Ethical and Strategic
Issues Unique to Tax Cases

inal defense practitioners will undoubtedly

encounter in their everyday practice. In addition to
those issues, criminal tax cases present their own unique
challenges. If defense counsel is dabbling in this area, it is
not only important to understand the tax and procedural
nuances specific to criminal tax cases, but also the ethical
issues as well.

The primary ethical issues unique to tax cases arise
in the following situations: (1) filing of the current year
return; (2) the Fifth Amendment act of production priv-
ilege; (3) dealing with the prior year return; (4) “practic-
ing” before the IRS; and (5) conflicts of interest, particu-
larly regarding husbands and wives who have filed joint
tax returns. A defense lawyer must be careful when advis-
ing clients so that she is not exposed to liability from the
clients, or worse yet, the government.

There are certain ethical issues that white collar crim-

I. Current Year Return

In most areas of criminal law, advising a client who is
under investigation to stop his criminal activity is an easy
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issue. Tax cases are different, however, because the client
must file tax returns during the pendency of a criminal
investigation, or even an eggshell audit,' that may later be
used as admissions against the client.

The client who is under investigation should file
extensions to postpone filing the current year return and
forms as long as possible. Every once in a while an inves-
tigation may come to a quick conclusion and defense
counsel will not have to deal with this issue. However,
because criminal tax investigations usually last for 18 to
30 months, this is something that will likely have to be
addressed.

Therefore, a taxpayer under criminal investigation
frequently faces difficult issues when the time comes to
file a current tax return. Issues under criminal tax inves-
tigation often carry over into subsequent years. For
example, the current return may report income or deduc-
tions in an amount that confirms a Special Agent’s suspi-
cions that the taxpayer has underreported income or
falsely reported deductions in prior years. The truthful
reporting of current amounts of income or deductions
may also provide leads to an Agent using an indirect
method of proof. Another sensitive area may involve for-
eign accounts or assets that were not disclosed on prior
returns and forms as required.

A. Admission by Taxpayer

The current return can be used as an admission
against the taxpayer.” The return is a sworn statement by
the taxpayer, filed under penalties of perjury.

Tax returns from prior years are often important in
“net worth” cases to establish the taxpayer’s net worth.
The Internal Revenue Service utilizes different methods
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of proof to establish a taxpayers net
income. The net worth method of proof
utilizes evidence of income applications
such as asset accumulation, liability
reduction, expenditures, and other
financial data to indirectly establish
correct taxable income. This method is
often used in criminal tax cases.

For example, in United States v.
Mackey,® the defendant was convicted of
tax evasion under 26 US.C. § 7201. The
government used the net worth method
to prove its case. Specifically, the govern-
ment used the defendant’s and his wife’s
income tax returns from 1929 through
1955 to determine their net worth at the
starting point at issue in the criminal
case, December 31, 1955, as $361,461.52.
The government took the position that
their net worth at the end of 1960 was
$1,519,744.05, and included assets held
in the names of companies and other
nominees for the benefit of defendant.
During this five-year period, defendant
and his wife reported $143,339.24 of tax-
able income. Therefore, defendant’s own
tax returns were used as an admission to
calculate his net worth.

B. Duty to File Returns

The pendency of a criminal investi-
gation is not grounds for failing to file a
current return. In United States v.
Sullivan,* the defendant was convicted of
willfully refusing to file a tax return. The
appellate court reversed, holding that
gains from illicit traffic in liquor were
subject to income tax, but the Fifth
Amendment protected the defendant
from filing a return. In reversing the
appellate court, the Supreme Court stat-
ed as follows:

As the defendant’s income was
taxed, the statute of course
required a return. [Citation
omitted]. In the decision that
this was contrary to the
Constitution we are of opinion
that the protection of the Fifth
Amendment was pressed too
far. If the form of return provid-
ed called for answers that the
defendant was privileged from
making he could have raised
the objection in the return, but
could not on that account
refuse to make any return at all.
... It would be an extreme if not
an extravagant application of
the Fifth Amendment to say
that it authorized a man to
refuse to state the amount of his
income because it had been
made in crime. But if the defen-
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dant desired to test that or any
other point he should have test-
ed it in the return so that it
could be passed upon.’

Therefore, a return must be filed
regardless of whether filing the return
may be incriminating.

Moreover, the current return must
be timely, complete, and accurate.® It can-
not contain false statements or omis-
sions. In United States v. Knox,” the
taxpayer did file a return, but falsified
statements to avoid self-incrimination.
The Court upheld defendant’s conviction
and stated that “one who furnishes false
information to the government in
feigned compliance with a statutory
requirement cannot defend against
prosecution for his fraud by challenging
the validity of the requirement itself

As the advisor, defense counsel must
advise the client to file required, accurate
returns. Under Circular 230 — a publica-
tion of certain U.S. Treasury regulations
that includes the rules governing practice
before the Internal Revenue Service —
defense counsel must also advise the
client regarding penalties and exposure
on not doing so. Any other advice could
possibly expose counsel to liability as a
co-conspirator or aider and abettor.

C. Fifth Amendment
Returns

One option available to a taxpayer
under criminal investigation is the filing
of a current return that invokes the Fifth
Amendment privilege against self-
incrimination. When a taxpayer is faced
with the Hobson’s choice of alerting the
IRS to his prior fraud by filing accurate
returns or alerting the IRS to his prior
fraud by asserting the Fifth Amendment
to specific issues, neither option is partic-
ularly attractive.

An individual asserting the privilege
must do so at the time of filing the return.
For example, in Garner v. United States,’
Roy Garner appealed his conviction for
various nontax crimes arising from his
gaming activities. The government intro-
duced petitioner’s income tax returns to
prove the offense against him. The issue
was whether the introduction of this evi-
dence, over petitioner’s Fifth Amendment
objection, violated the privilege against
compulsory self-incrimination when
Garner made the incriminating disclo-
sures on his returns instead of then claim-
ing the privilege. Citing Sullivan, the
Court stated that “the privilege against
compulsory self-incrimination is not a
defense to prosecution for failing to file a

return at all, but the Court indicated that
the privilege could be claimed against
specific disclosures sought on a return
The Court further stated that if Garner
had invoked the privilege against com-
pulsory self-incrimination on his tax
returns in lieu of supplying the informa-
tion used against him, he could have been
criminally prosecuted under 26 US.C. §
7203 for failure to make a return. The
Court began its analysis of the issue by
emphasizing that a witness must claim
the Fifth Amendment privilege, and the
failure to do so is a waiver of the privi-
lege. The Court held that the incriminat-
ing disclosures on the tax return were
not “compelled” and that Garner was
foreclosed from invoking the privilege
when such information was later intro-
duced as evidence against him in a crim-
inal prosecution.

A taxpayer cannot make a blanket
assertion of the Fifth Amendment. Such
a return is not deemed a return. In
United States v. Jordan,"° the defendant
was indicted for failure to file tax returns
for four years under 26 US.C. § 7203.
The court rejected Fred Jordan’s argu-
ment that “returns” he filed were suffi-
cient to satisfy the filing requirements of
§ 6011. “[A] taxpayer’s return which does
not contain any information relating to
the taxpayer’s income from which the tax
can be computed is not a return within
the meaning of the Internal Revenue
Code or the regulations. ...”"" IRS Forms
1040 containing only the defendants
name, address, Social Security Number,
and a blanket declaration regarding his
Fifth Amendment privilege are not
deemed tax returns as required by law.
Therefore, the privilege must be asserted
explicitly, on the return, with respect to
specific entries or information that might
tend to incriminate the taxpayer.

Finally, the privilege can validly be
asserted as to an item on a return only if
there is a bona fide reason an accurate
response might subject the taxpayer to
criminal prosecution.” The defendant in
United States v. Verkuilen" was convicted
of failing to file tax returns. He filed
Form 1040s with the words “Object: Self-
incrimination” or “None” typed on most
of the lines on which income informa-
tion was requested. Consistent with
Jordan, the court approved the district
court’s jury instructions that a taxpayer’s
return that does not contain any infor-
mation relating to the taxpayer’s income
from which the tax can be computed is
not a return. The court went on to state
that “a taxpayer must make a colorable
showing that he is involved in some
activity for which he could be criminally

SEPTEMBER 2014

SASVD XV1 OL INVINN SANSSI DIDILVYLS ANV 1VDIHL3I

27



ETHICAL AND STRATEGIC ISSUES UNIQUE TO TAX CASES

Be vel, \
Gardner , .

i

& % t‘
Associates me.

A forensic education and consulting group.
www.bevelgardner.com

We are the largest independent
forensic consulting company in
the US that specializes in:

« Incident Reconstruction :
in Pattern Analysis '

nt Recons?ruchon .
sic Training Courses |
1 Testimony \

« Bloodsia

+ Shooting Incide

. 10 Different Foreén

« Court Qualified Exper

« Mentorship _ II

Sl .« proficiency Testing ' |
:esiiﬁed and/or consvulted in d‘if of the ||

us States and g Foreign C_oiiines -

www ibevelgardner.com
& or Call’405%447-4469

prosecuted in order to validly claim the
Fifth Amendment privilege on his
income tax return” The court approved
the district court’s jury instruction that
stated the following:

was proper. An improper invo-
cation of the Fifth Amendment
is not an adequate justification
for failure to file a tax return.

Therefore, the court affirmed defen-
dant’s conviction.

D. ‘Preparation’ of the
Current Year Return

There is no accountant-client privi-
lege in criminal matters. As the criminal
attorney, defense counsel does need to
have some role in the return preparation
process for the client who is under inves-
tigation for a tax crime. Defense counsel
needs to review the returns and ensure
the returns are accurate. Defense counsel
also needs to be prepared to address the
current year return if it becomes part of
the investigation.

Criminal defense attorneys general-
ly do not complete their clients tax
returns, so this may not appear to be a
significant issue. But it is. Obviously,
actually preparing the return makes the
attorney a preparer. However, what if the
attorney drafts a lengthy disclosure
attached to the return or advises the
actual return preparer regarding specific
issues in detail? Do these actions make
defense counsel a return preparer?
Overall, it is prudent for defense counsel
not to become too involved in the details
of the return preparation process so that
defense counsel is not deemed a tax
return preparer.

The Fifth Amendment privile§e must be
asserted explicitly on the tax return with
respect to specific entries or information.

An individual who refuses to
disclose the amount of his
income derived from a legiti-
mate source on the grounds
that such disclosure would vio-
late his Fifth Amendment priv-
ilege against self-incrimination
has improperly invoked and
asserted the Fifth Amendment
privilege, unless he can show
some possibility that such a dis-
closure may lead to a criminal
prosecution. The mere unsup-
ported assertion of a Fifth
Amendment privilege, without
some additional explanation,
does not establish that the invo-
cation of the Fifth Amendment
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There is no clear guidance on this
issue because these issues are case-specif-
ic. It is important to note, however, that
information transmitted for the purpose
of preparing a tax return is not privi-
leged. In United States v. Lawless," the
taxpayer unsuccessfully challenged sum-
monses to testify regarding the tax return
and produce certain documents.
Respondent J. Martin Lawless argued
that the information transmitted to him
(as the attorney preparing the tax
return), which was not disclosed on the
return, was protected. The court dis-
agreed, saying that “information trans-
mitted for the purpose of preparation of
a tax return, though transmitted to an
attorney, is not privileged information

A different accountant should
prepare the taxpayer’s current year
return. The prior accountant will be a
fact witness if the case escalates. Filing
accurate returns may also involve
disclosing information to the prior
tax preparer that could potentially
be used as an admission against
the client.

Because communications with
a tax return preparer are not subject
to privilege, counsel must be careful not
to reveal information or client
disclosures that defense counsel would
not want disclosed. This applies
to verbal discussions, correspondence,
and work product shared with
the preparer.

Il. Books and Records and
The Fifth Amendment

A. Act of Production
Privilege

It is well-established law that a wit-
ness may claim the privilege against self-
incrimination as to any matter within his
personal knowledge if his testimony
would provide a link in the chain of evi-
dence needed to prosecute him for a
criminal offense.’

It is important to keep in mind,
however, that the client may have a Fifth
Amendment act of production privilege
regarding documents in a criminal tax
investigation. In such a situation, the act
of production privilege may apply if pro-
ducing a document would “communicate
[incriminating] information about the
[documents] existence, custody [or]
authenticity” separate from its contents.

B. Required Records
Doctrine

With the recent IRS focus on foreign
account cases, there has been a resur-
gence of the assertion of the act of pro-
duction privilege. The government fre-
quently issues summonses or grand jury
subpoenas requesting all records of for-
eign financial accounts in which a tax-
payer had an interest. Possession and
production of these records could be
incriminating. Alternatively, not main-
taining these records could be incrimi-
nating because the taxpayer can be pros-
ecuted for the failure to keep and main-
tain these records for five years.

In response to assertions of the Fifth
Amendment act of production privilege
in these cases, the government has relied
on the required records doctrine. The
required records doctrine originated in
Shapiro v. United States,” a case in which
the Court held that the Fifth Amendment
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did not apply to business records that a
fruit wholesaler was required to keep
under a wartime price control program.
The government has relied on Shapiro in
the recent foreign account cases, arguing
that the foreign account records are also
required to be kept.

Recently, taxpayers have unsuccess-
fully asserted the act of production priv-
ilege in foreign account cases. For exam-
ple, in United States v. Under Seal,” the
court held that because the records
sought in the grand jury subpoenas met
all the requirements of the required
records doctrine, the Fifth Amendment
privilege was inapplicable, and unnamed
taxpayers Jane and John Doe could not
invoke it to shield themselves from the
requests set forth in the subpoenas.
Specifically, the first element of the
required records doctrine, the “essential-
ly regulatory” requirement, was satisfied
because the recordkeeping requirements
of the Bank Secrecy Act" serve purposes
unrelated to criminal law enforcement
and its provisions do not apply exclusive-
ly to those engaged in criminal activity.
Second, the “customarily kept” require-
ment was satisfied because the records
sought were the same type that the Does
had to report annually to the IRS, as
required by the regulations of offshore
banking. Moreover, the records were the
same type that a reasonable account
holder would keep in order to be able to
access account funds. Third, the records
had “public aspects” because the govern-
ments purpose in imposing this regula-
tory scheme is to share the information it
collects with a number of other agencies,
which is primarily done to serve impor-
tant public purposes.

C. Corporation Versus
Individual

Under the “collective entity doc-
trine;” the Fifth Amendment privilege
does not apply to artificial entities such as
corporations or to their custodian of
records who claims that producing docu-
ments will incriminate the custodian per-
sonally. In Braswell v. United States,” rely-
ing on Fisher v. United States,” the Court
held that such entities act only through
agents. Allowing these agents to assert the
act of production privilege would extend
the privilege to the entities, which have
no Fifth Amendment privilege. Whether
the subpoena is addressed to the corpora-
tion or to an individual as custodian, the
collective entity doctrine precludes the
use of the right against self-incrimination
because records are being produced in
the custodian’s representative capacity.

In United States v. Doe,” the Supreme
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Court addressed Fifth Amendment pro-
tection for the contents of a sole propri-
etorships business records. It ruled that
because a subpoena does not compel a wit-
ness to prepare the records demanded, the
witness may not assert his privilege against
self-incrimination on the grounds that the
contents of the records might incriminate
him. However, extending Fisher to a sole
proprietor’s business records, the Court
ruled that a witness could claim his Fifth
Amendment privilege in response to a
summons or subpoena for his personal
business and financial records when the
act of production would be testimonial
and incriminating.

lll. Prior Year Returns

A. Kovel Accountant

In most criminal tax cases it is help-
ful to retain an accountant to review the
taxpayer’s financial records, assist in the
building of a defense, and possibly testi-
fy at trial as an expert. Such an account-
ant, called a Kovel accountant,” should
be engaged by counsel because the attor-
ney-client privilege will therefore extend
to his work.

To save money, the client may wish
to have counsel hire the client’s return
preparer as the investigative accountant.
This would be a mistake because the

preparer is a potential fact witness, and if
the case goes to trial, the fact-finder
undoubtedly will not consider him an
objective expert witness. Moreover,
using the return preparer as the expert
witness creates difficulty for the witness
in distinguishing what he learned in a
privileged context versus what he
learned while preparing the returns
under investigation.

B. Amending Tax Returns

During a criminal investigation, the
taxpayer should not, without profession-
al guidance and the clearance of his
criminal attorney, file amended tax
returns. The filing of such returns may
constitute either an admission or, if they
are not complete and truthful, a separate
criminal offense.

This is an easy decision to make if
the client is the target of a criminal tax
investigation. The issue may be more
complicated, however, when defense
counsel represents an individual more
remotely connected to the investigation.
There have been cases in which the
smaller players have been charged and
convicted of tax crimes, in part, because
of amended returns filed during an
investigation. Before amending returns,
counsel should consult with the counsel
for the target and carefully analyze if
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amending returns is advisable. If the
investigation may expand and there is a
chance the client may become a target,
the client may be better off making a
deposit under Section 6603 (which is a
remittance to the Internal Revenue
Service that is not treated as a payment)
rather than amending returns.

IV. Practice Before the IRS

A criminal tax case often begins with
an administrative investigation by the IRS
Criminal Investigation Division, and may
involve parallel proceedings in which the
IRS is taking a leading or substantive role.
The criminal tax client may want crimi-
nal defense counsel to represent her in
the IRS proceeding because of defense
counsel’s familiarity with the issues in the
case. Before agreeing to serve in this
capacity, defense counsel must be familiar
with Circular 230, the rules established
for practicing before the IRS.

Particularly relevant to defense
counsel are the Circular 230 provisions
regarding how attorneys should handle
client omissions of pertinent information
from documents relating to IRS matters.
When an attorney knows that a client is
not in compliance with the Internal
Revenue Code, the attorney must “advise
the client promptly” of the “noncompli-
ance, error, or omission.”

In such a situation, defense counsel
must make sure that there are no issues
under the applicable state bar rule
regarding candor to the tribunal. ABA
Model Rule 3.03 speaks to that delicate
balance between zealous advocacy and
candor to the tribunal by prohibiting an
attorney from acting dishonestly.

(a) A lawyer shall not knowingly:

(1) make a false statement of fact
or law to a tribunal or fail to
correct a false statement of
material fact or law previously
made to the tribunal by the

lawyer;

(2) fail to disclose to the tribunal
legal authority in the control-
ling jurisdiction known to the
lawyer to be directly adverse to
the position of the client and
not disclosed by opposing
counsel; or

(3) offer evidence that the lawyer
knows to be false. If a lawyer, the
lawyer’s client, or a witness called
by the lawyer, has offered materi-
al evidence and the lawyer
comes to know of its falsity, the

lawyer shall take reasonable
remedial measures, including, if
necessary, disclosure to the tri-
bunal. A lawyer may refuse to
offer evidence, other than the
testimony of a defendant in a
criminal matter, that the lawyer
reasonably believes is false.

(b) A lawyer who represents a client in an
adjudicative proceeding and who
knows that a person intends to engage,
is engaging or has engaged in criminal
or fraudulent conduct related to the
proceeding shall take reasonable
remedial measures, including, if nec-
essary, disclosure to the tribunal.

(c) The duties stated in paragraphs (a)
and (b) continue to the conclusion of
the proceeding, and apply even if
compliance requires disclosure of
information otherwise protected by
Rule 1.6.

(d) In an ex parte proceeding, a lawyer
shall inform the tribunal of all mate-
rial facts known to the lawyer that
will enable the tribunal to make an
informed decision, whether or not
the facts are adverse.

A common question that arises with
respect to the requirement to disclose
certain information to a tribunal is
whether the Internal Revenue Service is
classified as a “tribunal” One ABA
Formal Opinion* indicates that the IRS
is neither a tribunal nor a quasi-tribunal.
The opinion, however, goes on to say
that attorneys cannot make false asser-
tions, and must advise a client to correct
misstatements made to the IRS.

Additionally, a duty to withdraw
will arise if “the lawyer believes that the
Service relies on him as corroborating
statements of his clients which he knows
to be false ... unless it is obvious that the
very act of dissociation” would break
client confidences.” A later ABA Formal
Opinion expands on an attorney’s duty
of candor toward the IRS by noting that
counsel “is under a duty not to mislead
the Internal Revenue Service deliberate-
ly, either by misstatements or by silence
or by permitting the client to mislead”*

An attorney also has a duty to exer-
cise diligence when preparing tax docu-
ments and determining the accuracy of
representations made to clients and the
IRS. Furthermore, submitting false or
misleading information to the IRS and
giving false opinions on Federal tax
questions, either intentionally or reck-
lessly, resulting from misstatements of
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facts or law, could potentially subject an
attorney to sanctions from the Service.

V. Conflicts of Interest

Counsel should always be mindful
of potential conflicts of interest that may
arise with joint representation in a civil
tax examination, which may later
become a criminal case. It is not uncom-
mon for counsel to represent a husband
and wife who filed a joint return in a
civil tax examination. And there is noth-
ing generally wrong with doing so.

ABA Model Rule 1.7 provides as fol-
lows regarding conflicts of interests and
current clients:

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

(1) the representation of one client
will be directly adverse to anoth-
er 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 repre-
sent 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 prohib-
ited 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 proceed-
ing before a tribunal; and

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

Another variation to the ABA
Model Rules concerning general con-
flicts of interest, found in many state bar
rules, addresses former clients.
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Generally, this type of rule states a
lawyer who has represented multiple
parties in a matter shall not thereafter
represent any of such parties in a dispute
among the parties arising out of the mat-
ter, unless prior consent is obtained
from all such parties to the dispute.

In re Taylor” presents an example
of a former client conflict arising dur-
ing the divorce proceedings of a couple
who had previously been jointly repre-
sented by an attorney (Wesley Filer).
The husband (Terry) hired Filer to pre-
pare the “Stockholder Agreement” for
his newly incorporated business. The
Stockholder Agreement valued the net
worth of the business at $200,000 and
was signed by both Terry and his wife
(Barbara). Filer also prepared wills and
medical and financial powers of attor-
ney for the couple.

Three years later, Terry hired an
attorney from the same firm as Filer to
represent him in the divorce proceed-
ings, without first obtaining Barbara’s
consent. The court found that the stock
of Terry’s business was worth over five
times the value of the couple’s next
largest community asset. Thus, the
court held the divorce proceedings to
be a dispute arising out of the same
matter (the preparation of the
Stockholder Agreement) for which the
couple had previously been jointly rep-
resented by Filer.

The court then referred to Texas
State Bar Rule 1.06(f), which precludes
attorneys of the same firm from repre-
senting a client when any attorney at the
firm is precluded from representing that
client under Rule 1.06. Accordingly, all
of the attorneys from Filers firm were
barred from representing Terry in the
divorce proceedings.

Therefore, a civil tax case related to
a criminal tax case can be a complex
issue from a potential conflict of interest
analysis. As discussed above, there are
ethical issues regarding whether counsel
can continue to represent one of the tax-
payers.

Further complications may arise
if counsel retained one Kovel account-
ant (which is usually the case with
a husband and wife filing joint tax
returns) on behalf of both clients. For
example, if a criminal referral is made
after a Kovel accountant has done
work in a civil tax audit, there may be
issues concerning whether that
accountant’s work product may be
used for the benefit for one or more of
the defendants. This may be particu-
larly problematic if one defendant
wants to rely on the work product and
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the other does not.

No one-size-fits-all answer will
resolve a “conflicts” issue. But it is
something that counsel must keep in
mind at the beginning of a representa-
tion in the event there is a criminal
referral. Engagement letters should be
carefully drafted to state there is no
current conflict, and conflict waivers
for the civil representation should be
included. They should also contain
language stating that the attorney may
continue to represent one of the clients
if such representation is proper under
the State Board and Internal Revenue
Service’s rules. Finally, when a criminal
referral is made following a civil tax
audit, it may be advisable for counsel to
withdraw so that both clients can
retain their own, new criminal counsel.

VI. Conclusion

In additional to the tax and proce-
dural nuances specific to criminal tax
cases, counsel should be aware of ethical
issues when representing a client in a
criminal tax investigation. Failure to do
so could be disastrous for not only the
client, but counsel as well.

(Continued on page 34)
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