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Hypothetical Fact Patterns
Professor David L. Rice

California Polytechnic State University

1.
Oscar and Felix, are considering entering into a California Domestic Partnership.  Oscar makes $250,000 a year and owns his home, which is worth $3,000,000 and there is a current loan on the property of $1,000,000.  Oscar has a 401K worth $750,000 and very little debt or other assets; he owns a car and some personal property valued at no more than $50,000.  Felix is a self-employed contractor who has not filed tax returns for the last 10 years, but who believes that he made no less than a $100,000 a year.  He has hired other non-licensed individuals to work with him on various projects over the years, has paid them in cash, and has never sent out 1099s.  

a.
Can you represent both parties?  If you can, what must you at a minimum do as an attorney?

b.
What should you advise them as to entering into a California Domestic Partnership?

c.
If they do enter into a California Domestic Partnership, what assets may be at risk to satisfy tax liabilities?

d.
Should Oscar and Felix enter into a pre-nuptial agreement?

e.
Suppose that Felix wants to own half of the house.  Can Oscar sell it to him for $1,000,000 plus assumption of half the debt?  Is this advisable?

f.
Assume that these facts instead involve a valid marriage of an opposite sex couple.  Would that change any of your answers above?
2.
Mary and Tiffany have been in a domestic partnership for 5 years.  Mary works for CBS Studios and Tiffany is a self-employed design decorator.  Mary makes $125,000 a year and Tiffany reports $200,000 a year in earnings.  Their accountant has filed their joint returns with the State of California for the last 5 years and has filed separate Federal returns, splitting community income.  Tiffany is being audited for 2010- 2012, and both Mary and Tiffany go to visit with their accountant, Melinda.  Tiffany discloses that she probably did not report $50,000 of income in each year, which will show up in her bank account if a bank account analysis is performed.  Assume that the couple has a joint savings account with $75,000, an IRA for Mary with $125,000 and an IRA for Tiffany with $50,000.  They also own a home as community property, with equity of $200,000.

a.
Can the accountant represent both parties?

b.
Can the accountant continue to represent just one party?

c.
What is Mary’s exposure with respect to her assets if additional taxes, interest, and penalties are assessed against Tiffany by the IRS and against both of them by the California Franchise Tax Board?

d.
Does Tiffany qualify for innocent spouse relief?

e.
Will the termination of the domestic partnership accomplish anything from a tax standpoint?

3.
Jean and Frances have been married for the last year in the State of New York.  Jean recently passed away and left her entire estate to Frances.  The estate is estimated at $10,000,000.  
a.  As the attorney for the Estate, what do you recommend with respect to the filing of the Form 706 (Estate Tax Return)?  Assume that the return is due in two months, taking into account the extension.  
b.
Would it make any difference were it a civil union?

c.
Would it make any difference were it a domestic partnership?
4.
Mike and Ron have been in a California Domestic Partnership for ten years.  At the time they entered into the Domestic Partnership, Ron had separate property of $8,000,000, consisting of a $4,000,000 home and $4,000,000 in investments.  Assume that each of these assets is still the separate property of Ron.  Mike, on the other hand, came into the Domestic Partnership with a $150,000 in his 401K.  They have come to you for estate planning and at this point, Ron is willing, if possible, to give Mike a community or some type of interest in his assets.  They also want to use a living trust to hold the assets.

a.
Can you represent both parties?
b.
If you can represent both parties, what should you advise the clients as to the transmutation of the property?

c.
Would the parties be better off in holding the property in a joint tenancy or as community property?

d.
Do you need to advise the filing of a Form 709 (Gift Tax Return)?

e.
Would it make any difference if Mike had added Ron’s name to his  investment account at the start of the Domestic Partnership and the fund had grown to $8,000,000?  Assume that the gift had been made, but that no Form 709 had been filed and that the gift had been made without an professional advice.

f.
Should you advise Ron and Mike to one trust or two?
Outline on Conflicts of Interest
Catherine B. Engell, Esq.

DLAPiper LLP
I. Applicable Rules
A. ABA Model Rules
1. Rule 1.7 
Conflict of Interest: Current Clients

2. Rule 1.8 
Conflict of Interest: Current Clients: Specific Rules

3. Rule 1.9
 Duties to Former Clients

4. Rule 1.10
 Imputation of Conflicts of Interest: General Rule

5. Rule 3.7
 Lawyer as Witness

B. Circular 230
1. Applies to all practitioners before the Internal Revenue Service

2. Cir. 230 § 10.29 prohibits persons who practice before the Internal Revenue Service from representing conflicting interests except by express consent (confirmed in writing) of all directly interested persons after full disclosure. 

C. Tax Court Rules
1. Tax Court Rule 201: Practitioners before the Court must observe the letter and spirit of the Model Rules of Professional Conduct of the ABA

2. Tax Court Rule 24(g):  Conflict of Interest – counsel must secure the client’s informed consent, withdraw from the case, or take whatever other steps are necessary to obviate a conflict
II. The “Innocent Spouse” Statute – IRC § 6015

III. Areas Where Conflicts Arise between Spouses

A. Examples of Dual Representation in Innocent Spouse Cases
1. Devore v. Commissioner, 92-1 U.S.T.C. ¶50,258 (9th Cir. 1992); Wilson v. Commissioner, 500 F.2d 645 (2nd Cir. 1974); Russo v. Commission, 98 T.C. 28 (1992)

2. Tavlian v. Commissioner, F.3d 282 (9th Cir. 1995)

3. In re Freytag, 1993 WL 471317 (B.R. N.D.Tex.),  In re Freytag, 173 B.R. 330 (1994)
IV. IRS Position

A. Internal Revenue Manual, Exhibit 35.11.1-78 – Sample Letter to Attorneys in Conflict Situations Involving Multiple Representation: IRC §6015 at Issue
	[Letterhead]

	Dear [Sir/Madam]:

	  As you know, the above case has been calendared for trial at the Tax Court’s trial session in [place] beginning [date].

	  You have asserted in Docket No. [docket no.] that [spouse] is entitled to relief from joint and several liability under I.R.C. § 6015 with respect to the joint income tax returns which are also the subject of the tax liability of [name] in Docket No. [docket no.]. Pursuing innocent spouse relief on behalf of [spouse] may result in [spouse] being relieved from joint and several liability, leaving [name] solely liable for the deficiency, interest and penalties at issue. By representing both [name] and [spouse], it could appear that your representation in these cases presents a conflict of interest. In this regard, please see Rule 1.7 of the American Bar Association Model Rules of Professional Conduct, which rules have been adopted as Tax Court Rules 24(g) and 201. 

	  [Additional material may be inserted here as appropriate, depending on the facts of the case.]

	  [Optional paragraph for an egregious conflict of interest: By bringing this matter to your attention, I am not suggesting that you have acted or are acting improperly in these cases. My only concern is to avoid the possibility of collateral attack on a decision of the Tax Court on this issue]. 

	  I request your assurance that you have consulted with [spouse] and [name] on the matter of the potential conflict and that they have agreed to your representation in these cases after this consultation. I wish to bring this sensitive matter to your attention at an early date, and before the parties engage in settlement negotiations and/or trial preparation. Please respond to this request as soon as possible. 

	
	Sincerely,


A Primer on “Substantial Authority”

Professor Linda Galler
Maurice A. Deane School of Law at Hofstra University
The Relevance of “Substantial Authority”

The concept of “substantial authority” is relevant in several contexts, discussed briefly below.

Accuracy-Related Penalty: IRC § 6662
IRC § 6662 imposes a penalty, generally of 20 percent, on the portion of an underpayment of tax attributable to a one or more of seven listed circumstances, including a “substantial understatement of income tax.”  IRC § 6662(b)(2).  The substantial underpayment penalty is triggered when an understatement exceeds a threshold dollar amount, IRC § 6662(d)(1), but it does not apply to any portion of an understatement attributable to an item for which (1) there is or was substantial authority for the taxpayer’s treatment of the item, or (2) for which there is adequate disclosure of the relevant facts and there is a reasonable basis for the taxpayer’s treatment of the item.  IRC § 6662(d)(2)(B).  Items attributable to defined “tax shelters” are excepted from this provision by IRC § 6662(d)(2)(C), although the regulations provide that in the case of a noncorporate taxpayer, a tax shelter item is treated as properly shown on a return if its tax treatment is supported by substantial authority and the taxpayer reasonably believed that the treatment was more likely than not the proper treatment.  Treas. Reg. § 1.6662-4(g)(1).


A taxpayer who takes a return position that does not satisfy one of the standards in IRC § 6662 may to avoid a penalty by virtue of the “reasonable cause and good faith exception” in IRC § 6664(c)(1), under which no penalty will be imposed if “it is shown that there was reasonable cause [for the portion of the underpayment involved and] the taxpayer acted in good faith with respect to such portion.”  The application of this exception, elaborated on in the regulations, is beyond the scope of this outline.  For present purposes, however, it may be noted that, in the case of items attributable to a “tax shelter,” a corporate taxpayer can be treated as satisfying the reasonable cause and good faith exception only if the position (1) is supported by substantial authority and (2) the taxpayer reasonably believed that the tax treatment of the item was more likely than not the proper treatment.  Treas. Reg. § 1.6664-4(f).
Penalty for Understatement of Taxpayer’s Liability by Tax Return Preparer: IRC § 6694

IRC § 6694 imposes civil penalties on “tax return preparers.”  For tax returns or refund claims that reflect an understatement of a client’s tax liability due to an “unreasonable position,” the penalty is the greater of $1,000 or 50 percent of the income derived, or to be derived, by the tax return preparer from the return or refund claim.  IRC § 6694(a).  For tax returns or refund claims that reflect an understatement of a client’s tax liability due to willful or reckless conduct by the tax return preparer, or to an intentional disregard of rules or regulations, the penalty is the greater of $5,000 or 50 percent of the income derived, or to be derived, by the tax return preparer from the return or refund claim.  IRC § 6694(b).  When a penalty is imposed on both an individual preparer and the preparer’s firm, the total amount of the penalties may not exceed 50 percent of the income derived by the firm from the engagement.  Treas. Reg. § 1.6694-1(f)(3).
The general rule or standard under IRC § 6694(a) is “substantial authority”: a position will not attract a preparer penalty if it is supported by substantial authority.  The definition of substantial authority and the process for evaluating whether there is substantial authority for a position is the same as under the accuracy-related penalty.  See Treas. Reg. § 1.6662-4((b)(1).  Whether a preparer met the standard is determined based on all facts and circumstances, including the preparer's diligence. 

If a position is not supported by substantial authority, the preparer may avoid a penalty under IRC § 6694(a) if (1) there is a “reasonable basis” for the position and (2) the position is adequately disclosed.  A position with respect to a “tax shelter” (as defined in IRC § 6662(d)(2)(C)(ii)) or a reportable transaction, to which IRC § Section 6662A applies, is subject to a penalty under IRC § 6694(a) unless it is reasonable to believe that the position would more likely than not be sustained on its merits.  IRC § 6694(a)(2)(C).  Thus, neither the substantial authority nor the reasonable basis/disclosure standard applies to tax shelters and reportable transactions.  Substantial authority is irrelevant for purposes of the penalty under IRC § 6694(b), which has a separate standard.  

Circular 230 § 10.34
The standards in Circular 230 governing return preparation and advice are similar, but not identical, to those in IRC § 6694.  Under Circular 230 § 10.34, a practitioner may not willfully, recklessly or through gross incompetence sign, prepare a portion of, or advise a client to take a position on, a tax return or refund claim containing a position that the practitioner knows or reasonably should know contains a position that:

1.  lacks a reasonable basis,

2.  is an unreasonable position as described in IRC § 6694(a)(2), or 

3.  is a willful attempt by the practitioner to understate the liability for tax or a reckless or intentional disregard of rules or regulations by the practitioner as described in IRC § 6694(b)(2).  

To the extent that substantial authority is relevant for purposes of IRC § 6694(a)(2), it is also relevant for purposes of Circular 230 § 10.34.  

Ethical Standards

AICPA.  The American Institute of Certified Public Accountants has updated its professional standards to conform to IRC § 6694 and Circular 230 § 10.34.  Under Statement on Standards for Tax Services No. 1, Tax Return Positions (“SSTS No. 1”), certified public accounts (“CPAs”) should comply with standards imposed by the applicable taxing authority when recommending a tax return position.  Thus, if advice is given with respect to a federal tax return, CPAs should comply with IRC § 6694 and Circular 230 § 10.34, both of which include the substantial authority standard.  If the applicable taxing authority has no written standards with respect to recommending a tax return position, or if those standards are lower than the standard set forth in SSTS No. 1, then a CPA may not recommend a tax return position or prepare or sign a tax return unless the CPA has a good faith belief that the position has at least a realistic possibility of being sustained administratively or judicially on its merits if challenged.  (This has been described as a one in three likelihood of success.)  Notwithstanding the preceding rule, a CPA may recommend a tax return position if the CPA concludes that there is a reasonable basis for the position and advises the taxpayer to disclose the position.  See also Interpretation No. 1-1 of SSTS No. 1, “Reporting and Disclosure Standards.”  If particular facts and circumstances lead a CPA to member to believe that a taxpayer penalty could be asserted, for example because a position lacks substantial authority, the CPA should so advise her client and also should discuss the opportunity, if any, to avoid the penalty by disclosing the position.  

ABA.  The American Bar Association has not updated its professional standards to conform to IRC § 6694 or Circular 230 § 10.34.  ABA Formal Op. 85-352 adopts the realistic possibility of success (one in three likelihood of success) standard.  However, ABA Formal Op. 85-352 requires an attorney to advise her client fully as to whether there is or was substantial authority for a tax return position and, if the lawyer is unable to conclude that the position is supported by substantial authority, the lawyer should advise the client of the penalty the client could suffer and of the opportunity to avoid such penalty by adequately disclosing the position on the return.   

When is a Position Supported by Substantial Authority?
Determining whether a position is supported by substantial authority involves a weighing process.  According to the regulations, “There is substantial authority for the tax treatment of an item only if the weight of the authorities supporting the treatment is substantial in relation to the weight of authorities supporting contrary treatment.”  Treas. Reg. § 1.6662-4d)(3)(i).  All authorities relevant to the tax treatment of an item, pro or con, must be considered.  The regulations described the weighing process as “objective;” the taxpayer’s belief that there is substantial authority is irrelevant.

The weight of an authority depends on (1) its relevance and persuasiveness, and (2) the type of document providing the authority.  For example, a case or revenue ruling having some facts in common with the tax treatment at issue is not particularly relevant if the authority is materially distinguishable on its facts, or is otherwise inapplicable.  An authority that merely states a conclusion generally is less persuasive than one that reaches a conclusion by relating the applicable law to the relevant pertinent facts.  The weight of an authority from which information has been deleted, e.g., a private letter ruling, is diminished to the extent that the deleted information might have affected the conclusions.  The type of document also must be considered.  For example, a revenue ruling is accorded greater weight than a private letter ruling addressing the same issue.  An older private letter ruling, technical advice memorandum, general counsel memorandum or action on decision generally is accorded less weight than a more recent one.  Any document described in the preceding sentence that is more than 10 years old generally is accorded very little weight.  However, the persuasiveness and relevance of a document, viewed in light of subsequent developments, should be taken into account along with the age of the document.  If there is no authority on point, a taxpayer may have substantial authority for a position if it is supported only by a well-reasoned construction of the applicable statutory provision.  Treas. Reg. § 1.6662-4(d)(ii).

The regulations are quite specific as to which documents may be considered authorities for purposes of determining whether substantial authority supports a position.  With the sole exception noted in the following paragraph, only the following make be taken into account:

applicable provisions of the Internal Revenue Code and other statutory provisions; proposed, temporary and final regulations construing such statutes; revenue rulings and revenue procedures; tax treaties and regulations thereunder, and Treasury Department and other official explanations of such treaties; court cases; congressional intent as reflected in committee reports, joint explanatory statements of managers included in conference committee reports, and floor statements made prior to enactment by one of a bill's managers; General Explanations of tax legislation prepared by the Joint Committee on Taxation (the Blue Book); private letter rulings and technical advice memoranda issued after October 31, 1976; actions on decisions and general counsel memoranda issued after March 12, 1981 (as well as general counsel memoranda published in pre-1955 volumes of the Cumulative Bulletin); Internal Revenue Service information or press releases; and notices, announcements and other administrative pronouncements published by the Service in the Internal Revenue Bulletin. 
Treas. Reg. § 1.6662-4(d)(iii).  Conclusions reached in treatises, legal periodicals, legal opinions or opinions rendered by tax professionals are not authority, but the authorities cited therein can be considered.  

A case or pronouncement that has been reversed, overruled or modified cannot be considered if the reversal or modification was by a body with the power to have done so.  For example, a district court opinion is not an authority if overruled or reversed by the United States Court of Appeals for such district but a Tax Court opinion is not considered to have been overruled or modified by a court of appeals to which the taxpayer does not have a right of appeal, unless the Tax Court adopts the holding of the court of appeals.  Similarly, a private letter ruling is not authority if revoked or if inconsistent with a subsequent proposed regulation, revenue ruling or other administrative pronouncement published in the Internal Revenue Bulletin.  Id.
The regulations contain a series of special rules.  Private letter rulings and similar documents issued to or with respect to a particular taxpayer generally constitute substantial authority as to that taxpayer.  Treas. Reg. § 1.6662-4(d)(iv)(A).  While the applicability of court cases to the taxpayer by reason of the taxpayer's residence in a particular jurisdiction generally is not taken into account in determining whether there is substantial authority, there is substantial authority for the tax treatment of an item if the treatment is supported by controlling precedent of a United States Court of Appeals to which the taxpayer has a right of appeal (i.e., even if that opinion is contrary to the weight of authorities nationwide).  Treas. Reg. § 1.6662-4(d)(iv)(B).  Thus, it appears that, while a taxpayer’s own Court of Appeals precedent is substantial authority, a position contrary to such Court of Appeals’ precedent may be supported by substantial authority from other circuits.  Substantial authority is determined at the time the return containing the item is filed or on the last day of the taxable year to which the return relates.  Treas. Reg. § 1.6662-4(d)(iv)(C).
Status Recognition Chart for Same Sex Couples

Professor Patricia A. Cain
Santa Clara University School of Law

Current Through January 2013

	Category 1

Full marriage
	Category 2

Spousal equivalency

Domestic Partners (RDP) or Civil Unions
	Category 3

Some recognition, but not spousal equivalency

	California (June – Nov, 2008)*

Connecticut

D.C.

Iowa 

Maine

Maryland

Massachusetts

New Hampshire

New York

Vermont 

Washington                                              


	California*    (RDP)

Delaware   (Civ. Union)

Hawaii    (Civ. Union)

Illinois     (Civ. Union)

New Jersey   (Civ. Union)

Oregon    (RDP)

Rhode Island   (Civ. Union)

Nevada   (RDP)


	Colorado

  (Designated Beneficiary)

Wisconsin**   (Dom. Part.)




*  18,000 legal marriages were performed in California after the marriage decision was handed down and before Proposition 8 was passed on November 4, 2008. In Strauss v. Horton, the California Supreme Court ruled that the Proposition could not be applied retroactively to void marriages validly entered into before November 5, 2008. SB 54 says that marriages validly entered into after Prop 8 will be given all the benefits and responsibilities of marriage but not the name of marriage.

Also, in California you can be both married and RDPs (to same person). And California recognizes post Prop-8 marriages from other states as marriages in all but “name.” The constitutionality of Prop. 8 is pending before the U.S. Supreme Court.

** The validity of the Wisconsin statute is in litigation. So far it has been held NOT to violate the Wisconsin constitution’s ban on same-sex marriage. 

Status of State Constitutional Amendments Affecting Same-Sex Marriage
Professor Patricia A. Cain
Santa Clara University School of Law

	States that are free to legislate in favor of marriage
	States with constitutional amendments prohibiting marriage equality
	States with constitutional amendments prohibiting not only marriage but other forms of  recognition

	Delaware

Hawaii

Illinois

Indiana

Minnesota

New Jersey

New Mexico

Pennsylvania

Rhode Island

West Virginia

Wyoming


	Alaska

Arizona

California

Colorado

Mississippi

Missouri

Montana

Nevada

Oregon

Tennessee


	Alabama

Arkansas

Florida

Georgia

Idaho

Kansas

Kentucky

Louisiana

Michigan

Nebraska

North Carolina

North Dakota

Ohio

Oklahoma

South Carolina

South Dakota

Texas

Utah

Virginia

Wisconsin




DOMA Update 
Professor Patricia A. Cain
Santa Clara University School of Law

Early court challenges to DOMA on constitutional grounds were unsuccessful. See Wilson v. Ake, 354 F. Supp. 2d 1298, 1301, 1309 (M.D. Fla. 2005); In re Kandu, 315 B.R. 123, 148 (Bankr. W.D. Wash. 2004). However, these challenges were pursued by individuals who were not married or who, if married, were not recognized as married in their state of residency. 

More recently, challenges to DOMA, claiming that it violates the equality principle in the Fifth Amendment, have been successful. Cases include:


Dragovich v. U.S. Dep't of the Treasury, 2012 WL 1909603 (N.D. Cal. May 24, 2012)(DOMA unconstitutional as applied to IRC §7702B regarding the provision of long term health care plans to employees and their spouses and dependents by public employers)


Golinski v. U.S. Office of Pers. Mgmt., 824 F. Supp. 2d 968 (N.D. Cal. 2012)(DOMA unconstitutional as applied to the provision of health care benefits to spouses of federal employees)


In re Balas, 449 B.R. 567 (Bankr. C.D. Cal. 2011)(DOMA unconstitutional as applied to joint filing in Bankruptcy)(no appeal)


 Gill v. Office of Pers. Mgmt., 699 F. Supp. 2d 374, 396 (D. Mass. 2010); affirmed 682 F.3d 1 (1st Cir. 2012)(DOMA unconstitutional as applied to various plaintiffs who had been denied various types of federal benefits, including tax benefits).


Massachusetts v. U.S. Dept. of Health and Human Services, 698 F.Supp.2d 234 (D. Mass. 2010); affirmed 682 F.3d 1 (1st Cir. 2012)(Unconstitutional as applied to the State of Massachusetts in its attempts to create marriage equality among state residents)


Windsor v. U.S., 833 F.Supp.2d 394 (S.D.N.Y. 2012); affirmed __ F.3d __ , 2012 WL 4937310(2nd Cir. Oct. 18, 2012)(Unconstitutional as applied to a surviving spouse who was denied the federal marital deduction for the estate of her same-sex spouse). CERT GRANTED.


Pedersen v. Office of Personnel Management, 2012 WL 3113883( D.Conn. July 31, 2012)(Unconstitutional as applied to various plaintiffs who have been denied various types of federal benefits, including tax benefits).
Selected Sources
1.  ABA Model Rule 1.2 and comments (excerpts)

2.  ABA Model Rule 1.7 and comments

3.  ABA Model Rule 1.8 and comments (excerpts)

4.  IRC § 6694 (edited)

5.  Circular 230 §§ 10.21, 10.22(a), 10.29, 10.34

6.  ABA Formal Opinion 85-352

7.  IRS, Answers to Frequently Asked Questions for Same-Sex Couples
8.  IRS, Questions and Answers for Registered Domestic Partners and Same-Sex Spouses in Community Property States

9.  Letter from Pamela Wilson Fuller, Senior Technician Reviewer, Branch 2 (Procedure & Administration), to Mr. Robert Shair, dated Aug. 30, 2011

Selected Excerpts from ABA Model Rules of Professional Conduct

Model Rule 1.2 (Scope Of Representation And Allocation Of Authority Between Client And Lawyer
Rule:

(d) A lawyer shall not counsel a client to engage, or assist a client, in conduct that the lawyer knows is criminal or fraudulent, but a lawyer may discuss the legal consequences of any proposed course of conduct with a client and may counsel or assist a client to make a good faith effort to determine the validity, scope, meaning or application of the law.

Comments:

[9] Paragraph (d) prohibits a lawyer from knowingly counseling or assisting a client to commit a crime or fraud. This prohibition, however, does not preclude the lawyer from giving an honest opinion about the actual consequences that appear likely to result from a client's conduct. Nor does the fact that a client uses advice in a course of action that is criminal or fraudulent of itself make a lawyer a party to the course of action. There is a critical distinction between presenting an analysis of legal aspects of questionable conduct and recommending the means by which a crime or fraud might be committed with impunity.

[10] When the client's course of action has already begun and is continuing, the lawyer's responsibility is especially delicate. The lawyer is required to avoid assisting the client, for example, by drafting or delivering documents that the lawyer knows are fraudulent or by suggesting how the wrongdoing might be concealed. A lawyer may not continue assisting a client in conduct that the lawyer originally supposed was legally proper but then discovers is criminal or fraudulent. The lawyer must, therefore, withdraw from the representation of the client in the matter. See Rule 1.16(a). In some cases, withdrawal alone might be insufficient. It may be necessary for the lawyer to give notice of the fact of withdrawal and to disaffirm any opinion, document, affirmation or the like. See Rule 4.1.

[12] Paragraph (d) applies whether or not the defrauded party is a party to the transaction. Hence, a lawyer must not participate in a transaction to effectuate criminal or fraudulent avoidance of tax liability. Paragraph (d) does not preclude undertaking a criminal defense incident to a general retainer for legal services to a lawful enterprise. The last clause of paragraph (d) recognizes that determining the validity or interpretation of a statute or regulation may require a course of action involving disobedience of the statute or regulation or of the interpretation placed upon it by governmental authorities.

Model Rule 1.7 (Conflict Of Interest: Current Clients)

Rule:

(a) Except as provided in paragraph (b), a lawyer shall not represent a client if the representation involves a concurrent conflict of interest. A concurrent conflict of interest exists if:

(1) the representation of one client will be directly adverse to another client; or

(2) there is a significant risk that the representation of one or more clients will be materially limited by the lawyer's responsibilities to another client, a former client or a third person or by a personal interest of the lawyer.

(b) Notwithstanding the existence of a concurrent conflict of interest under paragraph (a), a lawyer may represent a client if:

(1) the lawyer reasonably believes that the lawyer will be able to provide competent and diligent representation to each affected client;

(2) the representation is not prohibited by law;

(3) the representation does not involve the assertion of a claim by one client against another client represented by the lawyer in the same litigation or other proceeding before a tribunal; and

(4) each affected client gives informed consent, confirmed in writing.

Comments:
General Principles

[1] Loyalty and independent judgment are essential elements in the lawyer's relationship to a client. Concurrent conflicts of interest can arise from the lawyer's responsibilities to another client, a former client or a third person or from the lawyer's own interests. For specific Rules regarding certain concurrent conflicts of interest, see Rule 1.8. For former client conflicts of interest, see Rule 1.9. For conflicts of interest involving prospective clients, see Rule 1.18. For definitions of "informed consent" and "confirmed in writing," see Rule 1.0(e) and (b).

[2] Resolution of a conflict of interest problem under this Rule requires the lawyer to: 1) clearly identify the client or clients; 2) determine whether a conflict of interest exists; 3) decide whether the representation may be undertaken despite the existence of a conflict, i.e., whether the conflict is consentable; and 4) if so, consult with the clients affected under paragraph (a) and obtain their informed consent, confirmed in writing. The clients affected under paragraph (a) include both of the clients referred to in paragraph (a)(1) and the one or more clients whose representation might be materially limited under paragraph (a)(2).

[3] A conflict of interest may exist before representation is undertaken, in which event the representation must be declined, unless the lawyer obtains the informed consent of each client under the conditions of paragraph (b). To determine whether a conflict of interest exists, a lawyer should adopt reasonable procedures, appropriate for the size and type of firm and practice, to determine in both litigation and non-litigation matters the persons and issues involved. See also Comment to Rule 5.1. Ignorance caused by a failure to institute such procedures will not excuse a lawyer's violation of this Rule. As to whether a client-lawyer relationship exists or, having once been established, is continuing, see Comment to Rule 1.3 and Scope.

[4] If a conflict arises after representation has been undertaken, the lawyer ordinarily must withdraw from the representation, unless the lawyer has obtained the informed consent of the client under the conditions of paragraph (b). See Rule 1.16. Where more than one client is involved, whether the lawyer may continue to represent any of the clients is determined both by the lawyer's ability to comply with duties owed to the former client and by the lawyer's ability to represent adequately the remaining client or clients, given the lawyer's duties to the former client. See Rule 1.9. See also Comments [5] and [29].

[5] Unforeseeable developments, such as changes in corporate and other organizational affiliations or the addition or realignment of parties in litigation, might create conflicts in the midst of a representation, as when a company sued by the lawyer on behalf of one client is bought by another client represented by the lawyer in an unrelated matter. Depending on the circumstances, the lawyer may have the option to withdraw from one of the representations in order to avoid the conflict. The lawyer must seek court approval where necessary and take steps to minimize harm to the clients. See Rule 1.16. The lawyer must continue to protect the confidences of the client from whose representation the lawyer has withdrawn. See Rule 1.9(c).

Identifying Conflicts of Interest: Directly Adverse

[6] Loyalty to a current client prohibits undertaking representation directly adverse to that client without that client's informed consent. Thus, absent consent, a lawyer may not act as an advocate in one matter against a person the lawyer represents in some other matter, even when the matters are wholly unrelated. The client as to whom the representation is directly adverse is likely to feel betrayed, and the resulting damage to the client-lawyer relationship is likely to impair the lawyer's ability to represent the client effectively. In addition, the client on whose behalf the adverse representation is undertaken reasonably may fear that the lawyer will pursue that client's case less effectively out of deference to the other client, i.e., that the representation may be materially limited by the lawyer's interest in retaining the current client. Similarly, a directly adverse conflict may arise when a lawyer is required to cross-examine a client who appears as a witness in a lawsuit involving another client, as when the testimony will be damaging to the client who is represented in the lawsuit. On the other hand, simultaneous representation in unrelated matters of clients whose interests are only economically adverse, such as representation of competing economic enterprises in unrelated litigation, does not ordinarily constitute a conflict of interest and thus may not require consent of the respective clients.

[7] Directly adverse conflicts can also arise in transactional matters. For example, if a lawyer is asked to represent the seller of a business in negotiations with a buyer represented by the lawyer, not in the same transaction but in another, unrelated matter, the lawyer could not undertake the representation without the informed consent of each client.

Identifying Conflicts of Interest: Material Limitation

[8] Even where there is no direct adverseness, a conflict of interest exists if there is a significant risk that a lawyer's ability to consider, recommend or carry out an appropriate course of action for the client will be materially limited as a result of the lawyer's other responsibilities or interests. For example, a lawyer asked to represent several individuals seeking to form a joint venture is likely to be materially limited in the lawyer's ability to recommend or advocate all possible positions that each might take because of the lawyer's duty of loyalty to the others. The conflict in effect forecloses alternatives that would otherwise be available to the client. The mere possibility of subsequent harm does not itself require disclosure and consent. The critical questions are the likelihood that a difference in interests will eventuate and, if it does, whether it will materially interfere with the lawyer's independent professional judgment in considering alternatives or foreclose courses of action that reasonably should be pursued on behalf of the client.

Lawyer's Responsibilities to Former Clients and Other Third Persons

[9] In addition to conflicts with other current clients, a lawyer's duties of loyalty and independence may be materially limited by responsibilities to former clients under Rule 1.9 or by the lawyer's responsibilities to other persons, such as fiduciary duties arising from a lawyer's service as a trustee, executor or corporate director.

Personal Interest Conflicts

[10] The lawyer's own interests should not be permitted to have an adverse effect on representation of a client. For example, if the probity of a lawyer's own conduct in a transaction is in serious question, it may be difficult or impossible for the lawyer to give a client detached advice. Similarly, when a lawyer has discussions concerning possible employment with an opponent of the lawyer's client, or with a law firm representing the opponent, such discussions could materially limit the lawyer's representation of the client. In addition, a lawyer may not allow related business interests to affect representation, for example, by referring clients to an enterprise in which the lawyer has an undisclosed financial interest. See Rule 1.8 for specific Rules pertaining to a number of personal interest conflicts, including business transactions with clients. See also Rule 1.10 (personal interest conflicts under Rule 1.7 ordinarily are not imputed to other lawyers in a law firm).

[11] When lawyers representing different clients in the same matter or in substantially related matters are closely related by blood or marriage, there may be a significant risk that client confidences will be revealed and that the lawyer's family relationship will interfere with both loyalty and independent professional judgment. As a result, each client is entitled to know of the existence and implications of the relationship between the lawyers before the lawyer agrees to undertake the representation. Thus, a lawyer related to another lawyer, e.g., as parent, child, sibling or spouse, ordinarily may not represent a client in a matter where that lawyer is representing another party, unless each client gives informed consent. The disqualification arising from a close family relationship is personal and ordinarily is not imputed to members of firms with whom the lawyers are associated. See Rule 1.10.

[12] A lawyer is prohibited from engaging in sexual relationships with a client unless the sexual relationship predates the formation of the client-lawyer relationship. See Rule 1.8(j).

Interest of Person Paying for a Lawyer's Service

[13] A lawyer may be paid from a source other than the client, including a co-client, if the client is informed of that fact and consents and the arrangement does not compromise the lawyer's duty of loyalty or independent judgment to the client. See Rule 1.8(f). If acceptance of the payment from any other source presents a significant risk that the lawyer's representation of the client will be materially limited by the lawyer's own interest in accommodating the person paying the lawyer's fee or by the lawyer's responsibilities to a payer who is also a co-client, then the lawyer must comply with the requirements of paragraph (b) before accepting the representation, including determining whether the conflict is consentable and, if so, that the client has adequate information about the material risks of the representation.

Prohibited Representations

[14] Ordinarily, clients may consent to representation notwithstanding a conflict. However, as indicated in paragraph (b), some conflicts are nonconsentable, meaning that the lawyer involved cannot properly ask for such agreement or provide representation on the basis of the client's consent. When the lawyer is representing more than one client, the question of consentability must be resolved as to each client.

[15] Consentability is typically determined by considering whether the interests of the clients will be adequately protected if the clients are permitted to give their informed consent to representation burdened by a conflict of interest. Thus, under paragraph (b)(1), representation is prohibited if in the circumstances the lawyer cannot reasonably conclude that the lawyer will be able to provide competent and diligent representation. See Rule 1.1 (competence) and Rule 1.3 (diligence).

[16] Paragraph (b)(2) describes conflicts that are nonconsentable because the representation is prohibited by applicable law. For example, in some states substantive law provides that the same lawyer may not represent more than one defendant in a capital case, even with the consent of the clients, and under federal criminal statutes certain representations by a former government lawyer are prohibited, despite the informed consent of the former client. In addition, decisional law in some states limits the ability of a governmental client, such as a municipality, to consent to a conflict of interest.

[17] Paragraph (b)(3) describes conflicts that are nonconsentable because of the institutional interest in vigorous development of each client's position when the clients are aligned directly against each other in the same litigation or other proceeding before a tribunal. Whether clients are aligned directly against each other within the meaning of this paragraph requires examination of the context of the proceeding. Although this paragraph does not preclude a lawyer's multiple representation of adverse parties to a mediation (because mediation is not a proceeding before a "tribunal" under Rule 1.0(m)), such representation may be precluded by paragraph (b)(1).

Informed Consent

[18] Informed consent requires that each affected client be aware of the relevant circumstances and of the material and reasonably foreseeable ways that the conflict could have adverse effects on the interests of that client. See Rule 1.0(e) (informed consent). The information required depends on the nature of the conflict and the nature of the risks involved. When representation of multiple clients in a single matter is undertaken, the information must include the implications of the common representation, including possible effects on loyalty, confidentiality and the attorney-client privilege and the advantages and risks involved. See Comments [30] and [31] (effect of common representation on confidentiality).

[19] Under some circumstances it may be impossible to make the disclosure necessary to obtain consent. For example, when the lawyer represents different clients in related matters and one of the clients refuses to consent to the disclosure necessary to permit the other client to make an informed decision, the lawyer cannot properly ask the latter to consent. In some cases the alternative to common representation can be that each party may have to obtain separate representation with the possibility of incurring additional costs. These costs, along with the benefits of securing separate representation, are factors that may be considered by the affected client in determining whether common representation is in the client's interests.

Consent Confirmed in Writing

[20] Paragraph (b) requires the lawyer to obtain the informed consent of the client, confirmed in writing. Such a writing may consist of a document executed by the client or one that the lawyer promptly records and transmits to the client following an oral consent. See Rule 1.0(b). See also Rule 1.0(n) (writing includes electronic transmission). If it is not feasible to obtain or transmit the writing at the time the client gives informed consent, then the lawyer must obtain or transmit it within a reasonable time thereafter. See Rule 1.0(b). The requirement of a writing does not supplant the need in most cases for the lawyer to talk with the client, to explain the risks and advantages, if any, of representation burdened with a conflict of interest, as well as reasonably available alternatives, and to afford the client a reasonable opportunity to consider the risks and alternatives and to raise questions and concerns. Rather, the writing is required in order to impress upon clients the seriousness of the decision the client is being asked to make and to avoid disputes or ambiguities that might later occur in the absence of a writing.

Revoking Consent

[21] A client who has given consent to a conflict may revoke the consent and, like any other client, may terminate the lawyer's representation at any time. Whether revoking consent to the client's own representation precludes the lawyer from continuing to represent other clients depends on the circumstances, including the nature of the conflict, whether the client revoked consent because of a material change in circumstances, the reasonable expectations of the other client and whether material detriment to the other clients or the lawyer would result.

Consent to Future Conflict

[22] Whether a lawyer may properly request a client to waive conflicts that might arise in the future is subject to the test of paragraph (b). The effectiveness of such waivers is generally determined by the extent to which the client reasonably understands the material risks that the waiver entails. The more comprehensive the explanation of the types of future representations that might arise and the actual and reasonably foreseeable adverse consequences of those representations, the greater the likelihood that the client will have the requisite understanding. Thus, if the client agrees to consent to a particular type of conflict with which the client is already familiar, then the consent ordinarily will be effective with regard to that type of conflict. If the consent is general and open-ended, then the consent ordinarily will be ineffective, because it is not reasonably likely that the client will have understood the material risks involved. On the other hand, if the client is an experienced user of the legal services involved and is reasonably informed regarding the risk that a conflict may arise, such consent is more likely to be effective, particularly if, e.g., the client is independently represented by other counsel in giving consent and the consent is limited to future conflicts unrelated to the subject of the representation. In any case, advance consent cannot be effective if the circumstances that materialize in the future are such as would make the conflict nonconsentable under paragraph (b).

Conflicts in Litigation

[23] Paragraph (b)(3) prohibits representation of opposing parties in the same litigation, regardless of the clients' consent. On the other hand, simultaneous representation of parties whose interests in litigation may conflict, such as coplaintiffs or codefendants, is governed by paragraph (a)(2). A conflict may exist by reason of substantial discrepancy in the parties' testimony, incompatibility in positions in relation to an opposing party or the fact that there are substantially different possibilities of settlement of the claims or liabilities in question. Such conflicts can arise in criminal cases as well as civil. The potential for conflict of interest in representing multiple defendants in a criminal case is so grave that ordinarily a lawyer should decline to represent more than one codefendant. On the other hand, common representation of persons having similar interests in civil litigation is proper if the requirements of paragraph (b) are met.

[24] Ordinarily a lawyer may take inconsistent legal positions in different tribunals at different times on behalf of different clients. The mere fact that advocating a legal position on behalf of one client might create precedent adverse to the interests of a client represented by the lawyer in an unrelated matter does not create a conflict of interest. A conflict of interest exists, however, if there is a significant risk that a lawyer's action on behalf of one client will materially limit the lawyer's effectiveness in representing another client in a different case; for example, when a decision favoring one client will create a precedent likely to seriously weaken the position taken on behalf of the other client. Factors relevant in determining whether the clients need to be advised of the risk include: where the cases are pending, whether the issue is substantive or procedural, the temporal relationship between the matters, the significance of the issue to the immediate and long-term interests of the clients involved and the clients' reasonable expectations in retaining the lawyer. If there is significant risk of material limitation, then absent informed consent of the affected clients, the lawyer must refuse one of the representations or withdraw from one or both matters.

[25] When a lawyer represents or seeks to represent a class of plaintiffs or defendants in a class-action lawsuit, unnamed members of the class are ordinarily not considered to be clients of the lawyer for purposes of applying paragraph (a)(1) of this Rule. Thus, the lawyer does not typically need to get the consent of such a person before representing a client suing the person in an unrelated matter. Similarly, a lawyer seeking to represent an opponent in a class action does not typically need the consent of an unnamed member of the class whom the lawyer represents in an unrelated matter.

Nonlitigation Conflicts

[26] Conflicts of interest under paragraphs (a)(1) and (a)(2) arise in contexts other than litigation. For a discussion of directly adverse conflicts in transactional matters, see Comment [7]. Relevant factors in determining whether there is significant potential for material limitation include the duration and intimacy of the lawyer's relationship with the client or clients involved, the functions being performed by the lawyer, the likelihood that disagreements will arise and the likely prejudice to the client from the conflict. The question is often one of proximity and degree. See Comment [8].

[27] For example, conflict questions may arise in estate planning and estate administration. A lawyer may be called upon to prepare wills for several family members, such as husband and wife, and, depending upon the circumstances, a conflict of interest may be present. In estate administration the identity of the client may be unclear under the law of a particular jurisdiction. Under one view, the client is the fiduciary; under another view the client is the estate or trust, including its beneficiaries. In order to comply with conflict of interest rules, the lawyer should make clear the lawyer's relationship to the parties involved.

[28] Whether a conflict is consentable depends on the circumstances. For example, a lawyer may not represent multiple parties to a negotiation whose interests are fundamentally antagonistic to each other, but common representation is permissible where the clients are generally aligned in interest even though there is some difference in interest among them. Thus, a lawyer may seek to establish or adjust a relationship between clients on an amicable and mutually advantageous basis; for example, in helping to organize a business in which two or more clients are entrepreneurs, working out the financial reorganization of an enterprise in which two or more clients have an interest or arranging a property distribution in settlement of an estate. The lawyer seeks to resolve potentially adverse interests by developing the parties' mutual interests. Otherwise, each party might have to obtain separate representation, with the possibility of incurring additional cost, complication or even litigation. Given these and other relevant factors, the clients may prefer that the lawyer act for all of them.

Special Considerations in Common Representation

[29] In considering whether to represent multiple clients in the same matter, a lawyer should be mindful that if the common representation fails because the potentially adverse interests cannot be reconciled, the result can be additional cost, embarrassment and recrimination. Ordinarily, the lawyer will be forced to withdraw from representing all of the clients if the common representation fails. In some situations, the risk of failure is so great that multiple representation is plainly impossible. For example, a lawyer cannot undertake common representation of clients where contentious litigation or negotiations between them are imminent or contemplated. Moreover, because the lawyer is required to be impartial between commonly represented clients, representation of multiple clients is improper when it is unlikely that impartiality can be maintained. Generally, if the relationship between the parties has already assumed antagonism, the possibility that the clients' interests can be adequately served by common representation is not very good. Other relevant factors are whether the lawyer subsequently will represent both parties on a continuing basis and whether the situation involves creating or terminating a relationship between the parties.

[30] A particularly important factor in determining the appropriateness of common representation is the effect on client-lawyer confidentiality and the attorney-client privilege. With regard to the attorney-client privilege, the prevailing rule is that, as between commonly represented clients, the privilege does not attach. Hence, it must be assumed that if litigation eventuates between the clients, the privilege will not protect any such communications, and the clients should be so advised.

[31] As to the duty of confidentiality, continued common representation will almost certainly be inadequate if one client asks the lawyer not to disclose to the other client information relevant to the common representation. This is so because the lawyer has an equal duty of loyalty to each client, and each client has the right to be informed of anything bearing on the representation that might affect that client's interests and the right to expect that the lawyer will use that information to that client's benefit. See Rule 1.4. The lawyer should, at the outset of the common representation and as part of the process of obtaining each client's informed consent, advise each client that information will be shared and that the lawyer will have to withdraw if one client decides that some matter material to the representation should be kept from the other. In limited circumstances, it may be appropriate for the lawyer to proceed with the representation when the clients have agreed, after being properly informed, that the lawyer will keep certain information confidential. For example, the lawyer may reasonably conclude that failure to disclose one client's trade secrets to another client will not adversely affect representation involving a joint venture between the clients and agree to keep that information confidential with the informed consent of both clients.

[32] When seeking to establish or adjust a relationship between clients, the lawyer should make clear that the lawyer's role is not that of partisanship normally expected in other circumstances and, thus, that the clients may be required to assume greater responsibility for decisions than when each client is separately represented. Any limitations on the scope of the representation made necessary as a result of the common representation should be fully explained to the clients at the outset of the representation. See Rule 1.2(c).

[33] Subject to the above limitations, each client in the common representation has the right to loyal and diligent representation and the protection of Rule 1.9 concerning the obligations to a former client. The client also has the right to discharge the lawyer as stated in Rule 1.16.

Organizational Clients

[34] A lawyer who represents a corporation or other organization does not, by virtue of that representation, necessarily represent any constituent or affiliated organization, such as a parent or subsidiary. See Rule 1.13(a). Thus, the lawyer for an organization is not barred from accepting representation adverse to an affiliate in an unrelated matter, unless the circumstances are such that the affiliate should also be considered a client of the lawyer, there is an understanding between the lawyer and the organizational client that the lawyer will avoid representation adverse to the client's affiliates, or the lawyer's obligations to either the organizational client or the new client are likely to limit materially the lawyer's representation of the other client.

[35] A lawyer for a corporation or other organization who is also a member of its board of directors should determine whether the responsibilities of the two roles may conflict. The lawyer may be called on to advise the corporation in matters involving actions of the directors. Consideration should be given to the frequency with which such situations may arise, the potential intensity of the conflict, the effect of the lawyer's resignation from the board and the possibility of the corporation's obtaining legal advice from another lawyer in such situations. If there is material risk that the dual role will compromise the lawyer's independence of professional judgment, the lawyer should not serve as a director or should cease to act as the corporation's lawyer when conflicts of interest arise. The lawyer should advise the other members of the board that in some circumstances matters discussed at board meetings while the lawyer is present in the capacity of director might not be protected by the attorney-client privilege and that conflict of interest considerations might require the lawyer's recusal as a director or might require the lawyer and the lawyer's firm to decline representation of the corporation in a matter.

Rule 1.8 (Conflict Of Interest: Current Clients: Specific Rules)
Rule:

(f) A lawyer shall not accept compensation for representing a client from one other than the client unless:

(1) the client gives informed consent;

(2) there is no interference with the lawyer's independence of professional judgment or with the client-lawyer relationship; and

(3) information relating to representation of a client is protected as required by Rule 1.6.
Comments:

[11] Lawyers are frequently asked to represent a client under circumstances in which a third person will compensate the lawyer, in whole or in part. The third person might be a relative or friend, an indemnitor (such as a liability insurance company) or a co-client (such as a corporation sued along with one or more of its employees). Because third-party payers frequently have interests that differ from those of the client, including interests in minimizing the amount spent on the representation and in learning how the representation is progressing, lawyers are prohibited from accepting or continuing such representations unless the lawyer determines that there will be no interference with the lawyer's independent professional judgment and there is informed consent from the client. See also Rule 5.4(c) (prohibiting interference with a lawyer's professional judgment by one who recommends, employs or pays the lawyer to render legal services for another).

[12] Sometimes, it will be sufficient for the lawyer to obtain the client's informed consent regarding the fact of the payment and the identity of the third-party payer. If, however, the fee arrangement creates a conflict of interest for the lawyer, then the lawyer must comply with Rule 1.7. The lawyer must also conform to the requirements of Rule 1.6 concerning confidentiality. Under Rule 1.7(a), a conflict of interest exists if there is significant risk that the lawyer's representation of the client will be materially limited by the lawyer's own interest in the fee arrangement or by the lawyer's responsibilities to the third-party payer (for example, when the third-party payer is a co-client). Under Rule 1.7(b), the lawyer may accept or continue the representation with the informed consent of each affected client, unless the conflict is nonconsentable under that paragraph. Under Rule 1.7(b), the informed consent must be confirmed in writing.

IRC § 6694
Understatement of taxpayer's liability by tax return preparer.

(a) Understatement due to unreasonable positions. 

(1) In general. 
If a tax return preparer— 

(A) prepares any return or claim of refund with respect to which any part of an understatement of liability is due to a position described in paragraph (2), and 

(B) knew (or reasonably should have known) of the position, 


such tax return preparer shall pay a penalty with respect to each such return or claim in an amount equal to the greater of $1,000 or 50 percent of the income derived (or to be derived) by the tax return preparer with respect to the return or claim. 

(2) Unreasonable position. 

(A) In general. Except as otherwise provided in this paragraph, a position is described in this paragraph unless there is or was substantial authority for the position. 

(B) Disclosed positions. If the position was disclosed as provided in section 6662(d)(2)(B)(ii)(I) and is not a position to which subparagraph (C) applies, the position is described in this paragraph unless there is a reasonable basis for the position. 

(C) Tax shelters and reportable transactions. If the position is with respect to a tax shelter (as defined in section 6662(d)(2)(C)(ii)) or a reportable transaction to which section 6662A applies, the position is described in this paragraph unless it is reasonable to believe that the position would more likely than not be sustained on its merits. 

(3) Reasonable cause exception. 
No penalty shall be imposed under this subsection if it is shown that there is reasonable cause for the understatement and the tax return preparer acted in good faith. 

(b) Understatement due to willful or reckless conduct. 

(1) In general. 
Any tax return preparer who prepares any return or claim for refund with respect to which any part of an understatement of liability is due to a conduct described in paragraph (2) shall pay a penalty with respect to each such return or claim in an amount equal to the greater of— 

(A) $5,000, or 

(B) 50 percent of the income derived (or to be derived) by the tax return preparer with respect to the return or claim. 

(2) Willful or reckless conduct. 
Conduct described in this paragraph is conduct by the tax return preparer which is— 

(A) a willful attempt in any manner to understate the liability for tax on the return or claim, or 

(B) a reckless or intentional disregard of rules or regulations. 

(3) Reduction in penalty. 
The amount of any penalty payable by any person by reason of this subsection for any return or claim for refund shall be reduced by the amount of the penalty paid by such person by reason of subsection (a). 
* * * 

(d) Abatement of penalty where taxpayer's liability not understated. 
If at any time there is a final administrative determination or a final judicial decision that there was no understatement of liability in the case of any return or claim for refund with respect to which a penalty under subsection (a) or (b) has been assessed, such assessment shall be abated, and if any portion of such penalty has been paid the amount so paid shall be refunded to the person who made such payment as an overpayment of tax without regard to any period of limitations which, but for this subsection, would apply to the making of such refund. 

(e) Understatement of liability defined. 
For purposes of this section , the term “understatement of liability” means any understatement of the net amount payable with respect to any tax imposed by this title or any overstatement of the net amount creditable or refundable with respect to any such tax. Except as otherwise provided in subsection (d) , the determination of whether or not there is an understatement of liability shall be made without regard to any administrative or judicial action involving the taxpayer. 
Circular 230
§ 10.20 Information to be furnished.

(a) To the Internal Revenue Service.
(1) A practitioner must, on a proper and lawful request by a duly authorized officer or employee of the Internal Revenue Service, promptly submit records or information in any matter before the Internal Revenue Service unless the practitioner believes in good faith and on reasonable grounds that the records or information are privileged.

(2) Where the requested records or information are not in the possession of, or subject to the control of, the practitioner or the practitioner’s client, the practitioner must promptly notify the requesting Internal Revenue Service officer or employee and the practitioner must provide any information that the practitioner has regarding the identity of any person who the practitioner believes may have possession or control of the requested records or information. The practitioner must make reasonable inquiry of his or her client regarding the identity of any person who may have possession or control of the requested records or information, but the practitioner is not required to make inquiry of any other person or independently verify any information provided by the practitioner’s client regarding the identity of such persons.

(3) When a proper and lawful request is made by a duly authorized officer or employee of the Internal Revenue Service, concerning an inquiry into an alleged violation of the regulations in this part, a practitioner must provide any information the practitioner has concerning the alleged violation and testify regarding this information in any proceeding instituted under this part, unless the practitioner believes in good faith and on reasonable grounds that the information is privileged. 

(b) Interference with a proper and lawful request for records or information. A practitioner may not interfere, or attempt to interfere, with any proper and lawful effort by the Internal Revenue Service, its officers or employees, to obtain any record or information unless the practitioner believes in good faith and on reasonable grounds that the record or information is privileged.
(c) Effective/applicability date. This section is applicable beginning August 2, 2011.
§ 10.22 Diligence as to accuracy (excerpt).

(a) In general. A practitioner must exercise due diligence — 

(1) In preparing or assisting in the preparation of, approving, and filing tax returns, documents, affidavits, and other papers relating to Internal Revenue Service matters; 

(2) In determining the correctness of oral or written representations made by the practitioner to the Department of the Treasury; and

(3) In determining the correctness of oral or written representations made by the practitioner to clients with reference to any matter administered by the Internal Revenue Service.

§ 10.29 Conflicting interests.

(a) Except as provided by paragraph (b) of this section, a practitioner shall not represent a client before the Internal Revenue Service if the representation involves a conflict of interest. A conflict of interest exists if —

(1) The representation of one client will be directly adverse to another client; or

(2) There is a significant risk that the representation of one or more clients will be materially limited by the practitioner’s responsibilities to another client, a former client or a third person, or by a personal interest of the practitioner.

(b) Notwithstanding the existence of a conflict of interest under paragraph (a) of this section, the practitioner may represent a client if —

(1) The practitioner reasonably believes that the practitioner will be able to provide competent and diligent representation to each affected client;

(2) The representation is not prohibited by law; and

(3) Each affected client waives the conflict of interest and gives informed consent, confirmed in writing by each affected client, at the time the existence of the conflict of interest is known by the practitioner. The confirmation may be made within a reasonable period of time after the informed consent, but in no event later than 30 days.

(c) Copies of the written consents must be retained by the practitioner for at least 36 months from the date of the conclusion of the representation of the affected clients, and the written consents must be provided to any officer or employee of the Internal Revenue Service on request.

(d) Effective/applicability date. This section is applicable on September 26, 2007.

§ 10.34 Standards with respect to tax returns and documents, affidavits and other papers (excerpt).
(a) Tax returns.

(1) A practitioner may not willfully, recklessly, or through gross incompetence —

(i) Sign a tax return or claim for refund that the practitioner knows or reasonably should know contains a position that —

(A) Lacks a reasonable basis;

(B) Is an unreasonable position as described in section 6694(a)(2) of the Internal Revenue Code (Code) (including the related regulations and other published guidance); or

(C) Is a willful attempt by the practitioner to understate the liability for tax or a reckless or intentional disregard of rules or regulations by the practitioner as described in section 6694(b)(2) of the Code (including the related regulations and other published guidance). 
(ii) Advise a client to take a position on a tax return or claim for refund, or prepare a portion of a tax return or claim for refund containing a position, that —

(A) Lacks a reasonable basis;

(B) Is an unreasonable position as described in section 6694(a)(2) of the Code (including the related regulations and other published guidance); or

(C) Is a willful attempt by the practitioner to understate the liability for tax or a reckless or intentional disregard of rules or regulations by the practitioner as described in section 6694(b)(2) of the Code (including the related regulations and other published guidance).

(2) A pattern of conduct is a factor that will be taken into account in determining whether a practitioner acted willfully, recklessly, or through gross incompetence.

(b) Documents, affidavits and other papers —

(1) A practitioner may not advise a client to take a position on a document, affidavit or other paper submitted to the Internal Revenue Service unless the position is not frivolous.

(2) A practitioner may not advise a client to submit a document, affidavit or other paper to the Internal Revenue Service —

(i) The purpose of which is to delay or impede the administration of the Federal tax laws;

(ii) That is frivolous; or

(iii) That contains or omits information in a manner that demonstrates an intentional disregard of a rule or regulation unless the practitioner also advises the client to submit a document that evidences a good faith challenge to the rule or regulation.

(c) Advising clients on potential penalties —

(1) A practitioner must inform a client of any penalties that are reasonably likely to apply to the client with respect to —

(i) A position taken on a tax return if —

(A) The practitioner advised the client with respect to the position; or

(B) The practitioner prepared or signed the tax return; and

(ii) Any document, affidavit or other paper submitted to the Internal Revenue Service. (2) The practitioner also must inform the client of any opportunity to avoid any such penalties by disclosure, if relevant, and of the requirements for adequate disclosure.(3) This paragraph (c) applies even if the practitioner is not subject to a penalty under the Internal Revenue Code with respect to the position or with respect to the document, affidavit or other paper submitted.
* * *

(e) Effective/applicability date. Paragraph (a) of this section is applicable for returns or claims for refund filed, or advice provided, beginning August 2, 2011. Paragraphs (b) through (d) of this section are applicable to tax returns, documents, affidavits, and other papers filed on or after September 26, 2007.
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Formal Opinion 95-352
TAX RETURN ADVICE; RECONSIDERATION OF FORMAL OPINION 314

July 7, 1985

Copyright (c) by the American Bar Association
A lawyer may advise reporting a position on a tax return so long as the lawyer believes in good faith that the position is warranted in existing law or can be supported by a good faith argument for an extension, modification or reversal of existing law and there is some realistic possibility of success if the matter is litigated.

The Committee has been requested by the Section of Taxation of the American Bar Association to reconsider the ‘reasonable basis' standard in the Committee's Formal Opinion 314 governing the position a lawyer may advise a client to take on a tax return.

Opinion 314 (April 27, 1965) was issued in response to a number of specific inquiries regarding the ethical relationship between the Internal Revenue Service and lawyers practicing before it. The opinion formulated general principles governing this relationship, including the following:

[A] lawyer who is asked to advise his client in the course of the preparation of the client's tax returns may freely urge the statement of positions most favorable to the client just as long as there is a reasonable basis for this position. (Emphasis supplied).

The Committee is informed that the standard of ‘reasonable basis' has been construed by many lawyers to support the use of any colorable claim on a tax return to justify exploitation of the lottery of the tax return audit selection process.
 This view is not universally held, and the Committee does not believe that the reasonable basis standard, properly interpreted and applied, permits this construction.

However, the Committee is persuaded that as a result of serious controversy over this standard and its persistent criticism by distinguished members of the tax bar, IRS officials and members of Congress, sufficient doubt has been created regarding the validity of the standard so as to erode its effectiveness as an ethical guideline. For this reason, the Committee has concluded that it should be restated. Another reason for restating the standard is that since publication of Opinion 314, the ABA has adopted in succession the Model Code of Professional Responsibility (1969, revised 1980) and the Model Rules of Professional Conduct (1983). Both the Model Code and the Model Rules directly address the duty of a lawyer in presenting or arguing positions for a client in language that does not refer to ‘reasonable basis.’ It is therefore appropriate to conform the standard of Opinion 314 to the language of the new rules.

This opinion reconsiders and revises only that part of Opinion 314 that relates to the lawyer's duty in advising a client of positions that can be taken on a tax return. It does not deal with a lawyer's opinion on tax shelter investment offerings, which is specifically addressed by this Committee's Formal Opinion 346 (Revised), and which involves very different considerations, including third party reliance.

The ethical standards governing the conduct of a lawyer in advising a client on positions that can be taken in a tax return are no different from those governing a lawyer's conduct in advising or taking positions for a client in other civil matters. Although the Model Rules distinguish between the roles of advisor and advocate,
 both roles are involved here, and the ethical standards applicable to them provide relevant guidance. In many cases a lawyer must realistically anticipate that the filing of the tax return may be the first step in a process that may result in an adversary relationship between the client and the IRS. This normally occurs in situations when a lawyer advises an aggressive position on a tax return, not when the position taken is a safe or conservative one that is unlikely to be challenged by the IRS.

Rule 3.1 of the Model Rules, which is in essence a restatement of DR 7-102(A)(2) of the Model Code,
 states in pertinent part:

A lawyer shall not bring or defend a proceeding, or assert or controvert an issue therein, unless there is a basis for doing so that is not frivolous, which includes a good faith argument for an extension, modification or reversal of existing law.

Rule 1.2(d), which applies to representation generally, states:

A lawyer shall not counsel a client to engage, or assist a client, in conduct that the lawyer knows is criminal or fraudulent, but a lawyer may discuss the legal consequences of any proposed course of conduct with a client and may counsel or assist a client to make a good faith effort to determine the validity, scope, meaning or application of the law.

On the basis of these rules and analogous provisions of the Model Code, a lawyer, in representing a client in the course of the preparation of the client's tax return, may advise the statement of positions most favorable to the client if the lawyer has a good faith belief that those positions are warranted in existing law or can be supported by a good faith argument for an extension, modification or reversal of existing law. A lawyer can have a good faith belief in this context even if the lawyer believes the client's position probably will not prevail.
 However, good faith requires that there be some realistic possibility of success if the matter is litigated.

This formulation of the lawyer's duty in the situation addressed by this opinion is consistent with the basic duty of the lawyer to a client, recognized in ethical standards since the ABA Canons of Professional Ethics, and in the opinions of this Committee: zealously and loyally to represent the interests of the client within the bounds of the law.

Thus, where a lawyer has a good faith belief in the validity of a position in accordance with the standard stated above that a particular transaction does not result in taxable income or that certain expenditures are properly deductible as expenses, the lawyer has no duty to require as a condition of his or her continued representation that riders be attached to the client's tax return explaining the circumstances surrounding the transaction or the expenditures.

In the role of advisor, the lawyer should counsel the client as to whether the position is likely to be sustained by a court if challenged by the IRS, as well as of the potential penalty consequences to the client if the position is taken on the tax return without disclosure. Section 6661 of the Internal Revenue Code imposes a penalty for substantial understatement of tax liability which can be avoided if the facts are adequately disclosed or if there is or was substantial authority for the position taken by the taxpayer. Competent representation of the client would require the lawyer to advise the client fully as to whether there is or was substantial authority for the position taken in the tax return. If the lawyer is unable to conclude that the position is supported by substantial authority, the lawyer should advise the client of the penalty the client may suffer and of the opportunity to avoid such penalty by adequately disclosing the facts in the return or in a statement attached to the return. If after receiving such advice the client decides to risk the penalty by making no disclosure and to take the position initially advised by the lawyer in accordance with the standard stated above, the lawyer has met his or her ethical responsibility with respect to the advice.

In all cases, however, with regard both to the preparation of returns and negotiating administrative settlements, the lawyer is under a duty not to mislead the Internal Revenue Service deliberately, either by misstatements or by silence or by permitting the client to mislead. Rules 4.1 and 8.4(c); DRs 1-102(A)(4), 7-102(A)(3) and (5).

In summary, a lawyer may advise reporting a position on a return even where the lawyer believes the position probably will not prevail, there is no ‘substantial authority’ in support of the position, and there will be no disclosure of the position in the return. However, the position to be asserted must be one which the lawyer in good faith believes is warranted in existing law or can be supported by a good faith argument for an extension, modification or reversal of existing law. This requires that there is some realistic possibility of success if the matter is litigated. In addition, in his role as advisor, the lawyer should refer to potential penalties and other legal consequences should the client take the position advised.
� This criticism has been expressed by the Section of Taxation and also by the U.S. Department of the Treasury and some legal writers. See, e.g., Robert H. Mundheim, Speech as General Counsel to Treasury Department, reprinted in How To Prepare and Defend Tax Shelter Opinions: Risks and Realities for Lawyers and Accountants (Law and Business, Inc. 1981); Rowen, When May a Lawyer Advise a Client That He May Take a Position on a Tax Return? 29 TAX LAWYER 237 (1976).


� See, e.g., Model Rules 2.1 and 3.1.


� DR 7-102(A)(2) states:


In his representation of a client, a lawyer shall not:


. . .


(2) Knowingly advance a claim or defense that is unwarranted under existing law, except that he may advance such claim or defense if it can be supported by good faith argument for an extension, modification or reversal of existing law.


� Comment to Rule 3.11; see also Model Code EC 7-4.
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