization is a foreign
multinational enterprise shifting profits from a U.S. subsidiary to one of its foreign affiliates, the
profit will escape U.S. tax altogether.  If the organization is a U.S. multinational enterprise, shifting
profits from a U.S. entity to one of its foreign subsidiaries will achieve deferral of U.S. tax until the
profits are repatriated to the U.S., which can be indefinitely postponed in many cases thus achieving
the economic effect of exemption from current taxation.  

Example 1:  US Parent Company (USP) sells widgets to its foreign subsidiary (FSub) which
is incorporated and does business in foreign country (“F”) that imposes 5% effective tax rate on
FSub's profits.  USP's cost of manufacturing is $50 per unit, and FSub, a sales company, sells the
product to unrelated F country purchasers for $100 per unit.  FSub incurs $5 cost per unit to make
the sales.  The total economic profit is thus $45 ($100 sales price less manufacturing costs of $50
and sales costs of $5).  Assume that, if FSub were not related to USP, USP would sell the product
to FSub for $75 which would mean that the $25 profit would be taxed by the U.S. and $20 profit
would be taxed by F Country.  USP, however, has an incentive to lower the sale's price to FSub, a
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related party, in order to push profits into FSub whose profits are subject to a lower F Country tax
rate.  Let's say then that USP sells to FSub for $55, with the result that, upon FSub's sale to unrelated
parties for $100 per unit, thus leaving USP with $5 profit and shifting $20 profit to FSub.  The U.S.
tax base has been eroded by $20 per unit.  Section 482 permits the IRS to adjust the price to $75 per
unit -- the “arm's length price” -- and apply the U.S. tax results accordingly.  That adjustment --
referred to as a primary adjustment -- can have a collateral consequence to account for the fact that
F Sub then has $20 more cash than it should have, and additional U.S. tax consequences -- referred
to as correlative adjustments -- can result from the primary adjustment.

Example 2:  Let's reverse Example 1.  Foreign Parent Company (“FP”) sells widgets to its
U.S. subsidiary (“USSub”).  In this example, FP will be motivated to shift profits out of the U.S. by
increasing the sales price of its widgets.  Thus, let's assume that FP sells the widgets for USSub for
$90 per unit, thus leaving the USSub with a $5 profit (i.e, $100 sales price per unit, less $90 cost of
goods sold per unit and $5 cost of sales per unit).  However, if FP sold for the “arm's length price,”
USSub would purchase for $75 per unit and would thereby report to the U.S. profit and taxable
income per unit of $20 ($100 sales price less $75 cost of goods sold and $5 sales costs).  The U.S.
tax base would be eroded $15 by FP selling for $90 rather than $75, the arm’s length price.  Section
482 permits the IRS to adjust the sales price to $75 per unit -- the “arm's length price” -- and apply
the U.S. tax results accordingly.  Collateral adjustments can attend that primary adjustment also.

Transfer pricing manipulations are very difficult for the IRS to detect or address, so long as
the taxpayer is not a real hog (remember the old adage regarding the bull, the bear and the hog; you
make money being a bull or a bear but not a hog).  And then when the IRS does spot or think it has
spotted abuse, the IRS has a great deal of difficulty in sustaining its position as to pricing.  For
example, you will remember our old friend the Compaq case in which the Tax Court rejected an
exotic corporate tax shelter but the Fifth Circuit sustained the shelter.  In an earlier opinion involving
Compaq, the Tax Court resoundingly rejected the IRS transfer pricing adjustments which involved
far more tax dollars.  Accordingly, the tax shelter of preference for many corporate taxpayers is
transfer pricing.

The Code contains several procedural provisions addressed at giving the taxpayer the
incentive to avoid being a hog on its transfer pricing adjustments and give the IRS better tools to
identify potential transfer pricing adjustments.  They are:

(1) The Substantial Net § 482 Transfer Price Adjustment Penalty.  Section 6662(e)(3)
provides a substantial accuracy related penalty for substantial net § 482 transfer pricing adjustments.
I have addressed this penalty problem above.  Excluded from the penalty base are adjustments that
meet certain requirements including record keeping requirements.

(2) Record Keeping Requirements.  The Code has special reporting rules designed to
identify related party transactions, particularly cross-border transactions, with penalties designed to
encourage compliance with the reporting rules.

One consequence of transfer pricing adjustments that have the effect of increasing the U.S.
tax base in an international transaction is that the tax base in the foreign leg (or legs) of the related
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parties transaction will, if made consistent, be eroded.  Go back to the examples I posited.  The
taxpayers in each example will have reported the transaction according to the transfer price it initially
set.  That is, in example 1, the U.S. taxpayer (“USP”) would have reported and paid tax on $5 profit
per unit to the U.S. and the foreign taxpayer would have reported and paid tax on $40 profit per unit
to F Country.  In example 2, the U.S. taxpayer (“USSub”) would also have reported and paid tax on
$5 profit to the U.S., and the foreign taxpayer would have reported and paid tax on $40 profit per
unit to F Country.  When the U.S. subsequently adjusts the intercompany sales price to $75, the U.S.
fisc will have been made whole, but consistency would require that the foreign tax be reduced and
taxes refund to the foreign related party (FSub and FP, respectively in the examples).  If the
adjustments are not made consistent between the U.S. and the foreign country, there will in effect
be double taxation of the same quantum of income.

Consistency will require the cooperation of the foreign government to adjust the foreign
corporation's profits downward and issue a refund accordingly.  Normally, neither a taxpayer nor the
U.S. can require such cooperation unless the foreign government has surrendered that part of its
sovereignty (never).  The mechanism whereby foreign governments are encouraged to make
consistent adjustments is referred to as the competent authority mechanism or, referring to its general
name under the treaty, the mutual agreement procedure which obligates the competent authorities
of each treaty state to attempt to reach agreement upon the request of one of the treaty states.  The
U.S. has tax treaties with a number of foreign governments, including almost all of the developed
countries in which U.S. taxpayers may be doing business either directly through branches or through
related entities.  Those tax treaties are designed to avoid double taxation, among other things.  The
tax treaties are administered in each country through an official referred to as “the competent
authority.”  The competent authority in the U.S. has been the Assistant Commissioner (International),
who delegates the day to day functioning to the Tax Treaty Division within the IRS.  Under U.S.
treaties, when the U.S. proposes to make a primary § 482 adjustment which would mean that, on a
consistent basis, foreign tax will have been overpaid, the U.S. taxpayer can request competent
authority assistance for the U.S. competent authority to negotiate with the foreign government to
make a consistent adjustment.  The treaties do not require the competent authorities of the two
countries (the U.S. and the foreign country) to reach a consistent agreement.  The treaties do,
however, require the competent authorities to negotiate in good faith to try to reach a consistent
agreement to avoid double taxation.  Competent authority assistance usually works because most
countries do negotiate in good faith.  

The problem is that “arm's length pricing” is not a fixed, finite number, but is a range.  Each
country in the negotiating process may, in good faith, take a position in that range (which can be
quite a large range depending upon how one views the economics) that best advantages the country.
In the above example, I have assumed an arm's length price of $75, but the range of potential arm's
length prices might be from $70 to $80.  In the first example, where a U.S. taxpayer (USP) is selling
to a foreign taxpayer, the U.S. might want the $80 point in that range, whereas F Country dealing
in good faith might quickly agree that the original price $55 was too low but would want to adjust
only to $70.  Both points would be in a range that each country could reasonably take a position in
good faith.  But, if the countries stuck there, the U.S. would or could impose tax based on an arm's
length price of $80 and F Country could impose a tax based on an arm's length price of $70, with a
smaller refund issued, or perhaps even stick the F Country taxpayer with its reported $55 price, with
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no refund issued.  There would be $10 double taxation in the first alternative and $25 double taxation
in the second.

Usually, the competent authorities are able to resolve their differences to reach a mutually
acceptable point within the range so that the parties are not subject to double taxation.  In this
example, the competent authorities would agree to some point in the range -- say $75 -- and impose
tax results accordingly.  However, the competent authorities are not always able to reach agreement
even when they are dealing in good faith.  And, sometimes, one or even both of the competent
authorities may be merely going through the motions and not really dealing in good faith.  The loser,
in such standoffs, is the taxpayer whose costs of doing business across national borders is increased
by double taxation.  In a broader economic sense, that cost is really borne by the two countries
because trade will be impeded by economic double taxation or the risk of such double taxation.
Accordingly, in order to encourage trade, both countries' competent authorities will have a significant
incentive not to take petty and unreasonable positions in the competent authority process and to
strive to reach a consistent agreement.  That does not always happen, but it happens enough that on
balance in most of our trading partner countries economic double taxation can usually be avoided.

One recent initiative in this area is for taxpayers desiring certainty as to transfer pricing can
negotiate with the IRS as to arm's length transfer pricing methodologies and apply those
methodologies over a period up to five years.  Those methodologies will be developed based on
certain critical economic assumptions.  So long as the critical economic assumptions do not change,
the U.S. taxpayers can apply those methodologies and be assured that the U.S. will not make transfer
pricing adjustments.  The process is called the APA process; APA is an acronym for Advance
Pricing Agreement.  I have discussed APAs above.

VII. Industry Issue Resolution (“IIR”)  Program.

The IRS has recently initiated a so-called Industry Issue Resolution (“IIR”) Program.  The
goal of the program is to identify industry-wide issues that might require significant intensive work
in individual audits and to work with industry to develop acceptable resolution that can then be
applied in audits without the individual issue intensive work that would otherwise be required.

The IRS believes that the issues most appropriate for the program will have two or more of
the following characteristics:

• the proper tax treatment of a common factual situation is uncertain. 
• the uncertainty results in frequent, and often repetitive, examinations of the same

issue. 
• the uncertainty results in taxpayer burden. 
• the issue is significant and impacts a large number of taxpayers, either within an

industry or across industry lines. 
• the issue requires extensive factual development, and an understanding of industry

practices and views concerning the issue would assist IRS in determining the proper
tax treatment.
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The IRS believes that the following are not appropriate for consideration under the IIR
program: 

• issues that are unique to one or a small number of taxpayers. 
• issues that are primarily under the jurisdiction of IRS Operating Divisions other than

the LMSB and SB/SE Divisions. 
• issues that involve transactions that lack a bona fide business purpose, or transactions

with a significant purpose of improperly reducing or avoiding federal taxes. 
• issues that involve transfer pricing or international tax treaties.

When the IRS determines the industry-wide resolution it believes is appropriate in
consultation with industry groups, it will issue guidance in the form of a regulation, a revenue ruling,
a revenue procedure or a notice, as appropriate.

VIII. Remedies for IRS Employee Misconduct.

A. Introduction.

The IRS is a large organization with many employees.  It is inevitable that there will be some
rotten apples in the barrel who will misbehave.  The issue addressed here is what are the
consequences of their misbehavior and specifically whether a taxpayer has remedies for misbehavior.

We discussed above (pp. 36 ff.), the so-called Caceres doctrine which holds that, generally,
a taxpayer has no remedy for damage imposed by an IRS employee’s violation of the IRM.  What
about violation of the Code or of constitutional rights?

There are certain implicit remedies in the Code rules we have discussed above.  If the IRS
makes an assessment outside the statute of limitations (even knowingly so), the taxpayer’s remedy
is to have the assessment abated, judicially if necessary.  Some of the Code’s rules do not necessarily
prescribe a remedy, in which case it is up to the courts to determine what remedy, if any, may be
appropriate for the violation.  For example, we discussed above the requirement that the notice of
deficiency advise the taxpayer of the final date for filing a petition for redetermination in the Tax
Court.  If the notice does not state that date, is it invalid and therefore cannot support a subsequent
assessment?  The statute does not say, and the few cases to date seem to state that the notice of
deficiency is not thereby invalidated so long as it is otherwise regular on its face.

What about tort and tort-like remedies for an IRS employee’s negligent or intentional actions
that result in damage to taxpayers that are not remedied simply by correcting the improper action
(e.g., reversing the improper assessment or returning property wrongfully levied upon)?  Under
general tort law, there are two potential targets for tort-like action – the employer and the employed
(i.e., the IRS employee committing the malfeasance).  Generally, in torts, it is best to nail the
employer – here the Government – because the employer generally has deeper pockets than the
employee.  
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This presents the first problem here.  The general rule is that the Government is the employer
and the general rule of Anglo-American jurisprudence is that the sovereign cannot be sued unless
it has expressly consented to be sued.  We shall first look at the areas in which the Government has
consented to be sued for actions of IRS employees.

We shall then consider actions directly against the IRS employee.

This is a complex area of the law and the following will only introduce you to the subject.

B. Remedies Against the United States.

1. Federal Tort Claims Act (“FTCA”).

The FTCA waives the general rule of sovereign immunity prohibiting suit against the United
States, thus allowing some seeking tort recoveries against the United States.  Under the FTCA,
aggrieved citizens may recover for wrongful acts or omissions of United States employees acting
within the scope of their responsibility.  Where the FTCA applies, it is the only remedy available
(meaning that there is no separate remedy against the employee).  The remedy is for negligence, but
generally not for most intentional torts.  Liability is determined by the law of the state in which the
act or omission occurred; the United States is liable to the same extent as a private citizen would be,
but not for prejudgment interest or punitive damages.  The FTCA, however, requires the exhaustion
of certain administrative remedies available whereby the claims must first be presented to the
Government agency and denied.

The FTCA remedy is, however, not available “in respect of the assessment or collection of
any tax.”  The exception thus virtually eliminates FTCA remedies in tax matters.  The courts
interpret the exception liberally to avoid FTCA liability but will draw a line in particularly egregious
cases when the agent’s conduct is sufficiently remote from his IRS responsibilities.

Assuming a citizen aggrieved by putative IRS employee misconduct can clear that not
insubstantial hurdle, there is still one other potential limitation under FTCA.  The FTCA does not
apply if the employee’s putative misconduct was “based upon the exercise or performance or the
failure to exercise or perform a discretionary function or duty.”  This discretionary function
limitation to FTCA is an affirmative defense that must be raised and proved by the Government.  The
exception applies only to acts that are discretionary in nature.

2. Remedies for Wrongful Return Information Disclosures.  

We discussed above the general statutory prohibition against the IRS disclosing taxpayer
return information.  In that discussion, we also included the statutory remedy under § 7431.  We shall
not repeat that discussion here.

3. Section 7433.

Section 7433 of the Code allows taxpayers to sue and recover:
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[i]f, in connection with any collection of Federal tax with respect to a taxpayer, any
officer or employee of the Internal Revenue Service recklessly or intentionally, or by
reason of negligence disregards any provision of this title, or any regulation
promulgated under this title * * * *

The provision, added in 1998, permits a remedy for many of the activities excluded by the tax
exception to the FTCA.  

The limitations of § 7433 are significant.  First, the liability requires that the IRS or agent
have disregarded a provision of the Code or a tax regulation.  Violations of internal operating
procedures, including the IRM, are not covered.  Second, a taxpayer may only recover “actual direct
economic damages,” which means pecuniary out of pocket damages.  Third, the statute allows
recovery only for collection activities. Are assessment activities – which perforce must precede
collection activities – within the ambit of the term “collection activities?”  The answer appears to
be no.  Fourth, the taxpayer is required to mitigate his or her damages.

As with other claims against the Government, the taxpayer is required to exhaust his or her
administrative remedies and pursue the claim within the time limits allowed under the FTCA.

4. Recovery of Attorneys Fees.

We have covered above the provisions for recovering fees and costs (including attorneys
fees) against the Government in administrative and judicial proceedings.  We shall not repeat that
discussion here, but obviously the taxpayer may recover such fees when the Government employee
misconduct has led to or protracted the administrative or judicial proceedings.

C. Remedies Against Government Employees (Bivens).

Normally, for actions within the scope of the Government employee’s employment, the
action against the agent is deemed to be an action against the Government, which means that the
Government may be substituted as the party defendant in any suit and the case dismissed if the case
does not meet the requirements noted above for suits against the United States.

However, all actions are not within the scope of an employee’s liability.  Does that mean that
all a taxpayer need do is to plead and prove action outside the scope of the employee’s employment?
No, even if outside the scope, so long as related to the employment (just outside the scope), the agent
may not be sued.  

There is one key exception, however, commonly referred to as a Bivens remedy.  If the
conduct rises to the level of a constitutional violation, Bivens allows a tort remedy against the
Government employee, despite the absence of any statute conferring the right.  This remedy has
parameters, of course.  First, the conduct complained of must rise to the level of a constitutional
violation.  Second, the remedy is governed by the statute of limitations of the state in which the
injury occurred.  Third, the remedy is not available in areas in which Congress has provided
remedies.  Fourth, the remedy may not be available in certain areas where special caution is required.
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Fifth, the Government employee must not have absolute or qualified immunity for the conduct in
question, although this may be an affirmative defense rather than its absence being an element of the
claim.  An example of the latter is that a Government employee committing perjury in a judicial
proceeding has immunity based on common-law witness immunity even if it results in a wrongful
judgment in the judicial proceedings, thereby violating the citizens’ constitutionally protected rights.
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Ch. 18.  Trends in Enforcement Efforts

I. General.

Benjamin Disreali (or someone else) once mused that “there are lies, damned lies, and
statistics.” The statistics on the IRS’s enforcement efforts do, however, tell a story.   

II. Sources.

I commend to you three sources for compilations and analyses of trends in IRS enforcement
of the tax laws as follows:

First, although now somewhat dated, the General Accounting Office has published a report
on tax administration titled “Impact of Compliance and Collection Program Declines on Taxpayers.”
This report notes the decline in IRS compliance and collection efforts and discusses the taxpayer
reaction to the decline.  More recently, in recognition that it is all about show biz, the IRS has hyped
its increased efforts and the positive effect thereof in various publications.  I enclose as Appendix
C a recent example with some graphs of certain statistics.

Second, Syracuse University has gathered a great deal of data through FOIA requests and has
compiled tables and graphs reporting trends in IRS enforcement efforts.  These may be reviewed at
Syracuse University’s TRAC IRS web site maintained by Syracuse University.  The web site is:
http://trac.syr.edu/tracirs/.

Third, the Treasury Inspector General for Tax Administration (“TIGTA”) has issued a report
titled: Management Advisory Report: The Internal Revenue Service's Response to the Falling Level
of Income Tax Examinations and Its Potential Impact on Voluntary Compliance.

III. Trends.

After a significant decline in IRS enforcement activity through 2001, the IRS began
significantly increasing its enforcement efforts.  See IRS Data Book for 2009.

http://trac.syr.edu/tracirs/
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Ch. 19.  Ethics, Malpractice and Tax Procedure.

I. Introduction.

Many ethical issues confront the tax practitioner.  This book is designed for the law student
of tax procedure, so I deal with examples of the types of ethical issues that confront the tax attorney
in a tax procedure practice.  However, since tax procedure and its implications cover virtually the
entire gamut of tax practice, the following discussion may be used fruitfully by all tax practitioners.
I do not attempt to provide an exhaustive discussion, but do provide some examples in order to help
you frame the analysis when you are confronted with variations of the issues in your practice.

Ethical issues obviously overlap with the civil and criminal penalty issues that we covered
above.  An attorney acts unethically if, in his or her practice, he or she commits a tax crime or assists
a taxpayer or other person in the commission of a tax crime (itself a crime under, you will recall, §
7206(2) or 18 U.S.C. §§ 2 or 371).  But, an attorney's ethical responsibilities are not confined by the
criminal statutes.  Does an attorney act unethically if the attorney knows or believes that the client’s
position will subject the client or the practitioner himself to a civil penalty?

This is not a course in ethics.  I shall therefore not attempt to be encyclopedic in the
applications of the ethical rules to the tax practice.  I will, however, illustrate through example the
types of issues that arise.  I don't have easy answers and in some cases will simply pose the issue
without the answers.  As in all law school courses and in law practice, if you spot the issue, you can
then yourself -- with research and thought, working from the known to the unknown with principled
analysis -- come up with as good an answer as anyone can.

II. Ethical Issues in Planning.

Read the following articles that are in the materials for this course:  Richardson, Audit
Avoidance via Intent Modification -- Is Fred Corneel onto Something ... or Not, 2001 TNT 131-93;
and Corneel, Audit Avoidance: A Response to David Richardson, 2001 TNT 131-91. 

III. Ethical Issues in Return Preparation.

Normally, the attorney is not the return preparer.  But, an attorney can be a return preparer
if he or she advises the client as to how the item or transaction is to be reported on the return.  What
are the attorney's ethical responsibilities in this case?

The attorney historically serves two key roles – that of advisor and that of advocate.  Which
role best fits the attorney’s role in advising as to reporting positions on the return?  Is the tax return
like a pleading in a civil case, where, at least in Federal courts, FRCP Rule 11 polices abuses and
perhaps sets normative standards of attorney conduct?  Is the Government an adversary of the
taxpayer in the return filing process, so that the attorney representing the taxpayer is acting in his role
as advocate?  Does the attorney owe a responsibility to the Government that, while perhaps not
trumping his or her responsibility to the client, might limit that responsibility?
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The historical approach is that, vis-a-vis the responsibilities to the Government and the tax
system, the attorney is acting as advocate for the client and may recommend any position that is not
frivolous, just as he or she may do in litigation, at least so long as there is reasonable basis or a
realistic possibility of success.  Of course, the attorney is required in all events to advise the client
as to the risks to the client from reporting the transaction in the manner contemplated.  The attorney
remains the attorney for the client owing a duty of loyalty and objectivity.  Thus, even if the attorney
avoids ethical impropriety, the attorney must still advise the client as to the risks of the client being
subject to penalties.  As noted, above, the accuracy related penalties – particularly the substantial
understatement penalty – may apply in certain circumstances as to positions that meet the minimum
ethical threshold, however it may be formulated.  Thus, as you will recall, absent a disclosure, a
return position may be penalized if it does not have substantial authority, a threshold that is higher
than the threshold as to the propriety of the lawyer’s advice.  Similarly, as to a tax shelter position,
the taxpayer must have a reasonable belief that the position will more likely than not prevail, still
a much higher threshold.  The lawyer must advise the client realistically about the chances of
attracting these penalties.  Even if the attorney can ethically advise the taxpayer as to the propriety
of the position, he cannot do so if the taxpayer is also not aware of the penalties the position may
attract.

Let's think now about the audit lottery discussed in the articles I asked you to read.  The audit
lottery is a lottery the taxpayer wins by not getting audited.  The lottery so formulated has two
aspects.  First, being subjected to an audit is distracting and can be expensive even the positions are
sustained as reported after the audit or litigation after the audit.  Rational people thus want to avoid
audit even where they think correctly they owe no additional tax.  Second, being subjected to an
audit can be both distracting and expensive where the taxpayer does owe additional tax.  In either
of these two situations, the taxpayer will almost certainly want to do what is necessary to lower his
or her audit exposure.  But, the audit lottery is perceived as most objectionable when played by
taxpayers who owe additional tax.  Here, the IRS’s low audit rates appear to give real incentive to
taxpayers to play the lottery.

The taxpayer plays the audit lottery on the notion that the benefits to be derived (taxes
underpaid) are greater than the risks undertaken.  What are the risks?  They are, roughly, (1) whether
you will be audited at all (we now have a very low audit rate), (2) whether, if audited, the agent will
recognize or understand the risky transaction, (3) whether, if the agent understands the position
reported, he or she will disagree with it, (4) whether, if you litigate with the IRS over its
disagreement, the taxpayer will lose, and (5) whether, if you lose, you will be subject to a civil or
criminal penalty.  Many taxpayers choose to play the audit lottery, because they conclude that the
risks presented by the answers to these questions are very low.

The question that has bedeviled the tax bar for some time is whether it is appropriate to
advise clients as to the audit lottery.  This can play out in several ways.  For example, the taxpayer
may advise that he has $100,000 income that he received in cash from a party who will not report
it to the IRS.  He advises that he would prefer not to pay tax on it, and seeks advice from you as to
whether, in his circumstances, the IRS would find out about it if he did not report it and pay tax on
it.  Can you advise him that the audit rate is very low and, in those circumstances, he is not likely to
be audited?
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Some attorneys take the position that the audit lottery and its various permutations should
not be part of the attorney's advice; others take the position that an attorney may -- indeed has the
obligation to -- discuss the possible consequences of conduct.  These latter attorneys say that
advising as to consequences is not the same as advising the client to take inappropriate or illegal
action.  Thus, for example, if a client asks his attorney what the punishment for assassinating the
president is, the attorney can certainly advise him that it includes the death penalty without anyone
considering the attorney to have counseled the client to do the act.  Similarly, if a client were to ask
his attorney, what the speed limit is in a given stretch of road and what the chances are of him being
stopped if he goes just 5 miles above the speed limit, an attorney with both knowledge of the law and
that particular stretch and police practices in that particular stretch might well answer that the speed
limit is 65 mph and that it is unlikely that the client will be ticketed if he goes no more than 70 mph.
Indeed, if the attorney knows the turf well enough, the attorney might even be able to say that he
knows the cop on this beat and knows that he does not stop unless the cars are going at least 75.  Yet,
no one would view that as counseling the client to speed.

What if you suspect that the client will take the information you provide about the audit
lottery and then act on it in a way that you believe is inappropriate -- i.e., you yourself would not be
willing to take the return reporting position on your return?  Do you owe a client a lesser duty or no
duty at all simply because your client, without your encouragement, would do something you would
not do?  Is merely giving a client your best advice about the elements of the audit lottery based upon
your vast experience encouraging your client to act inappropriately?

A related question is whether you as a professional may assist a client in taking action that
is otherwise legal but which is intended to make the reporting or nonreporting of a transaction less
likely to be audited.  For example, we studied the rules that provide a six year statute of limitations
in the case of an omission of 25% of gross income unless the transaction is disclosed on the return.
The general thinking is that the disclosure may increase the audit risk for a return.  Can you as a
professional discuss with the taxpayer the audit risks if there is no disclosure as compared to the
audit risks if there is a disclosure?  Even more subtly, if the client wants to foreclose the six year
statute by making a disclosure, can you assist him in making a disclosure that, while meeting in your
judgment the requirements for a disclosure, is still worded in such a way as also in your judgment
to lower the audit profile for the return?  A similar question is presented where a client wants to
consider a disclosure to avoid the substantial understatement penalty.  Most practitioners, I believe,
feel that, so long as the disclosure is fair and accurate, it does not have to wave a red-flag begging
the IRS to audit the transaction. 

Finally, can the tax professional advise or assist a client in reporting a transaction in one of
two (or more) permissible manners based upon a belief that the manner chosen will be less likely to
be audited than the other?  Of course, if the taxpayer does really have two (or more) alternative ways
to report a transaction, I am not aware of any that condition the choice upon the taxpayer’s mental
perceptions as to likelihood of audit, so the taxpayer’s motivation in making the choice should be
irrelevant.  At least, that’s what I think most tax professionals would say.  And, they would then
conclude that the taxpayer can make his or her choice for any reason, including perceptions as to
likelihood of audit, and the professional likewise can advise or assist for any reason.
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IV. Ethical Issues with Amended Returns.

Example:  A new client advises you that he or she significantly underreported the taxes on
the return he or she filed 6 months ago.  Upon questioning the client about it, you determine that the
facts suggest the possibility -- perhaps even the probability -- that the new client could have criminal
tax problems if the IRS were to discover the matter.  A threshold question is a purely legal one -- is
a taxpayer required to file an amended return to correct an error on a previously filed original return?
The answer to that is no.  The law does not impose that duty.  May the attorney insist that the client
file an amended return?  No, the client is a free agent, and, in any event, the attorney should not insist
that the client do something that the law does not command.  May the attorney counsel the client that
it might be in his or her best interest to file an amended return even though that action is not
commanded by law?  Yes, of course.  Because, just as the audit lottery phenomenon is within a tax
attorney's competence to advise, so is the practical consequences of failing to file an amended return
within a tax attorney's competence to advise.  I discussed above the “voluntary disclosure” policy
(pp 184 ff) under which a taxpayer can obtain some assurance that he or she will not be prosecuted
for tax and tax-related crimes by filing an amended return.  This may be a very practical incentive
for the attorney to counsel filing an amended return.

So far, we have focused on ethical issues with respect to an amended return that corrects
underpayment of tax on a previously filed return.  What about an amended return that claims an
overpayment?  We noted above that such a return is a claim for refund.  Certainly, a taxpayer will
be self-motivated to file a claim for refund, although the taxpayer is not legally required to file one.
But there are significant issues lurking here as the tax attorney rummages through his or her bag of
tricks for the client.  You will recall that, by careful attention to the statutes of limitations, the statute
of limitations on additional assessments can expire while the statute of limitations on claiming a
refund is still open.  This will in effect create a one-way opportunity for the taxpayer. 

Let me illustrate in an example.  Let's say that the taxpayer is audited and the IRS sets up a
single issue that results in a deficiency of $100,000.  You counsel the taxpayer that, in your best
judgment as a seasoned tax litigator, you can win that issue in whichever court the taxpayer chooses
to litigate it.  However, since you handled that audit, you also know that the auditing agent did not
spot an even larger issue that, in your judgment, the taxpayer would lose in any court that the
taxpayer chooses to litigate it.  That issue would create a tax liability larger than the dollars that
would be saved on the issue that you believe the taxpayer could win.  One of the traditional gambits
is to preserve the refund statute of limitations, let the assessment statute expire, and the file the claim
for refund.  For example, assume that the return was filed on April 15 of Year 2, the audit deficiency
was proposed on September 1 of Year 4, your client signs a Form 870 waiver of the restrictions on
assessment on September 5 of Year 4, the IRS assesses the tax on February 1 of Year 5, the taxpayer
pays on February 10 of Year 5, and the statute of limitations on further assessment expires on April
15 of Year 5.  You will recall that, although the statute of limitations on further assessment has
expired, the taxpayer still has 2 years from the date of the February 10 payment to claim a refund.
So, on June 1 of Year 5, the taxpayer files a claim for refund alleging that the IRS erred on the one
audit issue (the only issue the IRS knows about).  In that claim for refund, the taxpayer does not
mention the issue the IRS did not audit and is not otherwise aware of, despite the fact that, in his
attorney's judgment, he would lose that issue and his taxes for the year are therefore not overpaid.
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Can the taxpayer lawfully sign the amended return (the claim for refund) with the jurat?  Can the
attorney counsel or otherwise assist the taxpayer in filing the return?

On a separate issue, do you think that the nature of proper return disclosure is different on
the original return than it is on an amended return?

V. Ethical Issues in the Audit.

A. Closing the Statute Gambit.

Attorneys, of course, can't mislead.  An attorney cannot mislead a revenue agent auditing his
client's tax returns.  As we noted above, there are criminal penalties for lying to an agent (§ 7212(a)
and 18 U.S.C. § 1001).  Certainly the attorney cannot commit a crime.  Short of lying, where is the
ethical line drawn?

Let's go back to the example noted above with respect to the claim for refund.  In
representing the taxpayer at the audit stage, the attorney knows that there are two potential issues --
the one raised by the agent as to which the attorney believes the taxpayer has a slam dunk winner and
the one not spotted by the agent as to which the attorney believes the taxpayer has a slam dunk loser.
Must the attorney tell the agent about the losing issue?  May the attorney tell the agent about the
losing issue?  Must the attorney consult with the taxpayer and follow the taxpayer's instructions as
to whether the attorney tells the agent?  If the taxpayer refuses to allow the attorney to tell the agent
about the issue, must the attorney resign, should the attorney resign, and may the attorney resign?

Most attorneys take the position that the attorney is not required to advise the agent as to the
unspotted issue, so long as the attorney does not do anything affirmative to misrepresent.  When the
agent closes out the case, the attorney may then have to face the issue of whether he or she will assist
with the claim for refund, but I have discussed that above.  Let's return to the audit, however, and
ask the question regarding the attorney's predicament where he knows he or she must not do anything
to mislead the agent.  What if the agent directly asks the attorney whether he or she is aware of any
potential issues not addressed in the audit?  Certainly, the attorney cannot directly answer that
question no.  Can or should the attorney respond by just saying that it is the agent's audit and the
agent can do as he or she sees fit, but it is not the attorney's job to give the agent leads?  What if the
agent prepares a Notice of Changes (Form 4549) or a Waiver of the Restrictions on Assessment
(Form 870) calculating the additional tax liability based on the one issue the agent addressed and
asks the attorney to agree to the numbers thus calculated?  May the taxpayer sign and may the
attorney counsel the taxpayer to sign?  Most attorneys do not view either of those forms as a
representation by the taxpayer or his attorney that the amount of tax due indicated is the correct
amount of tax due; rather, the amount of tax is simply the agent's determination as to the amount of
tax due. 

Of course, one of the dangers of knowing about an unspotted issue and playing it close to the
line in avoiding a misrepresentation while gently nudging the agent away from the unspotted issue
is that, if the IRS learns of the issue later, it may have a reconstructionist view of the attorney's
activities during the audit and bring criminal or IRS disbarment proceedings.
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B. Statement 1999-1.

Let's use another example.  What if there is one issue raised by the agent and there are no
unspotted issues of which the attorney is aware?  The attorney has determined that the IRS will
surely prevail on that issue if it is litigated and has advised the taxpayer that litigation would be
fruitless.  The agent then sends the attorney a calculation of the tax liability resulting from that issue
and presents the Form 4549 or Form 870 with the incorrect calculation on it, making a major error
so that the amount of tax indicated due is just a fraction of the proper amount.  The attorney quickly
spots that a major calculation error has been made in the taxpayer's favor.  Can the attorney or the
client execute it, in the hopes that it will then sail through the IRS without correction of the error and
the statute will thereafter close on additional assessments?

There is some authority on this subject in Statement of Standards of Tax Practice 1999-1
(“Statement 1999-1), issued by the ABA Tax Section which is not an authoritative body for the
issuance of ethical standards but is nevertheless a thoughtful body.  In that Statement, one of the
scenarios considered is an erroneous calculation by the appeals office, but the material facts are
otherwise basically the same.  Standard 1999-1 takes the position that the attorney's knowledge of
the error is a client confidence which would normally not be disclosable without the client's consent,
but further takes the position that the client has impliedly consented so as to permit and even require
the attorney to disclose without discussing the matter with the client.  The implied consent arises
because, in authorizing the attorney to settle with the appeals officer before the number was
calculated, the taxpayer already knew what bottom-line tax liability he or she was agreeing to; the
authority to effectuate the settlement encompassed the correct calculation.  But, what if, in
authorizing the settlement, the taxpayer stated to the attorney his expectation that the tax liability
would be $100,000, the IRS calculates it to be $125,000 and the attorney then calculates it to be
$150,000?  Statement 1999-1 takes the position that there is no implied authority because the client's
stated expectation to the attorney is inconsistent with such implied authority, and therefore the
attorney cannot disclose.

Statement 1999-1 takes a different approach for so-called “conceptual” errors that inhere in
the IRS's calculations.  The example given is that the attorney and the appeals officer agree that the
taxpayer is entitled to a $100,000 deduction that was originally reflected on Schedule C.  The
attorney, however, believes that the deduction is attributable to a passive activity requiring that the
deduction be deferred.  That issue was not addressed at appeals (remember the “unspotted issue”),
and the IRS calculation treats the deduction as nonpassive giving the taxpayer a current tax savings
to which the taxpayer is probably not entitled.  Statement 1999-1 treats the error as “conceptual”
rather than “calculational,” thus requiring that the attorney not disclose the error without the express
consent of the taxpayer.

Even if you were comfortable that there is no legal requirement that the client authorize you
to advise the agent of the error, should you insist to the client that he or she authorize you to do so?

I should caution that Statement 1999-1 is by no means the last word on this subject.  As
noted, it was not even promulgated by any body officially or unofficially having authority over
ethical issues.
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C. Conflicts of Interest in Audits.

Normally, the attorney is not faced with a conflict of interest in tax procedure practice.  The
attorney represents the taxpayer and the only other party in interest is the Government whom the
attorney does not represent.  No need for a conflict search there.  But, that does not mean that
conflicts of interest do not abound in a tax procedure practice and in audits in particular.  

We have already discussed one example above where, during the course of an audit in which
the attorney represents the taxpayer, the IRS desires to interview the accountant.  The accountant
may then want the taxpayer’s attorney to represent the accountant at the interview.  Alternatively,
the taxpayer’s interest might be best served if the attorney were to guide the accountant through the
process and the best way to accomplish that might be for the attorney to undertake the representation
of the accountant.  Can the attorney undertake that representation?  Should the attorney undertake
the representation?  (See the discussion above, pp. 242 ff.)

Another example that is not necessarily unique to tax law is where you represent a
corporation, partnership or other juridical entity.  You are hired and continue being hired based on
the good graces of the president, CEO or other managing individual.  What do you do if the legal
services the managing individual asks of you, at the corporation’s cost, is in his interest but not
necessarily in the corporation’s interest?  We saw in the Richardson/Corneel dialog a situation where
the attorney would bill the corporation for the legal services really performed on behalf of the
corporation’s owners.  In that example, the persons receiving the individual legal services were the
owners of the corporation, so there is no employee/shareholder conflict.  But, misdescribing the
services rendered or even rendering the statement without description to the corporation is wrong,
because it lends itself to tax fraud by giving the corporation the tools and incentive to claim a
deduction for what is really a disguised dividend.  

Would it make any difference if you found that the corporation paid the lawyer’s firm
$2,000,000 in legal fees for work that clearly was on the corporation’s behalf and then the law firm,
as a matter of good client development or retention, did his personal work for free?  Would it matter
in the same case if the CEO controlling the relationship were not the sole shareholder of the
corporation?  Would it matter if the corporation were a publicly held company?

Another common example is representing husband and wife who filed a joint return in either
the audit or in the litigation of a tax issue.  Because of joint and several liability, both spouses have
a common interest in getting the number down as low as possible.  But, what about the innocent
spouse relief issue?  To the extent that one spouse qualifies for innocent spouse relief the burden of
the tax is shifted to the other spouse.  Consider the attorney’s obligations in a typical situation:
Husband as the family breadwinner comes to you with a notice of deficiency issued to husband and
wife with respect to their joint return.  Husband asks for advice on whether to litigate liability and
to represent him and her if he decides to litigate.  Can you represent both?  Under what conditions?
Does either or both of them need separate counsel as to the potential innocent spouse defense?  Can
they engage you only to represent them in getting the number down, but not addressing the innocent
spouse issue?  These questions are at the forefront of every tax litigator’s practice, and the litigator
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must have developed some method for fully recognizing the parameters of the issue and resolving
them in a way that does not result in malpractice.

VI. Ethical Issues in Litigation.

There are a host of ethical rules that apply to litigation, and tax litigation is not just a form
of litigation subject to these rules.  I shall not deal with them here.

I would like to return to the example posited above -- the calculation error in the client's
favor.  At the end of tax litigation, calculations are usually required.  What if the IRS makes a
calculation error in the taxpayer's favor either in the Tax Court as to the amount of the deficiency or
overpayment or in a refund court (District Court or Court of Federal Claims) as to the amount of
overpayment?  We noted above the conclusion of Statement 1999-1 that, in IRS administrative
setting, the attorney usually has implied consent to disclose the error to the IRS.  Is the answer
different in litigation?

Standard 1999-1 states that the answer is different.  The attorney must disclose the error to
the opposing Government attorney.

VII. Ethical Issues in Collections.

The same genre of issues arise in collections issues.  You should have the flavor for these
issues in this setting from the foregoing materials.

VIII. A Reminder on IRS Disbarment.

I remind you that, in addition to state bars and courts to which an attorney is admitted to
practice, the IRS which allows practitioners to practice before it also has the ability to disbar a
practitioner for unethical or criminal practices.  You may want to review at this point the discussion
above of the Office of Professional Responsibility (pp. 20 ff.).

IX. A Brief Note on Malpractice.

Needless to say, in any area of the law malpractice is a risk.  From an ethical standpoint, all
attorneys are required to bring a certain level of competence to the representation of their clients.
If they do not, they may face disbarment and liability for malpractice and, under some states’ law,
deceptive trade practices or some such claim.  We cannot here discuss the full ramifications of such
potential claims.  I do, however, want you to read one case -- Streber v. Hunter which arose from
the representation of the taxpayers in Streber v. Commissioner, a case we read earlier (pp. 199 ff.)
in discussing a taxpayer's ability to avoid the substantial understatement penalty based on the
existence of substantial authority.  Some of the points I want you to note about the malpractice case
are:

1. Tax specialists will be held to a higher standard than attorneys who do not specialize.
Thus, theoretically, clients suffering the same kind and quantum of damage can recover if they
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engage a tax specialist but not if they engage an attorney who is not a tax specialist.  This obviously
raises the risk for being a specialist and that higher risk, just as the basic malpractice risk itself must
be factored into the fees a lawyer must charge.

2. Other good tax lawyers will indeed testify against their peers.  Mike Cook, the
testifying expert for the plaintiffs is a very good lawyer.  Attorneys who do testify make good money
for their efforts -- they are, after all, specialists.  Query:  can a testifying tax specialist who botches
his or her testimony be held liable for malpractice?  Or, if not malpractice since they are not
appearing as an attorney for the client but rather a specialist, can they be held liable for negligence?

3.  Note that the Texas Deceptive Trade Practices Act has changed in a way beneficial
to lawyers so as to make lawyers less likely to become guarantors for a good result.

4. This case illustrates several sound maxims -- do not depend upon any particular client
too much, for your judgment may become clouded; do your homework in advance rather than after
you and the client have been committed to the cause; be reasonable.

I wish all of you the best in your practice.
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APPENDIX A - RESOURCES

I offer here some resources which I have found useful in my practice.

Texts.

Michael Saltzman, Tax Practice and Procedure (RIA: Warren Gorham & Lamont).  This is
the standard practitioner text in this area.  It is frequently cited by the courts, including the United
States Supreme Court (e.g., Fior D’Italia v. United States, 535 U.S. 238 (2002)).

Periodicals.

Tax Analysts’ Tax Practice Magazine is a good source for current developments and articles
related to tax procedure.   These procedure-related materials are selected from Tax Analysts’ larger
services, including Tax Notes Today (accessible through LEXIS), Daily Tax Notes (a print service),
Tax Notes (a weekly print service, also available through LEXIS).

Other Services. 

Tax Analysts offer other services that I find quite useful.  I mention two which are available
on CD ROM and may be installed on your hard disk.  Both of these services use the Folio Views
software, a premier software for legal publications.  The Folio Views search engine is extremely
powerful and the presentation is quite good.

Tax Analysts One Disk.  This CD ROM service contains the Code, the Regulations, IRS
publications, tables, Code Explanations, recent cases (recent being a number of years), etc.

Tax Analysts Internal Revenue Manual.

Web Sites.

General Accounting Office:  http://www.gao.gov/ 
GAO reports on various tax administration issues

IRS Web Site: http://www.irs.ustreas.gov/ 

Treasury Web Sites:
General:  http://www.treas.gov/ 
TIGTA:  http://www.treas.gov/tigta/ 

TIGTA produces various tax administration reports

Townsend & Jones Web site URL for this class: 
General:  www.tjtaxlaw.com/uh-tpc.htm 

http://www.gao.gov/
http://www.irs.ustreas.gov/
http://www.treas.gov/
http://www.treas.gov/tigta/
http://www.tjtaxlaw.com
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T&J has web pages for Newsletter items of current interest and a links page
with links to many government, court and private sites related to tax and tax
procedure.
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APPENDIX C – INTEREST AND PENALTY EXAMPLES 

The following screenshots provide an example on how interest and penalties can affect the bottom-line 
amount owing.   

EXAMPLE 1 

I make the following assumptions: $20,000 of tax deficiency is owing for the Year 2006.  The tax return 
was due 4/15/07 and interest on the principal and on the Failure to Pay penalty starts running from that 
date.  The return is never filed.  The IRS then assesses the $20,000 of tax deficiency on August 1, 2010. 

 

Assume that the payment date is 8/30/10 to satisfy the Tax, Interest, and Penalties.  In this case, we have a 
Failure to File Penalty 6651(a)(1), Failure to Pay Penalty 6651(a)(2), and all related interest.    

 

Calculations made with TimeValue Software TaxInterest Calculation Program 

www.TimeValue.com 
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APPENDIX C – INTEREST AND PENALTY EXAMPLES 

EXAMPLE 2 

The following screenshots provide a second example on how the interest as well as the Valuation 
Mistatement Accuracy related penalty and  the Fraud penalty can affect the bottom-line amount owing.  I 
make the same assumptions as in the previous example: $20,000 of tax deficiency is owing for the Year 
2006.  The tax return was due 4/15/07 and interest on the principal and on any accuracy related penalty 
starts running from that date.  The IRS asserts that $10,000 of the deficiency is subject to the civil fraud 
penalty and the other $10,000 is subject to the valuation misstatement penalty. 

 

Assume that the payment date is 8/30/10 to satisfy the Tax, Interest, and Penalties.  

 

Calculations made with TimeValue Software TaxInterest Calculation Program 

www.TimeValue.com 
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Appendix D
GLOSSARY OF ACRONYMS, INITIALISM & SHORT-HANDISMS 

AAG —Assistant Attorney General, Usually here referring to the AAG for the Tax Division.
ACS —Automated Collection System
ADR —Alternative Dispute Resolution
ALJ —Administrative Law Judge
AOD —Action on Decision
APA —Advance Pricing Agreement
AUSA —Assistant U.S. Attorney
BSA —Bank Secrecy Act
B.T.A —Board of Tax Appeals
CAF —Computer Authorization File
CAP —Collection Appeals Program
C.B. —Cumulative Bulletin 
CBI —Caribbean Basin Initiative
CDP —Collection Due Process
CES —Criminal Enforcement Section of DOJ Tax Division
CFR —Code of Federal Regulations
CIC —Coordinated Issue Case
CI —Criminal Investigation Division (also referred to as “CID”)
COD —Cancellation of Indebtedness
CTM —DOJ Tax Division Criminal Enforcement Section Criminal Tax Manual.
CTR —Currency Transaction Report
DCC —Detroit Computing Center
DIF —Discriminate Index Function
DISC —Domestic International Sales Corporation
DOJ —Department of Justice
FATP —Federally Authorized Tax Practitioner Privilege
FBAR —Report of Foreign Bank and Financial Accounts, Form TD F 90-22.1
FDCPA—Federal Debt Collection Practices Act
FICA —Federal Insurance Contributions Act
FinCEN—Financial Crimes Enforcement Network
FISC —Foreign International Sales Company
FOIA —Freedom of Information Act
FPAA —Final Partnership Administrative Adjustment
F.R. —Federal Register
FRAP —Federal Rules of Appellate Procedure
FRCP —Federal Rules of Criminal Procedure
FRCrP —Federal Rules of Criminal Procedure
FTCA —Federal Tort Claims Act
FUTA —Federal Unemployment Tax Act
GAO —Government Accounting Office
GPO —Government Printing Office
HITS —High Income Taxpayer Strategy
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IDR —Information Document Request
IIR —Industry Issue Resolution Program
IRB —Internal Revenue Bulletin
IRM —Internal Revenue Manual
IRS —Internal Revenue Service
JCT —Joint Committee on Taxation, U.S. Congress
LTA —Local Taxpayer Advocate
MLAT —Mutual Legal Assistance Treaty
MSSP —Market Segment Specialization Program
NDWC—Notice of Determination of Worker Classification
NOL —Net Operating Loss
Nonacq—Nonacquiescence 
NOPA —Notice of Proposed Adjustment
NPRM —Notice of Proposed Rulemaking
NRP —National Research Program
NTA —National Taxpayer Advocate
OECD —Organization for Economic Cooperation and Development
OIC —Offer in Compromise
OPA —Office of Penalty Administration
OPR —Office of Professional Responsibility
OTSA —Office of Tax Shelter Analysis
OVCI —Offshore Voluntary Compliance Initiative
PFA —Pre-Filing Agreement
PLR —Private Letter Ruling
QO —Qualified Offer
RAR —Revenue Agents Report
Rev Proc—Revenue Procedure
Rev Rul —Revenue Ruling
SAC —Special Agent in Charge of an Office of IRS CI                                       
SB/SE —Small Business/Self-Employed
SECA —Self Employment Contributions Act
SFC —Senate Finance Committee
SFR —Substitute for Return
SG —Solicitor General of the United States (DOJ Office)
SOP —Settlement Option Procedure
STJ —Special Trial Judge, a magistrate like judge
TAM —Technical Advice Memorandum
TAO —Taxpayer Assistance Order
TAS —Taxpayer Advocate Service
T.C. —Tax Court
TCMP —Taxpayer Compliance Measurement Program
T.D.  —Treasury Decision 
TEAM —Technical Expedited Advice Memorandum
TEFRA—Tax Equity and Fiscal Responsibility Act of 1982
TFRP —Trust Fund Recovery Penalty (also called Responsible Person Penalty)
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TIEA —Tax Information Exchange Agreements
TIGTA—Treasury Inspector General for Tax Administration
TMP —Tax Matters Partner
USAO —United States Attorneys Office - e.g., USAO for SDNY (Southern Dist. of N.Y.)
U.S.C. —United States Code
USP —US Parent Company




