Tax Talk

by Christine S. Hooks

The Tax-Related Privilege You May Have Already Waived

You can be forgiven if you’ve never heard of the tax
practitioner privilege. After all, it is a statutory privilege created
by the U.S. Congress in 1998 that can only be claimed in noncrimi-
nal tax-related administrative and judicial proceedings involving
the Internal Revenue Service (IRS) or United States.! Essentially,
it extends the protections of the common-law attorney-client
privilege to communications between non-lawyer tax practitio-
ners, such as accountants, and their clients. But like the attorney-
client privilege, the tax practitioner privilege may be waived by
disclosure of the communications to third parties. While the tax
practitioner privilege may only be claimed in tax proceedings,
it can be waived in any type of proceeding, including non-tax
proceedings. Therefore it is useful for non-tax practitioners to be
aware of its protections.

Relationship to the Attorney-Client Privilege

As noted, through 26 U.S.C. § 75625 Congress extended the pro-
tections of the attorney-client privilege to certain communications
between tax practitioners and their clients. The statute provides
that communications between tax practitioners and their clients
are protected in tax proceedings “to the extent the communication
would be considered a privileged communication if it were between
a taxpayer and an attorney.” There are few cases applying the
tax practitioner privilege, but the courts generally apply the same
elements that are applied in the context of the attorney-client
privilege. The formulation of these elements varies somewhat from
circuit to circuit, but generally includes the following:

(1) Where legal advice of any kind is sought; (2) from a
professional legal advisor in his capacity as such; (3) the
communications relating to that purpose; (4) made in
confidence; (5) by the client; (6) are at his instance perma-
nently protected; (7) from disclosure by himself or his legal
advisor; (8) except the protection be waived.?

Both privileges are intended to promote full and frank commu-
nication by clients in seeking legal or tax advice.? Therefore only
those communications “which reflect the lawyer’s [or tax prac-
titioner’s] thinking [or] are made for the purpose of eliciting the

lawyer’s [or tax practitioner’s] professional advice or other legal
assistance” fall within the privilege.? However, because one of the
objectives of the privileges is to assist clients in conforming their
conduct to the law, litigation need not be pending or anticipated
at the time of the confidential communication.®

Who Qualifies as a Tax Practitioner?

Under the statute, the privilege only extends to communica-
tions with a “federally authorized tax practitioner.” A federally
authorized tax practitioner “means any individual who is autho-
rized under federal law to practice before the Internal Revenue
Service if such practice is subject to federal regulation under
section 330 of title 31, U.S. Code.”” 31 U.S.C. § 330 allows the Sec-
retary of the Treasury to regulate the practice of representatives
of persons before the U.S. Department of the Treasury. Those
authorized to practice before the IRS include attorneys, certified
public accountants, enrolled agents, and actuaries.® However, the
regulations governing tax practitioners in activities before the IRS
expressly state that nothing in the regulations shall “be construed
as authorizing persons not members of the bar to practice law.™
Thus, the tax practitioner privilege applies to confidential com-
munications made in the course of an accountant’s or other tax
practitioner’s practice before the IRS, which may include advis-
ing on proper tax treatment, representing taxpayers in audits,
appearing before the IRS’s Office of Appeals, and corresponding
with the IRS. As is true for the attorney-client privilege, both
outside practitioners and in-house accountants who are federally
authorized tax practitioners are covered by the tax practitioner
privilege. !

What Types of Communications Qualify?

The tax practitioner privilege only applies when the tax prac-
titioner is doing the equivalent of lawyer’s work. Even though
the tax practitioner is not a lawyer, he or she may have sufficient
knowledge and expertise in the area of tax law to be able to pro-
vide tax advice regarding the tax treatment of a particular trans-
action or the likely IRS position in any tax-related dispute. Thus, it
is only confidential communications made to a tax practitioner for
the purpose of seeking tax advice that are protected by the privi-

Christine S. Hooks is a tax controversy associate with Mayer Brown LLP in Washington, D.C. She was previously both a trial attorney and
counsel to the deputy assistant attorney general for civil matters for the U.S. Department of Justice, Tax Division.

Marcr 2013 - THE FEDERAL LAWYER - 23



lege. Courts have held that communications made for the pur-
pose of preparing tax returns do not fall into this category.!! Even
if such communications are made for mixed purposes, preparing
tax returns and litigation, they are not protected by privilege.'?
Also not protected are communications related to obtaining
accounting advice that is in the nature of business, as opposed to
legal, advice. For instance, documents raising issues regarding a
corporate taxpayer’s inventory methods, compensation packages,
or general structure, even if coupled with tax analysis, have been
held not protected.’®

Exceptions to the Privilege

There are exceptions to the protection of the tax practitioner
privilege. Like the attorney-client privilege, the tax practitioner
privilege is subject to the crime-fraud exception. Under this
exception, no privilege applies to communications made in fur-
therance of a crime or fraud. In other words, when the communi-
cation is made to seek advice relating “not to prior wrongdoing,
but to future wrongdoing,” the communication is not protected.!

There is also a statutory exception to the tax practitioner
privilege. The privilege does not apply to written communications
made “in connection with the promotion of the direct or indirect
participation of the person in any tax shelter.”® This language has
been interpreted broadly, such that any written communication
encouraging participation in a tax shelter prior to the taxpayer’s
decision to participate is not protected by the privilege.!* How-
ever, the exception does not apply to documents informing a
company about various tax shelter arrangements, assessing such
plans in a neutral fashion, or evaluating soft spots in tax shelters
a taxpayer has used in the past.!”

Under either exception, the party seeking to abrogate the
privilege bears the burden of presenting prima facie evidence that
gives “color to the charge” by showing “some foundation in fact.”®

Waiver of the Privilege

Because the tax practitioner privilege only extends to com-
munications that would be privileged if they had been between
an attorney and client, the tax practitioner privilege is subject to
the same rules regarding waiver as the attorney-client privilege."
For instance, like the attorney-client privilege, the tax practitio-
ner privilege may be impliedly waived in a proceeding by putting
the tax advice at issue. In the tax context this often arises in
defending against the imposition of penalties, where penalties
may be reduced if the taxpayer had “reasonable cause” for taking
a position that resulted in a significant tax understatement. When
a taxpayer relies on advice from a tax advisor as this “reasonable
cause,” it effects a waiver of the tax practitioner privilege for all
communications on the same subject.?

More importantly for non-tax practitioners, the privilege can
also be waived by voluntary disclosure to third parties. This can
be a knotty problem for corporate taxpayers, who may have
occasion to share information with several internal departments,
outside auditors and consultants, third parties on the opposite
side of proposed transactions, and government regulators. Dis-
closure to any of these people or entities may waive the privilege.
Many courts have held that voluntary disclosure to government
agencies® and outside independent auditors® will waive the privi-
lege. In most cases, disclosure to a third-party company, even in
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the context of due diligence prior to acquisition, will waive the
privilege.?® These waivers will often occur even if a non-waiver
agreement? or confidentiality agreement® is in place. While gen-
erally confidential communications can be shared among internal
employees whose knowledge is integral to the advice, some
courts have held that disclosure outside of a close circle of “need
to know” employees may waive the privilege.?”

Conclusion

In light of the ease with which the tax practitioner privilege
may be waived, it is important, even for non-tax practitioners, to
be aware of its protections and limitations. By being cognizant
of the various protections and limitations, a procedure can be
implemented for identifying privileged materials similar to those
employed with respect to the attorney-client privilege. When con-
sidering whether to voluntarily disclose documents, those review-
ing the documents for privilege claims should become familiar
with the authors and recipients who are accountants or other tax
practitioners so that they can evaluate whether the documents
might convey confidential communications for the purpose of
obtaining tax advice. Any such documents should be reviewed
by the client’s accountant, or in the case of a corporate taxpayer,
its tax department, to determine whether the documents relate
to tax advice as opposed to business/accounting advice. While it
may ultimately be concluded that the benefits of disclosing out-
weigh the costs of waiver in the particular context, armed with an
awareness of the tax practitioner privilege the decision whether
to disclose can be an informed one. ®
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