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INTRODUCTION
by Carlos Albiñana, Esq.
Allen & Overy L.L.P
Madrid, Spain

International tax practitioners currently face
new challenges when dealing with clients,
competitors, financial regulators, and, in par-
ticular, tax authorities. These challenges occur
both at a domestic level in each country and at
the international level as part of the ‘‘world of
globalization.’’ The tax practitioner faces con-
stantly changing rules of practice in connection
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with: (1) information reporting obligations; (2) anti-
money-laundering campaigns; (3) omissions and er-
rors litigation initiated by clients; (4) conflict of inter-
est rules; (5) intermediaries’ obligations under reports
issued by the OECD; and (6) potential joint liability
resulting from the non-compliance in tax matters by a
client. Some of these challenges are common to other
practice areas of the law, but in some cases they are
specific to the tax practice.

Tax practitioners should base their practice on the
fundamental pillars of independence, freedom, ethical
conduct, and professional secrecy arising from privi-
leged communication. No doubt that all these prin-
ciples should be followed within the legal framework
existing in a given jurisdiction and in the applicable
international code of conduct or rules. However, these
pillars are under attack by various levels of regulatory
boards, and, as a result, standards of best practice are
being imposed on the profession. These standards rec-
ommend refusal of representation for suspicious cli-
ents as defined by the regulators and the requirement
to act as a collaborator to regulatory bodies and tax
authorities.

An area of concern that is increasingly relevant for
the tax advisor is money laundering. Regulatory bod-
ies establishing best practice rules now require tax ad-
visors to know their clients in much the same way as
institutions in the financial services sector were en-
couraged as part of anti-money laundering measures.
This entails following other principles such as trans-
parency, traceability, and awareness in respect of the
client, its transactions, and the transaction documenta-
tion.

Today, national tax authorities communicate regu-
larly with a view of identifying cross-border tax plans
being sold to major clients and implementing the con-
clusions and recommendations of the OECD Study
into the Role of Tax Intermediaries. Tax advisors are
seen as key elements in the relationship between na-
tional tax authorities and taxpayers.

Finally, a challenge to be faced, particularly in the
United States, is the ever-widening scope of malprac-
tice claims against tax advisors as part of the fallout
of the tax shelter wars between the IRS and taxpay-
ers. Today, clients — at least in the United States —
are no longer reluctant to initiate claims against advi-
sors in connection with tax shelter arrangements that
were willingly sought after by the very same clients
in order to reduce taxes on capital gains. Situations
like errors, omissions, wrong advice, poor intake pro-
cedures, inadequate scope of representation, and,
more specifically to tax matters, conflicts give rise to
malpractice claims against tax lawyers.

This article will address all these risk exposure ar-
eas. It does so at times with a ‘‘wide angle lens’’ in
order to alert the tax bar of exposure areas not typi-

cally of concern when a new client expresses interest
in retaining a law firm in connection with a tax plan-
ning assignment.

PROFESSIONAL SECRECY, TIPPING
OBLIGATIONS, AND ADVISOR’S
LIABILITY FOR CLIENTS’ ACTIVITIES

by Ignacio Lacasa, Esq.
Bufete Barrilero y Asociados
Barcelona, Spain

Introduction
A few weeks ago, while talking to a lawyer friend

whose practice is based in Barcelona, for a moment I
had the sneaking sensation that we were witnessing
the end of our existence as professional tax advisors
and that I had somehow failed to notice it. My col-
league was telling me that the tax advisor’s days were
numbered and that he himself was busy ‘‘packing his
bags’’ in order to ‘‘emigrate’’ to new professional
fields with a more promising and profitable future.

His reasons were patently clear: the tax legislator
had caught up to the advisor by passing laws against
every creative alternative designed by tax advisors. In
its zeal to maximize revenues, the Administration had
imposed a series of obligations upon advisors forcing
them to inform the government about their clients and
leaving very little room for professional secrecy.

The essential function of the tax advisor — that of
tax planning under more favorable conditions — had
gone up in smoke. The tax inspector barely even had
to work any more (labor strikes notwithstanding) and
technological advances had brought the Administra-
tion and the taxpayer so much closer that the taxpayer
no longer had use for an advisor — he could fulfill his
fiscal obligations with the mere push of a button.

My colleague has moved to the fields of consulting
with regard to management issues and the design of
financial instruments. He’s become an entrepreneur
and (I hope) a future client. I’ve stayed put, but now
have stronger convictions because I, unlike my ex-
colleague, believe that the tax advisor’s profession, in
as far as the advisor’s role in collaborating with the
justice system, is just now, in the year 2008, about to
reach its climax. It is entirely up to us to help shape
and implement a new tax culture in our global com-
munity by rigorously and fearlessly taking on the
challenges that we are now facing not only with re-
spect to the fight against the scourges of the day —
terrorism and organized crime — but also with regard
to the obligations imposed upon us in order to fight
against these blights.

However, we must take on these challenges with-
out ceasing to defend our fundamental duties to up-
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hold the principles of independence, freedom, ethical
conduct, and professional secrecy. These days, the tax
advisor’s role in collaborating with the justice system
acquires a new dimension to the extent that society is
demanding that we take relevant and vigorous action
to defend our client’s private interests and, at the same
time, to protect the overriding common interest. In the
21st century, the triumph of a new tax culture that will
once and for all do away with the notion that one
Spanish author referred to as ‘‘the tax on the idiots’’
— that is to say, the notion that clever people have the
means to avoid paying taxes — will depend on how
each and every one of us, individually as well as col-
lectively through our national and international orga-
nizations, manages to proceed.

This new tax culture must banish the warlike per-
spective that focuses exclusively on the confrontation
between the tax advisor and public authorities, depict-
ing the two as irreconcilable enemies. It must define a
new collaborative framework in which the tax advisor
becomes an active collaborator in the pursuit of gen-
eral interest by:

• Having a thorough knowledge of regulations;

• Making better choices among different options;

• Explaining advantages and disadvantages objec-
tively;

• Studying each approach in-depth;

• Always guaranteeing the client’s legal security;

• Ensuring regulations are correctly implemented;

• Balancing discrepancies;

• Defending taxpayers at all times;

• Opposing arbitrariness; and

• Effectively collaborating in the fair resolution of
review procedures with regard to measures that
may have an impact on taxation.

It is clear that our profession and our role is not
lacking in relevance. My initial worry over that con-
versation with my friend slowly turned into a calm
satisfaction and even into gratitude: I kept a friend,
won over a potential new client, had one less tax ad-
visor to compete against, and was reflecting upon my
professional career, rediscovering my vocation, and
identified my introduction for this section of the ar-
ticle.

The aims of this section of the article are three-fold:

• Analyze the duty of professional secrecy in the
face of new reporting obligations currently prolif-
erating in different States.

• Analyze the various reporting obligations.

• Analyze legislative proposals that hold the tax ad-
visor jointly liable along with his client in case of
a tax fraud.

Professional Secrecy
Introduction

Professional secrecy, alongside independence and
ethical conduct, is one of the pillars that determine
and define the relationship between a tax advisor and
his clients, guaranteeing their freedom and legal secu-
rity. Upon these pillars rests the professional code of
ethics that we, as professionals, must inevitably
implement in our relationships with our clients and
consequently defend whenever public authorities,
whether justifiably or not, attempt to intervene in or-
der to limit them.

Independence and ethics are hard to regulate, but
professional secrecy is being submitted to regulatory
and jurisprudential interpretations to which we, as a
professional class, must offer a firm response. We are
fully aware of the distinct approaches to professional
secrecy that exist in the Anglo-Saxon Common Law
and the Continental Civil Law legal traditions. Under
Continental Law, which is the law under which Euro-
pean attorneys normally operate, professional secrecy
constitutes an essential part of the justice system.
Regulation

Through legislation or codes of ethics that regulate
the financial sector and various professions, profes-
sional secrecy is currently being regulated through
legislation against money laundering. Money launder-
ing has been a cause of serious international concern
that, on a European level, has resulted in the prolif-
eration of several Directives meant to suppress this
activity.

Directives are regulatory acts that are compulsory
for all Member States of the European Union as far as
the intended purposes, but allow each State to choose
the way and the means to realize those purposes. The
Directive that most directly influences the profes-
sional secrecy of tax advisors (2005/60/CE) came into
force on December 15, 2005, and required Member
States to adopt conforming legislation before Decem-
ber 15, 2007. This Directive specifically contemplates
three grounds under which an attorney must necessar-
ily suspend the obligation of professional secrecy with
respect to his client and report to the Financial Intel-
ligence Unit (FIU):

• The legal counselor is taking part in money laun-
dering or terrorist financing;

• Legal advice is provided for money laundering or
terrorist financing purposes; or

• The lawyer knows that the client is seeking legal
advice for money laundering or terrorist financing
purposes.
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European States have incorporated in their respec-
tive national legislations certain cases in which an at-
torney is obliged to inform the relevant authorities of
certain activities including those of his clients that
could directly or indirectly involve money laundering
activity. On the surface, this seems contrary to Euro-
pean laws that impose upon attorneys:

• The obligation to safeguard secrecy with respect
to all facts or information, of any sort (and this
includes tax advice), to which he has access by
virtue of his professional activity;

• The prohibition against testifying on facts or in-
formation that he has come to know by virtue of
his professional activity; and

• The punishment for disclosing professional se-
crets (the offence of revelation of secrets).

While it is understandable that money laundering
has given rise to international policies aimed at fight-
ing against the phenomenon, this, however, should not
result in a violation of fundamental legal guarantees,
one of which is, undoubtedly, the attorney’s obligation
of professional secrecy.

Criticism of the Regulation
The regulations have been criticized almost unani-

mously by European tax advisors. The criticism has
focused on the following aspects of the implementing
legislation:

• The ambiguity of most national regulation in de-
velopment of the Directive.

• The uncertainty and legal insecurity with respect
to the professional obligations of the tax advisors.

• The incongruity and lack of coordination of Eu-
ropean regulation.

• The differences in the criteria used by the various
Financial Intelligence Units (SEPBLA, in Spain).

• The lack of technological means to identify sus-
picious operations.

• Positioning the tax advisor as a government col-
laborator to the detriment of his professional in-
dependence.

• The attack on the obligation of professional se-
crecy and the forced treatment of the tax advisor
as an informant and the encouragement of illegal
traffic of confidential information. As example of
the latter is the Liechtenstein matter in which the
German tax authorities bribed a trust company of-
ficer to obtain information on German tax cheats.
It is understood that German tax authorities are

now sharing that information with tax authorities
in other countries, as evidenced in a report by the
U.S. Senate Permanent Subcommittee on Investi-
gations that is addressed to tax haven banks and
U.S. tax compliance, dated July 17, 2008.

• The resulting deterioration of the advisor-client
relationship, loss of trust, confidentiality, indepen-
dence.

• Excessive intervention from the authorities,
which limits and restricts fundamental rights.

Conclusion
Every single fact that a lawyer may have access to

in the course of guiding and defending the parties in
a given procedure, or while consulting or advising on
legal matters, must remain an absolute secret. The ob-
ligation of professional secrecy constitutes a funda-
mental guarantee for the client, to the extent that,
without this obligation, the exercise of the legal pro-
fession would be impossible. For tax advisors, simul-
taneously informing on and giving legal assistance to
the same client is a total contradiction, in the face of
which we must respond by appealing to the invulner-
ability of professional secrecy.

Within our field, the prevalence of a lawyer’s obli-
gation of professional secrecy against the reporting
commitments demanded by the tax authorities is now,
more than ever, a lively and open debate of national
as well as international scope. This debate is identical
to that which, in the realm of international politics,
pits security against freedom, portraying them as in-
herently antagonistic rights and establishing measures
that impose a limitation of rights for security’s sake.
As a general rule, the tax advisor’s obligation of pro-
fessional secrecy must prevail, and should not become
a weak point in the fight against the money launder-
ing.

For these reasons, the main challenge that interna-
tional tax advisors face is to urgently equip ourselves
with an international code of ethics where, among
other things, professional secrecy should be defined as
an identifying mark of our profession and a guarantee
of clients’ rights.

Reporting Obligations

Introduction
In the European context, one side-effect of the fight

against money laundering and terrorism has been that
the role of tax advisor has begun to lose its traditional
independent character and is more and more becom-
ing somewhat of a ‘‘forced’’ collaborator of the pub-
lic administration. In a sense, the tax advisor is now
just another government official, albeit paid by the cli-
ent.
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The tax advisor’s privileged position with respect
to his clients, which — thanks to the fragile bonds
created by trust, independence, confidentiality, and the
advisor’s ethical conduct — allows the advisor full
access to all sorts of information about his clients, is
today being continually tested by the reporting obli-
gations imposed by government agencies on the tax
advisor.

On this point, we must affirm that the interpretation
of these reporting obligations must be restricted.
Nonetheless, it must be recognized that the obligation
of maintaining a professional secret does not prevent
the tax advisor from fulfilling other obligations with
respect to identifying the client, determining his legal
situation, or safeguarding his documents.

Reporting Obligation
As I mentioned before, reporting obligations in Eu-

rope are established by Directive 2005/60/CE, which
specifically justifies the ‘‘existence of a waiver of re-
porting obligations with respect to information ob-
tained before, during or after a legal procedure or in
the course of the determining a client’s legal situa-
tion.’’ Quite ambiguously, Europe only demands that
legal advisors suspend the obligation of professional
secrecy in three specific situations that, as I mentioned
earlier, are decidedly complicated for the advisor him-
self.

Extra precautions must be taken before complex or
unusually large transactions and unusual patterns of
transactions that have no apparent economic or visible
lawful purpose.

In Spain, Royal Decree 54/2005 has already estab-
lished these obligations for notaries, attorneys, audi-
tors, tax advisors, and real estate developers, among
others, but attorneys alone are obliged to report in the
following specific situations:

• Participating in the design, implementation, or ad-
vice on client’s transactions involving the selling
or buying of real estate or businesses;

• Managing funds, stocks, or other assets;

• Opening or managing bank accounts, savings ac-
counts, or securities accounts;

• Organizing the necessary outlays to create, oper-
ate, or manage companies;

• Creating, operating, or managing trusts, corpora-
tions, or similar entities;

• Acting for and on behalf of clients, in any finan-
cial or real estate transaction.

In this way, the tax advisor is obliged to exercise
extreme caution and pay special attention to any ac-
tivity that his client may embark upon which, due to

its very nature, is subjectively considered to probably
bare some relation to money laundering.

The Advisor’s Situation in the Face of Reporting
Obligations

In the European context, reporting obligations are,
in a deliberately ambiguous manner, generally left up
to the advisor who, in the course of exercising his role
as advisor, must discern between activities that may
be considered normal legal activities and those that
may be illegal.

European regulation makes use of concepts such as
‘‘due diligence,’’ ‘‘precaution,’’ ‘‘special attention,’’
and ‘‘extremely high sums’’ which, on the one hand,
seem to safeguard the advisor’s independence and
personal discretion, but in actual fact reduce and limit
his range of action, turning him into a mere govern-
ment collaborator and informant. These ambiguous
measures are achieving the exact opposite results of
their intended purpose, and perhaps the most worri-
some of these results is that they are making the tax
advisor’s role as a collaborator with the justice system
irrelevant.

Our profession needs clear, appropriate, and precise
regulation that, by respecting the principle of the hier-
archy of norms, will allow us to adapt these norms to
the new social reality. Regulating the reporting obli-
gations imposed upon advisors with regard to money
laundering is a good example. Obligations that should
rightfully be assumed by the public Administration
are being imposed upon the advisor. He is being asked
to report on some of the activities of his clients, while
no notice is made of the fact that one way in which
the advisor may express his independence is by exer-
cising his right to choose his clients.

In practice, the reporting obligations imposed on
tax advisors by ambiguous local regulations in devel-
opment of ambiguous international regulation are giv-
ing rise to a peculiar phenomenon that has a direct ef-
fect on free competition. Facing the scrupulousness of
certain professionals who are really actively fighting
against money laundering, some less scrupulous pro-
fessionals have made a lose interpretation of these
ambiguous regulations and are accepting clients and
transactions that more principled professionals would
reject.

In Spain, we have experienced the disrepute of our
profession in a particularly intense manner in large-
scale police operations against money laundering that
included police searches of lawyers’ offices. The main
stumbling block to professional practice, despite the
possible goodwill to collaborate and to inform on sus-
picious operations, is that of what to do when you are
not suspicious. Money laundering does not have
symptoms that give it away. This is, in fact, one of its
basic characteristics, and therefore the advisor faces
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enormous technical difficulties in detecting money
laundering.
Financial Intelligence Units

In developing the European regulation, each Mem-
ber State has created its own national financial intelli-
gence unit (‘‘FIU’’) to effectively fight money laun-
dering and to receive, request, analyze and disclose to
the competent authorities any information related to
money laundering or the financing of terrorism. At the
same time, international institutions such as the IMF,
the World Bank, and the FATF are presenting periodic
reports evaluating the degree to which each of the
countries that has committed to the fight against
money laundering and the financing of terrorism is ac-
tually fulfilling its commitment.

The latest of the FIU’s assessment reports (2006)
on collaborating countries reveals some deficiencies
in the procedures for reporting information and high-
lights the urgent need to specify the tax advisor’s ob-
ligations in the process. These reports also make evi-
dent the confrontational situation that is being created
between tax advisors and the administration.

In Spain, the tax advisory bar does not get on very
well with the FIU (known as ‘‘the SEPBLA’’) which
has taken to heart the fulfillment of its primary goal,
which is to strengthen control over those who have
the obligation to collaborate in order to increase
awareness and to assist in their collaboration. For this
purpose, the SEPBLA sends menacing letters to law-
yers’ offices requesting all sorts of information about
their activities and their clients and threatening to ini-
tiate an on-premises inspection.

In order to avoid this sort of situation, the interna-
tional organizations and the European Union’s own
Directive foresee the possibility of creating ‘‘self-
regulating’’ bodies that would serve to assist and co-
ordinate between those who are ‘‘legally account-
able’’ and the FIU, representing each group of profes-
sionals before authorities responsible for the fight
against money laundering. It is easy to see that in the
21st century tax advisors must face their new profes-
sional functions by adapting their roles to the de-
mands of today’s society. They must clearly and pre-
cisely face up to the obligations that are imposed upon
them without ever losing sight of their obligations to
society, their independence, and their responsibilities
with respect to their clients.
Conclusions

Tax advisors in Europe must:

• Adopt a restrictive but scrupulous interpretation
of current reporting obligations established in the
regulation against money laundering.

• Continue to champion the precedence of profes-
sional secrecy, confidentiality, and the advisor’s
independence.

• Demand clear, appropriate, and precise rules with
respect to the reporting obligations set out in anti-
money laundering regulation.

• Demand recognition of a precise delimitation of
the tax advisor’s role with respect to certain infor-
mation obtained from his client.

Advisor’s Liability for Client’s
Activities
Introduction

Among the challenges that today’s society poses
tax advisors in their relationship with clients are leg-
islative initiatives and jurisprudential decisions whose
objective is to degrade the tax advisor by considering
him responsible for the illegal activities committed by
his clients.

It is submitted that these proposals are misdirected.
Instead of merely looking at the acts of the taxpayer,
legislatures and courts should formulate a ‘‘new tax
culture’’ adapted to new societal challenges that in-
clude the fight against money laundering and tax
fraud. This new tax culture should focus on the enact-
ment of very concrete measures that will provide tax-
payers with legal certainty by:

• Favoring binding consultations;

• Avoiding constant legislative changes;

• Establishing markedly ethical tax practices;

• Favoring consensus over conflict;

• Avoiding changes in Administrative standards;
and

• Regulating professional secrecy and reporting ob-
ligations.

In carrying out his professional role, the tax advisor
must act only within statutory limits. When the advi-
sor does not limit his function to offering advice
within the boundaries of tax laws that define what is
legally valid, but instead designs a plot directed at fa-
cilitating a client’s attempt to evade his tax obliga-
tions, he is participating in an illegal activity for
which he may be criminally liable. The essential ele-
ment in determining whether the tax advisor’s deal-
ings may be considered a criminal offence is an analy-
sis of his contribution to the tax evasion plan by the
client. In other words, the analysis must examine the
nature of the role that the advisor plays in the plan.
We may identify the following conduct that could
give rise to criminal liability for the tax advisor: nec-
essary assistance; inducement; complicity; and omis-
sion.
Necessary Assistance

The tax advisor is in jeopardy when the advice he
gives is a determining factor in his client’s ability to
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commit the criminal act, in the sense that, without the
advisor’s help, the act would not have taken place.
The European jurisprudence punishes the advisor
when the assistance he gives the client is given
mainly, necessarily, and essentially to enable the cli-
ent to commit a criminal act. It is essential in these
cases to determine clearly the causal relationship be-
tween the advisor’s collaboration and the act of the
client.
Inducement

In Continental European law, an instigator is one
who intentionally makes another person consider
committing an infraction. This subtle form of partici-
pation is barely acknowledged in European jurispru-
dence due to the difficulty of proving this special be-
havior on the part of the tax advisor. Inducement nec-
essarily requires considerable pressure on the part of
the instigator, enough to influence the client’s will. A
mere recommendation or simple advice will not suf-
fice to prove inducement.

Moreover, the client typically brings to the confer-
ence with his advisor a clear intent to commit an ille-
gal act by asking how the result can be achieved. For
that reason, it is seldom the advisor who is guilty of
inducement because it is the client who approaches
the advisor with the determination to commit a tax
fraud.
Complicity

This sort of participation is only possible when the
tax advisor willingly takes collaborative action to en-
sure the success of his client’s criminal activity. The
charge is typically found in cases where the usual
means of obtaining evidence do not succeed in prov-
ing the advisor’s assistance. Complicity is thus pre-
sented as a residual form of participation that arises
when one of the crucial elements of necessary assis-
tance is missing.
Omission

The possibility of holding the advisor accountable
for not having prevented his client’s illegal behavior
of which he may have had prior knowledge in the
course of his professional activity is almost never ac-
cepted in European jurisprudence. The reason for its
inadmissibility stems from the fact that there is virtu-
ally no rule that requires a tax advisor to report pro-
posed acts to the tax authority. The advisor is not a
guarantor of his client’s legal obligations.

Moreover, the tax advisor is generally protected
from accusations of omission by the obligation of pro-
fessional secrecy that is owed to a client. Indeed, the
advisor is penalized when he reveals secrets of his cli-
ent. Of course, if the law imposes upon the advisor
the obligation to perform a specific acct, and the ad-
visor fails to comply with this obligation, he may be
held liable on grounds of omission.

Conclusion
As we have seen, the internal legislation in Euro-

pean countries imposes certain reporting obligations
on tax advisors in those cases in which the advisor’s
obligation of professional secrecy must be suspended
in order to inform on his client’s alleged money-
laundering related activities. This sort of participation,
which until now had been seldom used by European
courts to hold tax advisors accountable, is being in-
voked by some international organizations such as the
FATF when it recommends that States specifically in-
clude this sort of crime in national legislation in order
to criminalize certain acts of tax advisors.

Our position as a profession must be to demand as
many guarantees as possible from legislators when
considering the enactment of this form of criminal
legislation. It should not be the courts that define this
form of participation, but instead it should be each
country’s legislators who determine whether to in-
clude this as potential criminal act on the part of pro-
fessional advisors and the circumstances in which it is
to apply.

Tax advisors should acknowledge that we are
bound to advise our clients within the limits of the
law. In some circumstances as defined by our legisla-
tures, we may have to refuse certain clients, accept the
suspension of professional secrecy, act as government
collaborators, and fight against the great blights of to-
day’s society — all of this within an international
framework, in which the professional codes of ethics
and best practices are the same for everyone, in which
the rules that regulate our profession are standardized
throughout all the legal systems, and in which the lim-
its of our professional dealings are the exception and
not the rule.

There must be space for tax authorities, for the leg-
islator, for the courts, for the taxpayer, and, of course,
for the tax advisor. We must claim this space for the
tax advisor ourselves if we are to avoid intrusion by
the legislator who intends to regulate aspects of our
work, such as ethical conduct and the advisor’s own
discretion and to avoid intrusion by the government
officials who intend to encumber tax advisors with re-
sponsibilities that do not rightfully belong to them.

Faced with the new challenges of the 21st century
society, the tax advisor must follow the advice of the
Spanish writer Saint Teresa of Avila to make a virtue
of necessity and to do so in order to gain advantage
from disadvantage. Tax advisors must use today’s
challenges to improve relationships with clients and to
promote the ethical and humanistic aspects inherent in
the profession.

THE OECD STUDY INTO THE ROLE
OF TAX INTERMEDIARIES

by Heather Gething, Esq.
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Herbert Smith L.L.P.
London, England

Introduction
This section of the article discusses the conclusions

and recommendations of the OECD Study into the
Role of Tax Intermediaries. The information con-
tained within this section is from the OECD unless
otherwise stated.

The Organization for Economic Co-operation and
Development (OECD) created the Forum on Tax Ad-
ministration in July 2002 with the aim of identifying
and promoting good tax administration practices be-
tween revenue bodies of OECD countries.

The Third Forum on Tax Administration was held
in Seoul on September 14-15, 2006. This forum en-
abled the Heads and Deputy Heads of revenue bodies
from 35 countries to discuss their ideas relating to ef-
fective tax administration and confronting noncompli-
ance with tax laws. The end product of this forum was
the Seoul Declaration.

The Seoul Declaration noted four areas in which
work would be commenced or intensified, namely, de-
veloping the directory of aggressive tax planning
schemes, expanding its corporate governance guide-
lines, improving the training of tax officials on inter-
national tax issues, and examining the role of tax in-
termediaries in relation to noncompliance and the pro-
motion of unacceptable tax minimization
arrangements.

In response to the Seoul Declaration, the Forum on
Tax Administration commissioned a study into the
role of tax intermediaries (the ‘‘Study’’). The Terms of
Reference for the Study were released on January
2007 with the mandate being to improve understand-
ing of the role tax professionals play in tax adminis-
tration generally and in unacceptable tax minimiza-
tion arrangements in particular, and to identify strate-
gies for strengthening their relationship with revenue
bodies.

The Study team comprised HM Revenue and Cus-
toms (HMRC) in the United Kingdom and the OECD
Secretariat. A core group of countries acted as a steer-
ing group for the work. The group consists of Austra-
lia, Canada, Chile, France, India, Ireland, Japan,
Mexico, the Netherlands, South Africa, Spain, and the
United States. There was extensive consultation with
the private sector and drafts of the report were placed
on the OECD web site for general public comment.

The Study was finalized for and discussed at the
Fourth Forum on Tax Administration in Cape Town
on January 10-11, 2008.

Context
Justification for the Study comes from recent expe-

riences in OECD countries where the traditional busi-

ness model of many accountants and law firms has
changed as a result of increasing complexity in busi-
ness, rapidly changing tax and legal systems, develop-
ment of information technology tools, and the highly
competitive tax intermediary market. This shift has
led to an increased supply of and demand for ‘‘mass
marketed’’ or ‘‘off-the-shelf’’ aggressive tax schemes.

The Study thus aims to research the development
and promotion of aggressive tax schemes and the
ways in which revenue bodies can combat them.

Scope
The scope of the Study changed significantly from

the time of the issuance of the Seoul Declaration in
September 2006 to its publication in January 2008.

The Seoul Declaration noted ‘‘continued concerns
about corporate governance and the role of tax advi-
sors and financial and other institutions in relation to
non-compliance and the promotion of unacceptable
tax minimization arrangements.’’ 1 By the time the
Terms of Reference were published in January 2007,
the tone changed to ‘‘the role of tax intermediaries in
promoting compliance and reducing non-compliance
by their clients, and the risks they sometimes pose in
developing tax minimization arrangements.’’ 2 From a
concern phrased in the negative, the focus of the
Study shifted to a consideration of the positive and
negative roles of tax intermediaries in the tax environ-
ment.

The final Study goes even further than this, focus-
ing not just on tax intermediaries, but also taxpayers
and the tripartite relationship between taxpayer, tax
advisor, and revenue body. Rather than concentrating
on the supply of aggressive schemes, the Study also
considers strategies aimed at reducing demand. It
notes that successfully reducing taxpayer demand for
aggressive tax products should result in a reduction in
supply under market principles.

The Study identifies two areas of concern, which
are planning involving a tax position that is tenable
but has unintended tax consequences and taking a po-
sition that is favorable to the taxpayer without disclos-
ing that there is uncertainty whether matters in the re-
turn accord with the law.

In examining these areas of concern, the Study fo-
cuses solely on large corporate taxpayers as a result
of time and resource limitations, but notes that high-
net-worth individuals may also be a group of taxpay-
ers at considerable risk. The Study also draws a dis-
tinction between: (1) tax intermediaries who are tax
advisors, law, accounting, and other professional

1 OECD (2006) Seoul Declaration, p. 3.
2 OECD (2007) Terms of Reference.
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firms; and (2) those which are banks and financial in-
stitutions. The discussions in relation to banking are
not considered here.

Conclusions and Recommendations
Chapters 4 to 8 of the Study lay out the main con-

clusions and recommendations. What follows is a dis-
cussion of the main issues with a focus on the impact
they will have on tax intermediaries.

The Contribution of Tax Intermediaries
In contrast to the initial concerns raised in the Seoul

Declaration, the Study emphasizes the important posi-
tive contribution of tax intermediaries:

[T]he importance of the role tax advisors play
in a tax system can be tested by answering a
simple question: would compliance with tax
laws improve if tax advisors did not exist?
The Study Team found no country where the
answer to that country is yes. Across the
whole range of taxpayers, taxes and circum-
stances, the vast majority of tax advisors help
their clients to avoid errors and deter them
from engaging in unlawful or overly-
aggressive activities.3

It also recognizes that tax intermediaries operate in
a complex environment and their advice is influenced
by a number of factors, including professional and
ethical responsibilities to the client and to the law, fi-
nancial and reputation risk, regulation (be it by a pro-
fessional body and/or the revenue body), value-based
fees, confidentiality privileges, and international ac-
counting and auditing standards.

The recognition of the positive contribution of tax
intermediaries and the complexities of the environ-
ment in which they operate is beneficial to tax inter-
mediaries. Rather than having the tax intermediaries
viewed as obstacles to tax administration, the Study
emphasizes their role as facilitators. Indeed, the Study
notes that the appetite for risk is set by the taxpayer
and not the tax intermediary, noting:

[T]axpayers are the ones who decide whether
to adopt particular planning opportunities and
there is significant scope to influence the de-
mand by taxpayers for aggressive tax plan-
ning.

The Study thus focuses much more on the revenue
body’s relationship to the taxpayer than to the tax in-
termediary. This approach also sets the tone for the

recommendations of the Study, which are conciliatory
rather than confrontational.

The Study does note though that some tax interme-
diaries are involved in the development and promo-
tion of aggressive tax schemes and recommends that
the revenue bodies focus on this segment of interme-
diaries. This approach makes sense, but it should be
borne in mind that the identification of aggressive tax
planning is not straightforward both from revenue
body and from tax intermediary standpoints and thus
an understanding of the complexity of the tax envi-
ronment should always be a consideration in decision-
making.

Different Approach for Different Countries
The Study describes the approaches that could be

taken by revenue bodies in combating aggressive tax
planning but recommends that countries formulate
their own methods of dealing with risk. This prag-
matic approach is sensible given the number of coun-
tries studied and the differences in legal system, con-
stitutions, tax rates and tax administrations among
these countries. Were it otherwise, revenue bodies
could find themselves implementing additional ad-
ministrative burdens that would benefit neither tax-
payers, nor tax intermediaries, nor the revenue author-
ity involved.4

This approach makes it difficult though to deter-
mine the effect on tax intermediaries in different coun-
tries. While the central tenets of risk management, im-
proved information, and an enhanced relationship will
be taken into account by differing revenue bodies, the
mechanisms by which these are achieved may differ
considerably.

Risk Management
The Study notes that, given the increased complex-

ity of the tax environment, revenue bodies must allo-
cate resources effectively and risk assessment of tax-
payers and groups of taxpayers is thus a necessity.

The approach for risk management in this context
is deciding what the main compliance risks are, un-
derstanding the factors that influence behavior, identi-
fying the strategies needed to treat risks, implement-
ing strategies and monitoring their implementation.

The benefits of such an approach are described as
including effective resource allocation, identification
of areas of legal risk or unacceptably high compliance
risk, informed analysis of the preferred response, and
a defensible approach to managing taxpayer compli-
ance that can withstand external scrutiny.

The Study states that risk management is best
achieved through an understanding of the taxpayer

3 Study, para. 3.9. 4 Sanger, Tax Adviser, Feb. 2008, 24-25.
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and the tax issue. Understanding the taxpayer in-
volves consideration of the taxpayer’s commercial
structure, size and activities, quality of processes and
accounting system, and behavior, as well as the extent
of agreement over interpretation of the law. Under-
standing the tax issue meanwhile involves a broader
assessment of the issues in each taxpayer’s return to
determine whether it is likely to have been dealt with
incorrectly, negligently, or justifiably.

As well as allowing the revenue body to focus on
the issues and taxpayers that most pose a risk, risk
management also allows revenue bodies to improve
their transparency in determining which taxpayers or
issues to audit. The Study recognizes the importance
of a rational basis for selection in improving the lev-
els of trust within the tripartite relationship, but notes
that transparency should be on a broad policy level as
opposed to specifics. It recommends that the mecha-
nisms for selecting taxpayers or issues for audit (e.g.,
algorithms in risk engines) should not be publicized
and to do otherwise would be to encourage those tax-
payers looking to exploit the system. Any material im-
provement, however, in the amount of information
available, regardless of the level at which this is re-
quired, will be beneficial to both compliant and non-
compliant taxpayers and intermediaries.

Information
To manage risk effectively revenue bodies must

have access to current, relevant and reliable informa-
tion and the capabilities to gather and process that in-
formation.

While supplementary information may be provided
under voluntarily or under statutory powers, the pri-
mary source of information for most revenue bodies
is the tax return. This reliance means that there are in-
formational gaps caused by the time lag between the
transaction and the return being filed, the time taken
to assess and analyze a return, and delays in the leg-
islative response. There is also the wider problem of
insufficient transparency in returns, with taxpayers
only providing the information that they are legally
obliged to report. The Study therefore lays out a num-
ber of techniques that revenue bodies have developed
to improve the quantity and quality of the information
they have at their disposal.

The majority of countries studied have a form of
advance rulings for which taxpayers can apply. These
rulings are beneficial to the taxpayer in that they en-
able early certainty as to the tax position of a transac-
tion. They provide information for the revenue body
at an early stage and thus allow anticipatory legisla-
tive and policy responses.

Several countries (e.g., Canada, South Africa, the
United Kingdom, and the United States) go further
with statutory rules that require the disclosure of cer-

tain schemes or arrangements to the revenue in ad-
vance of the return process.

The use of external information such as press re-
leases, web site material, public accounts etc. is also
noted as important in verifying returns and statements
lodged by taxpayers. In particular, the Study high-
lights publicly available accounts as an important
source of information.

In addition to improved domestic information, the
Study states that the international aspects of aggres-
sive tax planning require revenue bodies to engage in
active international exchanges of information. A con-
sideration of the practical aspects of this was laid out
in the 2006 OECD Manual on Information Exchange,
which takes a modular form with revenue bodies able
to apply modules as they see fit.5 The modules refer
to requested information, information automatically
disseminated, spontaneous exchange of information,
as well as the involvement of foreign revenue bodies
in domestic tax examinations. The spectrum of ap-
proaches laid out begs the question of the extent to
which national taxpayers can be subjected to exami-
nation from foreign revenue bodies. The Study again
does not provide a guideline for the appropriate level
of international co-operation but, rather, offers encour-
agement to revenue bodies actively participating in
such co-operation.
The Enhanced Relationship

The Study concludes that while revenue bodies
want high levels of voluntary transparency, taxpayers
want certainty and a ‘‘problem-solving attitude.’’ The
Study explains that to achieve this, an ‘‘enhanced re-
lationship’’ is required — one which ‘‘favors collabo-
ration over confrontation and is anchored more on
mutual trust than on enforceable obligations.’’ 6

In an enhanced relationship, the taxpayer would
disclose in real time rather than when the tax return is
due any information that the revenue body would
need to make a fully informed risk assessment. Such
co-operation would be given as a result of the mutual
trust and personal relationships between stakeholders
in the tax environment. This is distinct from the basic
relationship where the taxpayer and revenue body in-
teract solely by reference to what each is legally re-
quired to do. The Study suggests that the revenue bod-
ies should encourage such a relationship by demon-
strating commercial awareness, impartiality,
proportionality, openness through disclosure and
transparency, and responsiveness.

The Study recognizes that taxpayers generally un-
dertake transactions for commercial reasons with tax

5 The OECD Manual on Information Exchange can be found at:
http://www.OECD.org/document/5/0,3343,en_2649_33767
_36647621_1_1_1_1,00.html.

6 Study, para. 8.1.
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being but one factor in their decision-making. Com-
mercial understanding is thus required and the Study
states that this can be achieved through training given
in conjunction with taxpayers and tax intermediaries.
Impartiality requires that taxpayers be treated consis-
tently. Proportionality means that revenue bodies
should consider past dealings with a taxpayer and not
make speculative audits where there is no reason not
to trust the taxpayer. The Study also recommends that
questions asked should be focused on the conclusion
of the audit and that discussion of the implications of
decisions should be made before they are taken.
Openness and transparency are stated as central to the
enhanced relationship. The Study highlights the im-
portance of advance rulings, and while it recommends
greater transparency on the general approach to risk
management, as noted above, it stops short of recom-
mending the publication of the mechanics of risk as-
sessments. The Study also suggests the use of alterna-
tive dispute resolution mechanisms in solving dis-
putes, but adds a disclaimer that the use of these is
entirely dependent on countries’ legal and administra-
tive frameworks. Finally, responsiveness to queries is
seen as desirable with taxpayers requiring prompt, ef-
ficient and certain responses from requests made of
revenue bodies.

The enhanced relationship will require tax advisors
to maintain a level of policy awareness. This will en-
able tax advisors to predict the issues revenue bodies
will focus on and thus be in a position to better help
their clients maintain an enhanced relationship. This is
in contrast to the basic relationship where the tax in-
termediary solely provides advice to clients as to the
legal boundaries of the relationship and represents cli-
ents in communications. This recommendation of the
Study may prove problematic for tax intermediaries
who seek to comply, given the often confusing nature
of policy decisions. As but one example from the
United Kingdom, small businesses were urged by a
prominent minister in 2002 to run their business in
corporate form in order to enjoy the £10,000 nil rate
corporation tax band, only to discover in 2004 that
they were regarded as having participated in an abu-
sive tax plan because there was no tax purpose for the
incorporation.7 In order for tax advisors to use policy
to help their clients maintain an enhanced relation-
ship, the policy itself must be clear and unequivocal.

The Study further acknowledges that the enhanced
relationship approach may involve significant re-
source and other costs to tax advisors (as well as to
the taxpayer and to the revenue body). A compromise
suggested by the Study is the option of this dialogue
taking place with professional bodies rather than with
the intermediary itself.

The enhanced relationship approach is familiar to
practitioners in the United Kingdom as it is similar to
that outlined by HMRC in the Varney Review of
Links with Large Business published in November
2006.8 This review came at a low point in the rela-
tionship between HMRC and large corporate taxpay-
ers in the United Kingdom. It envisaged a spirit of
trust as seen in the OECD Study and accompanied
this with proposals for a new system of advance rul-
ings and clearances, speedier resolution of issues, im-
proved communication, and earlier certainty. This ap-
proach to the taxpayer-revenue relationship was
warmly welcomed in the United Kingdom.9

There are benefits of the enhanced relationship for
all parties in the tripartite relationship. The revenue
body gets to concentrate its resources on uncoopera-
tive taxpayers whereas taxpayers and their advisors
get early certainty and more information on revenue
decision-making where a basic relationship is main-
tained.

That is not to say that there are no problems with
the proposal. As already noted, it may be difficult for
policy awareness to be increased and there may be
substantial costs involved. A further significant issue
is the personnel requirements of the enhanced rela-
tionship. In order for trust to develop, taxpayers and
advisors must be able to communicate with well-
trained and informed individuals who are able to pro-
vide an on-going relationship. In the United Kingdom
this is a serious problem given historic and planned
staff-cuts and the increasing complexity of the tax en-
vironment. On a similar note, there is also the prob-
lem associated with a personal relationship between
the taxpayer and the revenue body. This is highlighted
by Wales (2006) who cites the Dutch experience,
where, in relation to the rulings process, well-
informed businesses developed relationships with
more lenient inspectors, so-called ‘‘inspector-
shopping.’’ 10 As well as trust, there is thus a need for
objectivity, two characteristics difficult to reconcile.
Measures

For those taxpayers unwilling to offer enhanced
disclosure and transparency, the Study recommends
that revenue bodies should carry out risk analyses on
the information available and make apparent to those
taxpayers unwilling to co-operate that consequences
will result. As noted in the Cape Town communiqué:

[L]arge corporate taxpayers, and their advis-
ers, who are unwilling to embrace transpar-

7 Drysdale, (2007) Tolley’s Practical Tax Newsletter, 28 PTN 9,
66.

8 The Varney Review of Links with Large Business can be
found at: www.hmrc.gov.uk/large-business/review-report.pdf.

9 Drysdale, (2007) Tolley’s Practical Tax Newsletter, 28 PTN 9,
66; Wales, (2006) Tax Journal, 864, 11.

10 Wales, (2006) Tax Journal, 864, 11.
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ency must learn they cannot expect to prosper
at the expense of others.11

This is the main focus of the negative comments re-
garding tax intermediaries and is in contrast to the ap-
proach taken in the United Kingdom where the focus
has been on the benefits of being tax-compliant rather
than the negatives of being noncompliant.12

The Study discusses measures that could be taken
by revenue bodies to deter such uncooperative taxpay-
ers. According to the Study, it is important for revenue
bodies to be able to identify tax intermediaries and de-
scribes a number of ways in which this can be
achieved. In some countries (e.g., Japan), tax interme-
diaries are registered, with the intermediary-specific
registration number required on all submissions. Al-
ternatively, tax intermediaries can be allowed to self-
regulate (e.g., the United Kingdom) often under the
auspices of a professional body.

As stated above, in a number of countries more
proactive measures are in place whereby the tax inter-
mediary is obliged to disclose any scheme to the rev-
enue body in advance of the tax return. Such mea-
sures significantly reduce the time taken by the rev-
enue body to detect and respond to a scheme.

Future compliance arrangements are another poten-
tial measure. These place additional restrictions and
standards on a tax intermediary and are usually im-
posed where the intermediary has engaged in behav-
ior potentially subject to criminal or civil sanctions.

Penalty regimes are a form of deterrent and can be
split between those penalties that underpin statutory
obligations such as disclosure requirements and those
that penalize involvement in aggressive tax planning.
Countries, such as Australia, New Zealand, and
Canada, have introduced regimes relating to the latter.
The Australian regime was only introduced in 2006
but the Study notes that many professional and rev-
enue officials in Australia believe that the penalties
have significantly decreased the supply of mass-
marketed schemes.

Courts may impose injunctions to stop the promo-
tion of schemes. The Study cites the example of the
United States, where courts have broad authority to
enjoin promoters with injunction actions filed by the
Tax Division of the U.S. Department of Justice (in
2007 the IRS secured 51 injunctions against promot-
ers and nine injunctions against return preparers).

Professional conduct rules can also be used to dis-
courage tax intermediaries through censure, suspen-
sion, or disbarment. However, there may be a conflict
between the duty of the intermediary to maintain cli-
ent confidentiality and to act in their best interests.

Several countries have general anti-avoidance
rules, which, although applicable to taxpayers, may
restrict the use of aggressive tax planning. The effec-
tiveness of general anti-avoidance rules has increas-
ingly been seen in the United Kingdom, with the
courts comfortable looking through schemes to the
underlying commercial transaction.

HMRC influence
Given the considerable HMRC influence on the re-

searching and writing of the Study, it is not unsurpris-
ing that the Varney Review has been mirrored in the
conclusions reached. With this notable HMRC influ-
ence, it seems inevitable that revenue bodies looking
to implement the Study’s recommendations will look
to the example set by HMRC.

As stated above, the Study cites the use of advance
disclosure regimes. The U.K. regime was introduced
in 2004 and was extended in 2006 beyond perceived
‘‘high risk’’ areas, such as financial products and em-
ployee remuneration, to cover any tax arrangement re-
lating to any aspect of income tax, corporation tax,
and capital gains tax.13 Disclosure is now required if
certain hallmarks of a tax scheme are present. These
are that: (1) there is an arrangement that enables (or
might be expected to enable) a tax advantage; (2) the
main benefit of the arrangement is (or might be ex-
pected to be) the tax advantage; (3) there is a pro-
moter or the plan is devised for use ‘‘in-house’’; and
(4) one of a series of tests is met.

The regime has not gone without criticism. Oppo-
nents have pointed to the lack of Parliamentary scru-
tiny, the burden on tax advisors, and ineffective guid-
ance as to when disclosure is required.14 There is also
a constitutional concern in that powers introduced in
the Finance Act 2007 allow HMRC to apply to the
Special Commissioners for disclosure of schemes
where they have reasonable grounds for suspicion of
a tax avoidance arrangement.15 This means that in ef-
fect the new regime requires the disclosure of
schemes that not only fall within the statutory defini-
tion of a notifiable arrangement, but also those that
HMRC ‘‘reasonably suspects’’ may do so, even if it is
eventually found not to do so.

Next Steps
The Study recommends that, as a next step, a small

task group be established to review the issues laid out
in the Study and further work be undertaken to see
whether the enhanced relationship is needed for ad-

11 OECD (2008) Cape Town Communiqué, p. 4.
12 Sanger, (2008) Tax Adviser, Feb. 2008, 24-25.

13 There is also a regime for Stamp Duty Land Tax and draft
legislation to extend the income tax disclosure regime to National
Insurance Contributions.

14 McKie, (2006) Taxation, 158, 4080, 53.
15 FA 2004, §306A.
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dressing the risks posed by aggressive tax planning.
The Study also recommends that further work be un-
dertaken on the role played by banks and the behav-
ior of high-net-worth individuals to see if the recom-
mendations made in relation to corporate taxpayers
could also apply.

For individual revenue bodies it is up to them to
consider the recommendations and examples of the
Study and consider how they may be implemented.

Conclusions for Tax Intermediaries
The Study is generally positive towards tax inter-

mediaries in that their importance in the tax system is
recognized and it is noted that the decisions to take
tax risks come from the taxpayer.

The recommendations for revenue bodies are also
mostly beneficial to tax intermediaries. The increased
transparency in risk-management decisions will in-
form those taxpayers and intermediaries who wish to
maintain a basic relationship just as much as those
who wish to be involved in an enhanced relationship.
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Similarly, the recommendation that revenue bodies
improve their commercial understanding, impartiality,
proportionality, openness, and responsiveness can be
nothing but a good thing for all tax intermediaries.

The tone of the Study is significantly different from
how it could have been under the initial phrasing of
the Seoul Declaration and Terms of Reference. The
Study is more of a reference manual than a road map
for change, and, as such, it could have been a lot more
detrimental to tax intermediaries.

This is not to say that the Study is entirely positive.
The examples given in relation to obtaining informa-
tion and deterring tax aggressive schemes may repre-
sent an additional administrative burden on taxpayers
and intermediaries if they are implemented. The Study
states that each revenue body should consider the en-
vironment in which it operates and thus it would be
hoped that there are no unnecessary administrative
burdens placed in already well-regulated environ-
ments. It seems likely, however, that revenue bodies
will follow the lead of HMRC. For example, where
not already in existence, advance disclosure regimes
may be adopted with tax systems becoming, as a re-
sult, more regulated.

THE SWISS CODE OF CONDUCT FOR
TAX AUTHORITIES, TAXPAYERS AND
TAX ADVISORS

by Jean-Blaise Eckert, Esq.

Lenz & Staehelin

Geneva, Switzerland

Introduction
Following the ‘‘Seoul Declaration’’ 16 that was

adopted at the third meeting of the OECD and the Fo-
rum on Tax Administration in September 2006, the
tax administration heads from more than 30 countries
launched a broad study project on tax intermediaries
under the auspices of the OECD (the ‘‘Study’’), in-
tended to increase the understanding of the role tax in-
termediaries play in tax administration and to identify
strategies for strengthening the relationship between
tax intermediaries and revenue bodies. The Study
team has published several working papers to explore
relevant issues.

The Swiss ‘‘Code of Conduct for Tax Authorities,
Taxpayers and Tax Advisors’’ (see Appendix) was de-
veloped during two forum meetings held at the Insti-
tute of Public Finance and Fiscal Law of the Univer-

sity of St. Gallen (Switzerland)17 in December 2002
and June 2003. High executives of the Federal Tax
Administration (FTA), representatives of tax advisors,
and representatives of taxpayers participated in this
effort.

It should be noted that the OECD Working Paper 6
on the Enhanced Relationship quotes the Swiss Code
of Conduct with respect to the principles of an impar-
tial approach to tax administration.18

Favorable Tax Climate
In Switzerland, there is a longstanding tradition of

a ‘‘favorable tax climate’’ between tax authorities, tax
advisors, and taxpayers. A favorable tax climate
means that the tax administration can be easily ap-
proached in order to examine and discuss the tax con-
sequences of a planned sthture or transaction, and to
fix them in an advance tax ruling that is binding on
the tax administration, provided the taxpayer acts in
accordance with the factual background disclosed to
the tax administration. This being said, this ‘‘collabo-
ration’’ between tax authorities and taxpayers should
not be seen as a negotiation field that has the objec-
tive of obtaining a kind of favorable, ‘‘tailor made’’
tax treatment.

This collaboration between tax authorities and tax-
payers is particularly valuable in the Swiss legal con-
text where the law generally provides only for general
rules that need to be made concretized and imple-
mented with respect to a given structure or transac-
tion. In general, the FTA does not issue detailed and
exhaustive administrative regulations — as, for ex-
ample, those issued by the U.S. Department of the
Treasury. For a tax advisor, it is thus very useful to
have the opportunity to check whether the tax admin-
istration has the same interpretation of a given rule in
a particular situation. This preliminary contact be-
tween the tax advisor and the tax administration, and
the fact that the tax consequences of a given transac-
tion or structure are discussed and fixed before the
transaction or structure is implemented, minimize the
risk of ending up in litigation. In addition, the tax-
payer is aware of the tax consequences of his planned
actions.

According to the promoters of the Swiss Code of
Conduct, in the past few years the favorable climate
has been troubled by various factors (among them the
internalization of the fiscal culture, the growing com-
petition between tax advisors, the public deficit, etc.),
hence the need to promote and to agree on a code of
conduct for the tax practice.

16 http://www.OECD.org/dataOECD/0/14/37463807.pdf.

17 http://www.iff.unisg.ch.
18 OECD Tax Intermediaries Study, Working Paper 6 — The

Enhanced Relationship, p. 18.
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Swiss Code of Conduct
The Code of Conduct lists some basic principles

and rules of conduct for the tax profession. It aims to
enhance the relationship between the tax administra-
tion, taxpayers, and tax advisors through an approach
where mutual respect and trust are promoted; in addi-
tion, it aims to reach a better interpretation and appli-
cation of the tax law consistent with their respective
interests.

Practice Recommendations
Practically, the Code of Conduct is a list of recom-

mendations in the form of principles, divided into
three sets of rules:

1. General guidelines provide for the general ap-
proach that should be taken by the different par-
ties involved in a discussion or a negotiation on a
particular tax issue — as, for example, the recom-
mendation to focus on interests rather than on tak-
ing positions, or to aim at an open and unbiased
dialogue;

2. Rules as to psychology and good behavior pro-
vide for a long list of recommendations focusing
on the relationship between the tax advisor and
the tax administration. For example, under the
subtitle ‘‘treat your counterparts respectfully as
being fair and trustworthy,’’ one of the most fun-
damental recommendations is to maintain a cli-
mate of trust between the tax administration and
the tax advisors, thus avoiding arrogant or antago-
nistic behavior on either side. Even though the
reasons for following such behavior should be
quite evident, it is always worth restating it in any
‘‘do’s’’ and ‘‘don’ts’’ list, particularly considering
the above-mentioned ‘‘favorable tax climate’’ that
the Code of Conduct aims to enhance.

3. The third part of the Code of Conduct (the rules
regarding form, requests, facts, and motivation)
focuses on the more practical question of how to
approach a given issue and conduct the discussion
with the tax administration.

Balanced Approach
One of the strong points of the Swiss Code of con-

duct is its balance. The Swiss Code contains general
rules addressed to both parties, some addressed to tax
advisors only (as for example the recommendation not

to forum shop among different tax inspectors within
the same tax administration), and others addressed
more specifically to the tax administration (for ex-
ample, the recommendation to provide for a system-
atic publication of administrative practices or timely
announcements and publication of changes affecting
administrative practices). The Code provides for some
recommendations aimed to protect the tax advisor and
others to protect the client. An example of the former
is the recommendation that the tax advisor be able to
say no to his client in any case in which the advisor
might be instrumental to the adoption of dubious/
questionable practices of the client. Another example
is the recommendation that an advisor be able to pro-
tect the client from himself, by not heeding unreason-
able requests and avoiding frivolous practices that
will end up harming the client, the tax advisor, or
both.

Response from Tax Bar
The Swiss Code of Conduct received positive feed-

back from tax practitioners working in both the pub-
lic and the private sectors. With respect to the latter,
in September 2003, the Swiss Tax Conference 19 — a
body consisting of both the FTA and the cantonal tax
administrations — approved the Code of Conduct. In
addition, the Director of the FTA recommended to the
FTA’s staff that they implement the principles listed in
the Code of Conduct in their daily practice. Moreover,
the Swiss Government welcomed the Code of Con-
duct, affirming it has been favorable to its develop-
ment since the beginning, as a valuable means to set
some rules aimed at enhancing equity, mutual respect,
and trust in the application of tax law.

Conclusion
Even though the Code of Conduct does not provide

binding and enforceable rules, based on the aforemen-
tioned overall positive feedback — particularly from
the tax authorities — one can consider that the Code
of Conduct is now a codification in the form of a
‘‘gentlemen’s agreement’’ of a long-established tradi-
tion of mutual respect and trust between tax practitio-
ners and the various tax administrations.

19 http://www.steuerkonferenz.ch.

Tax Management International Journal

� 2008 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc. 15
ISSN 0090-4600



THE MALPRACTICE ENVIRONMENT
FOR TAX LAWYERS IN THE UNITED
STATES

by Christopher S. Rizek, Esq.
Caplin & Drysdale, Chartered
Washington, D.C.

Overview of the Malpractice
Environment

In many instances of malpractice claims against tax
lawyers or accountants, there is nothing that is
uniquely tax-related in the claim. Rather, as a general
proposition, malpractice cases in the tax planning area
arise from the same causes as any other kinds of mal-
practice cases. These common causes are discussed,
below. There are other causes that are relatively
unique in tax practice, and these are discussed sepa-
rately below.

Tax Shelters Have Changed the Landscape
In recent years the tax malpractice environment in

the United States (like, arguably, the tax enforcement
environment generally) has been somewhat distorted
by a wave of tax shelter-related claims and litigation.
Accordingly, following the discussion of causes, the
typical claims in such cases are presented. Specifi-
cally, there is at the end of this U.S. section a discus-
sion of participation in client frauds and then a discus-
sion of the shelter war fallout.

Prevention Is the Best Cure
Many of the precautions recommended below may

seem counter-intuitive. We all want to serve our cli-
ents, and to get new clients, and acting as if they are
potential adversaries may not seem conducive to a
close attorney-client or accountant-client relationship.
A tax lawyer must sell to his clients, explaining that
he is going to use the same care and attention to de-
tail in his work with them as he will with potential
counterparties or adversaries.

Many of the shelter-related issues have dissipated
as a result of increased anti-tax shelter activity by the
government, including criminal cases, enactment of
new penalty legislation, enhanced disclosure and re-
porting requirements, and new ethical standards under
Circular 230.

Common Causes of Malpractice in
General

Poor Client Intake Procedures
Good intake procedures enable potential problems

to be recognized early and prevented before they be-
come significant. Conversely, problems may be

missed if a firm does not have such good intake pro-
cedures. One prominent legal insurer frequently re-
minds law firms that ‘‘the best loss prevention tool is
your front door,’’ i.e., the intake processes.

Poor procedures may result in missing the kinds of
things that may cause problems later (and are dis-
cussed in more detail below): conflicts; inadequately
identifying the client in an organization setting;
poorly delineating the scope of the engagement; get-
ting dragged into client misconduct; etc.

Warning signs include: (1) clients with no estab-
lished business record; (2) clients who are reluctant to
discuss their background or experiences; (3) clients
who have changed advisors repeatedly; (4) clients
with little experience dealing with their advisors and
only the vaguest notion of what kind of services they
need; and (4) clients with unrealistic expectations.

Good procedures may involve: (1) a second set of
eyes (a practice group leader or committee reviewing
all new client intakes); (2) determining a potential cli-
ent’s financial capabilities; (3) some investigation or
background checking on new clients (e.g., Dun &
Bradstreet reports or Form 10-Ks, checking refer-
ences, internet searching, etc.); (4) in-depth review of
potential conflicts; (5) carefully delineating the iden-
tity and nature of the client, the scope of the engage-
ment, etc.; and (6) documenting that all of these
things have been done.
Conflicts

Experience shows that the simplest way for a plain-
tiff’s lawyer to make a case out against a law firm for
professional malpractice is to identify a conflict that
was not previously noticed or (worse yet) was identi-
fied but not disclosed or subjected to specific written
consent. In practice, it does not really matter that the
conflict is unrelated to the specific misconduct that
causes the loss; the plaintiff’s lawyer will contend that
the conflict rendered the firm incapable of doing an
adequate job for the client. Juries tend to believe that.

One common source of potential conflicts arises
from failure to define carefully who the client is in the
representation of an organization. For instance, in a
corporation, is it the manager who contacted the law
firm, the board, or the shareholders? In a partnership,
is it the general partner, the other partners, or ‘‘the
partnership’’ in an abstract sense? Or in a trust situa-
tion, is it a specific trustee, the trustees or board as a
whole, or the beneficiaries?

Other common issues that arise include potential
conflicts in unrelated matters or separate jurisdictions,
so-called ‘‘positional’’ conflicts, or when a lawyer or
firm wears too many hats (as both an outside advisor
and as a shareholder, inside director, or trustee, for in-
stance).

Many conflicts will not materially limit the ability
of a lawyer or firm to represent the client adequately,
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and can be consented to or ‘‘waived’’ by the clients
involved. Careful attention to obtaining such consent
can prevent many issues from arising.

Other situations that tend to be more common in
tax practice are discussed below.
Inadequately Defining the Scope of
Representation

A related issue derives from inadequately defining
the scope of representation at the outset. This means
identifying both the precise client and the subject mat-
ter of the representation.

A written engagement letter is critical for these pur-
poses. Many jurisdictions require one, at least to de-
scribe the fee arrangement, which is the source of
many disputes. Nevertheless, it is always good prac-
tice both to identify and surface potential issues at the
outset and as evidence if a disagreement later arises.

It is advisable to be clear as to the specific issues
on which the client is to be advised, what the jurisdic-
tional limits are (e.g., U.S. tax law only, not U.K.,
French, etc.), what salient factual prerequisites may
exist for favorable advice, what will happen when the
project ends (e.g., disclaiming any responsibility to
monitor and advise the client or other interested par-
ties regarding future developments), who (client or
firm) will do which work on the project, etc. This is
also the opportunity to identify carefully and obtain
consent to (or a ‘‘waiver’’ of) any potential conflicts,
if such consent or waiver can cure them.
Negligent Opinions, Research, Advice

Most malpractice claims do not actually involve
negligence in the research or analysis of an issue. Un-
less there is an obviously shoddy job — e.g., misread-
ing a rule or missing a case directly on point in your
jurisdiction — such work is usually done sufficiently
well to avoid malpractice liability under a negligence
standard. The cases more commonly involve failure to
perform due diligence in ascertaining the facts, or in
accepting factual representations that either are possi-
bly untrue or are unrealistic future expectations. This
has been especially prevalent in the tax shelter cases
that are discussed later.
Participating in a Client’s Bad Conduct

When a client fails, or loses investor funds in a
transaction, the client’s partners, shareholders, or in-
vestors may accuse the client’s lawyer or accountant
of ‘‘aiding and abetting’’ the failure or deepening the
insolvency of the client. As in the conflict situation, it
may not really matter whether a causal connection can
be drawn between the loss and the professional’s ac-
tivities; the lawyer or accountant will be accused of
not stopping obviously illegal or fraudulent behavior.
Missed or Late Elections or Statutes of
Limitations

This is a common source of malpractice claims, and
frequently one that cannot be remedied. For instance,

a missed limitations period may be jurisdictional, and
there may be no way to obtain relief once it is missed.
But this problem is also easily prevented, by among
other things: having a good calendaring system, ac-
cepting work only in areas you know well, having
multiple eyes looking over things, and keeping com-
munications clear and open as deadlines approach.

Inadequately Supervising/Staffing Complex
Matters

Failure to have the right experts in place and in-
volved at the right time can lead to critical errors. The
more complex and multi-faceted (or multi-
jurisdictional) the matter is, the more likely it is you
will miss something. Conversely, inadequately super-
vising the team once it is in place can lead to poor co-
ordination, sloppy or inconsistent work, and an over-
charged and unhappy client.

Firms should also beware of the attorneys or ac-
countants who do not share work internally — who
knows what they’re doing?! — or who dabble in ar-
eas beyond their expertise. Both may cause a mistake
and resulting liability.

Failure to Address Errors Promptly
Dealing with a mistake promptly once it is recog-

nized is one of the hardest psychological things for
professionals to do. But sitting on the problem or ig-
noring it and hoping it goes away usually only com-
pounds the problem. Often a mistake can be corrected
if it is addressed promptly and appropriately.

It is very important to get objective advice and ex-
pertise in dealing with a problem once it is identified.
Go to your inside counsel or retain outside counsel to
fix the problem. Don’t try to hide it or fix it yourself.

Beware of the potential limitations on attorney-
client privilege. Communications over how to deal
with the issue may not be privileged. Do not put any-
thing in writing until directed to do so by your coun-
sel.

When, where, and how to tell the client is another
issue that requires careful attention and expert advice.

Common Causes of Malpractice in the
Tax Area in Particular

The causes of malpractice in taxation are, as noted,
generally the same as in any other practice area. How-
ever, there are some variations on these topics and
certain factual situations in which these kinds of prob-
lems frequently arise for tax lawyers and accountants.
Certain kinds of conflict situations arise quite fre-
quently in tax practice. As noted previously, the pres-
ence of one of these kinds of potential conflicts will
become a central part of any potential malpractice
case against the professional, even if the causal rela-
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tionship to the damages the taxpayer has suffered is
quite attenuated.

Prior Work Conflict
One kind of conflict situation is the so-called ‘‘prior

work’’ conflict, which arises when a single tax profes-
sional or firm advises the taxpayer both during the
transaction or return reporting and then again in the
examination or litigation of the issue. In some re-
spects, this is the routine ‘‘bread and butter’’ of a tax
practice. We work on structuring a transaction, advise
the taxpayer with respect to the return position, and
represent the taxpayer during the audit or litigation.
This is considered good, ongoing business with repeat
clients. But the tax professional’s previous conduct or
advice, and often the client’s reliance on that advice,
can become issues in later proceedings. One of the
most common situations is when an opinion on the
correct tax treatment of the transaction is intended to
be or actually is proffered by the taxpayer as part of a
reasonable cause or reliance on counsel defense to the
imposition of accuracy-related penalties.

This can create a conflict in which the lawyer’s
own interest in defending the correctness, or at least
non-negligence, of the lawyer’s prior advice or opin-
ion may be different from the client’s interest.

Most ethics regimes consider it a conflict of inter-
est if there is a significant risk that the representation
will be ‘‘materially limited’’ by a personal interest of
the professional.20

A related aspect of this problem is that the profes-
sional may be called as a witness to testify regarding
the facts of the transaction or the advice previously
given to the client. Again, most ethics regimes recog-
nize that a lawyer cannot serve as counsel in a matter
in which the lawyer is going to be a witness.21 There
may be a high standard (e.g., that the lawyer be a
‘‘necessary’’ witness) in order to deter tactical use of
this and the resulting disqualification by opposing
counsel.

Uninformed Waiver
Many ‘‘material limitation’’ types of conflicts are

subject to waiver by the informed consent of the cli-
ent. Of course, it is critical that the consent be truly
informed. There are thus good practices that should be
followed to obtain informed consent, e.g., the consent
should be in writing; the scope of the conflict should
be clearly and thoroughly explained; counsel must ex-

plain that by the very nature of the problem they can-
not advise the taxpayer what to do; etc.

Representation of Husband and Wife
Another common fact situation in which conflicts

arise in tax practice is representing both husband and
wife. Again, this is routine and, for joint filers, a prac-
tical necessity. It becomes a conflict in many situa-
tions, however, such as:

• Estate planning, where the desires of the husband
and the wife may not be identical.

• Divorce or separation.

• Other situations where spouses have separate as-
sets or liabilities, specifically, so-called ‘‘innocent
spouse’’ relief from joint and several liability.

The issue surfaces whenever what may initially ap-
pear to be common interests actually become adverse.
Unfortunately, once you have client confidences of
both spouses, it can be very difficult even to continue
to represent one spouse. You may have to withdraw
from representing both once this issue arises. This in
itself may be difficult to do without jeopardizing one
client’s interests or confidences. But failure to with-
draw and continuing to represent one spouse may
leave you with a malpractice claim from the other
one.

Settlor and Beneficiaries
Another source of conflicts arises in representing

both grantor or testator and beneficiaries or heirs. As
in the husband-wife situation, these interests may ap-
pear initially to be aligned but may diverge quite
quickly. Even when a tax advisor concurrently repre-
sents the testator or grantor and the favored heirs or
beneficiaries, who may be very happy with the joint
representation, any less-favored heirs or beneficiaries
may claim a conflict exists, or, ‘‘in hindsight,’’ even
the favored beneficiaries may not feel they have been
sufficiently favored.

This problem becomes particularly acute when an
attorney also serves as a trustee or protector of any
trusts that are set up. The claim by the one person who
is disgruntled will be that a conflict resulted in favor-
ing others.

Special Problems in Defining the Scope of the
Representation

This source of potential claims arises frequently in
tax practice. For instance, does the tax planner want a
tax project to terminate? It may be counterintuitive to
tell the client that when one transaction is completed
the professional relationship with the client will termi-
nate. But if this is not done, an attorney may be held
to have a continuing duty to advise the client regard-
ing all kinds of changes in the tax law. Is that wanted?

20 See, e.g., ABA Model Rules of Professional Conduct Rule
1.7(a); Circular 230, 31 CFR §10.29; Tax Court Rules of Practice,
Rule 24(g).

21 See, e.g., ABA Model Rules of Professional Conduct, Rule
3.7(a); Restatement of the Law Governing Lawyers, §108(4) and
Comment b; Tax Court Rules of Practice, Rule 24(g).
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Another common source of these kinds of claims is
in not limiting the scope of a tax project. Is the tax
lawyer advising just with respect to a transaction’s tax
aspects, or also with respect to other aspects related to
the transaction, such as securities law, regulatory
rules, trade issues, etc.? Again, an attorney does not
want to undertake potentially greater liabilities for not
adequately limiting the project.

Practitioners therefore must carefully delineate the
scope of a tax representation just like any other.
Again, a detailed and carefully written paragraph in
an engagement letter can forestall many problems
later.
Negligence in Tax Opinions

Needless to say, taxation is by its nature a highly
technical and complex subject. Nevertheless, and per-
haps somewhat surprisingly, competent tax counsel
are rarely sued successfully for negligence in connec-
tion with the technical or legal analysis set forth in a
tax opinion. It may be that the tax issues are by their
nature so complicated and debatable that more than
one reasonable view can be held to be non-negligent.
Or perhaps plaintiffs’ lawyers simply have no desire
to argue such issues before a jury of lay people.

Where tax professionals more commonly get mal-
practice claims is in connection with the facts under-
lying the opinion. This may be couched as failure to
do due diligence in investigating the facts, or accep-
tance of unrealistic factual representations, or ‘‘willful
blindness’’ to factual representations that are plainly
false.

This type of fact-related negligence has been the
source of many of the claims that have been in con-
nection with tax shelter opinions in recent years. It
has also been the subject of additional regulation by
the IRS.22

Participation in Client Frauds Such as Tax
Shelters

The numerous prominent business scandals of re-
cent years have led to much litigation against lawyers
and accountants. In particular, the wave of tax shelter
transactions in 1998-2003 has resulted in an abun-
dance of ongoing litigation in the United States. Most
of these cases do not involve typical, unintentional
tort-type claims (negligence or failure to meet various
duties to the taxpayer/client). Rather, the plaintiffs,
who are usually tax shelter investors themselves (or
occasionally shareholders of companies involved in
shelters), frequently claim that the tax professionals
engaged in intentional tort-like behavior, such as
fraud or conspiracy.

The plaintiffs may assert that they, along with the
taxing authorities and the fisc, have been victimized
by the professionals’ illegal activities. The existence
of criminal cases against some defendants, in particu-
lar criminal conspiracy charges, has helped plaintiffs’
attorneys in making out these kinds of civil claims.
The common defense to such claims is, of course, that
the plaintiffs are not innocent victims, that is, that they
knew exactly what was going on, were themselves re-
sponsible for the allegedly fraudulent representations,
or were even the defendants’ ‘‘co-conspirators.’’

Damages claims in such cases have been quite
high, due to the amount of tax the plaintiffs attempted
to avoid, the additional interest and penalties incurred
when the IRS has caught up with them, and the
amount of fees the defendants charged for the work.
Settlements, however, have generally been more mod-
est, limited to (all or some portion of) fees and penal-
ties, on the theory that the taxpayer would have in-
curred the tax anyway and the client or former client
had the time value of the money in the meantime
(equal to interest charged by the IRS).

The substantive steps taken by the U.S. government
to address the tax shelter problem have had the in-
tended effect of reducing such activity. As expected,
the wave of fraud claims against tax professionals is
similarly subsiding.
Missed/Late Elections/Statutes of Limitations

There are very complex procedural deadlines in
many areas of tax practice. Often if they are missed
there is no remedy at all. For instance, in U.S. tax
practice, if a petition for review of a statutory notice
of deficiency is not timely filed in the Tax Court, the
opportunity for pre-assessment review will be com-
pletely foreclosed. Worse, if you are beyond the time
in which a refund can be claimed, there is simply no
relief available, even if everyone agrees the tax at is-
sue was not due and should not have been paid. On
the other hand, certain missed elections, particularly
in the estate planning area, may be subject to so-
called ‘‘9100 relief’’ from the IRS. This relief allows
a missed election that is not provided in a statute to
be made retroactively as a matter of discretion by the
IRS.

Obviously, a missed election or limitations period
will be laid at the door of the professional who is sup-
posed to be watching out for such issues. Even if it
can be remedied, the cost of obtaining relief from the
missed deadline may end up being borne by the pro-
fessional. These kinds of claims can be prevented by
good calendaring systems, working only in subject ar-
eas with which you are familiar, and having multiple
professionals looking over the different aspects of ev-
ery issue.

Another source of claims related to the last point
comes from inadequate supervising or staffing of a

22 See, e.g., Circular 230, 31 CFR §10.35. Circular 230 was is-
sued by the Department of the Treasury pursuant to authority
granted by 31 USC §330.
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complex matter. Tax professionals who ‘‘dabble’’ in
areas outside of their special expertise can get in
trouble or cause trouble for their partners.

The general duty to supervise and adequately staff
matters may become particularly acute in highly tech-
nical areas such as taxation. For instance, the IRS re-
quires supervisors to take ‘‘reasonable steps’’ to en-
sure that a firm’s procedures are consistent with best
practices and covered opinion regulations.23

Another common source of claims arises from not
bringing the tax department of a firm into a transac-
tion soon enough. Practically every transactional tax
professional can tell you a horror story about being
asked to look at a transaction right before closing and
recognizing a terrible problem that had not been no-
ticed previously. Beware of not being told the entire
story or understanding the entire transaction. Don’t
‘‘just look at this one provision.’’

Exclusive Sources of Problems for
Tax Professionals

There are some kinds of issues that arise almost ex-
clusively in the tax context that may give rise to mal-
practice claims against practitioners.

Advice Regarding Return Positions
The longtime standard was that one could ethically

and without penalty advise a taxpayer to take a return
position so long as it had a ‘‘realistic possibility of be-
ing sustained on the merits.’’ This has recently been
revised upward by Congress, so that you cannot ad-
vise with respect to a return position unless the posi-
tion is ‘‘more likely than not’’ or adequately dis-
closed.24 It is widely expected that ethics and mal-
practice claims will follow suit.

The penalty regime has been tightened in the
United States as well, especially with respect to sus-
pected tax shelters. Of course, enhanced prospects of
penalties against taxpayers means increased chances
of claims against tax advisors, too.

Another unique area of tax practice in the United
States is the wide variety of administrative processes
and courts in which tax issues can be litigated. In re-
cent years the IRS has introduced numerous new and
different programs devoted to dispute resolution.
Practitioners need to be aware of these alternatives
and discuss them with clients.

Likewise, among the factors that have to be consid-
ered in selecting a forum are:

• Deciding whether to litigate pre- or post-payment;

• The availability of discovery;

• The availability of a jury trial;

• Identifying circuits that may have more favorable
precedent on certain issues;

• Generalist versus specialist judges; and

• The government’s ability to assert new issues.

For example, certain actions — such as starting a
refund suit while the taxpayer’s limitations period for
further adjustments is still open — will be avoided by
knowledgeable practitioners; other courses of action
will routinely be taken. Forum selection can be quite
complicated, and has to be tailored for each taxpay-
er’s situation. Inadequate planning may lead to in-
creased costs, which the taxpayer may blame on the
tax professionals.

Shelter War Fallout

Much recent activity has derived from the ‘‘shelter
wars.’’ There have been claims and acknowledge-
ments of criminal conduct by professional firms of ac-
countants and lawyers, banks, and investment banks
and advisory firms. As noted above, malpractice
claims have moved beyond claims of mere negligence
to claims of outright fraud against taxpayers as well
as the tax system. Numerous statutory and regulatory
rules and additional penalties have been enacted in re-
sponse, substantially increasing the risks and costs of
noncompliance.

The enforcement environment has also changed, in
part due specifically to tax shelters and in part due to
broader corporate frauds or governance failures. The
IRS has responded by focusing additional duties and
enforcement efforts on its regulation of practitioners
before the IRS in Circular 230 (31 CFR), for example,
by promulgating enhanced opinion standards.25

Congress has enacted new substantive and proce-
dural (reporting) rules, and significantly increased
penalties.26 More broadly, Congress enacted the 2002
Sarbanes-Oxley Corporate Fraud and Accountability
Act containing substantial reporting reforms.27 More-
over, the Financial Accounting Standards Board
(FASB) promulgated additional disclosure rules re-
lated to questionable tax positions in ‘‘FIN 48.’’

23 See Circular 230, 31 CFR §§10.33(b), 10.36.
24 §6694 of the U.S. Internal Revenue Code of 1986, as

amended.

25 31 CFR §10.35.
26 See, e.g., §§6111, 6112, 6662A, 6694, 6707, 6708 of the U.S.

Internal Revenue Code of 1986, as amended.
27 P.L. 107-204, enacted July 30, 2002.
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THE PROFESSIONAL MALPRACTICE
ENVIRONMENT IN EUROPE, IN
PARTICULAR IN SWITZERLAND

by Jean-Blaise Eckert, Esq.
Lenz & Staehelin
Geneva, Switzerland

Introduction
General tendencies show that nowadays clients are

much more inclined to sue their advisor for malprac-
tice than in the past. As a consequence, malpractice is
an increasing source of concern for tax advisors.
Since no statistics are available, it is not possible to
give an average amount of malpractice cases per year.
This is mainly due to the fact that many cases (prob-
ably the majority) are settled out of court and are sub-
ject to nondisclosure covenants.

An important point to consider with respect to mal-
practice is the contractual relation between the tax ad-
visor and the client. In Europe, tax advisors are gen-
erally bound by an obligation of means; in other
words, the advisor is obliged to dedicate a certain
amount of resources to achieving a particular result,
without being obliged to achieve a specific result. In
addition, general principles of law regarding tort and
liability for breach of contract apply. The direct con-
sequence of these principles is that lawyers can be
held liable for having breached their duty of care un-
der the circumstances, but not for having merely
failed to reach the contemplated result. Another im-
portant point is the fact that the advisor specialization
(i.e., the fact that the advisor is an ‘‘expert’’ on a spe-
cific field) is highly relevant to determining whether
or not an advisor failed its duty of care. On the other
side, an advisor who is not capable of advising on a
specific matter should simply refuse the mandate.

Similarities and Differences in Europe
and the United States

There are no significant differences between the
United States and Europe as to the causes of malprac-
tice. There are some trends which show a shift from
cases dealing with missed deadlines to cases dealing
with consequences of what is considered bad advice.
Bad advice can be either too aggressive advice or ad-
vice that is not aggressive enough.

While the substantive risk areas may be similar, dif-
ferences exist as to the direct consequences of a mal-
practice issue. Damages awarded to the client in Eu-
rope are much lower than those that could be awarded
in the same circumstances if the case were litigated in
the United States. European legal tradition simply ig-
nores punitive damages. In addition, the amount of

the damages allocated to the client is generally not de-
termined by a popular jury. Finally, European insur-
ance carriers that are indirectly involved in malprac-
tice issues generally prefer settlement to litigation.

One of the main issues in Europe is the clear defi-
nition of the scope of the advice attorneys are re-
quested to give. The growth of the problem parallels
the economic integration in the European market and
the growth in the number of clients having cross-
border activities and business. As a result, the number
of law firms having offices in more than one European
State has grown, as well. Nonetheless, there is no
single European tax law system. Rather, there is a har-
monization — or at least coordination — of the Euro-
pean countries’ tax systems. In this context, the tax
law remains a national matter. Consequently, prob-
lems arise when there is no clear definition of the
scope of the advice that is to be rendered. The prob-
lem does not result from the absence of a disclaimer;
rather it typically arises because of a failure to iden-
tify clearly the client’s expectations of the advisor and
his assignment.

As a final point, it is worth mentioning the increas-
ing weight of so-called ‘‘duty to browse.’’ The devel-
opment of electronic databases and the Internet have
played an increasingly important role for the tax pro-
fession in Europe. Information that is necessary to de-
liver first class tax advice is available online. Ex-
amples are court decisions, guidelines issued by the
tax authorities, and articles. Because the information
is easily available, the direct consequence is that an
advisor is supposed to know it, or at least to look for
it and find it. Best practices for the tax advisor now
require constant and efficient browsing.

The Malpractice Environment in
Switzerland

A General Overview
As per Swiss law, the contractual relation between

the legal or tax advisor and the client is characterized
as a mandate in which the advisor is not obliged to
achieve a certain result (the so-called obligation of re-
sult), but he is obliged to dedicate a certain amount of
resources to achieving a particular result (the so-
called obligation of means). The advisor promises to
the client to provide a service, without promising any
result. We can find the same approach in various Eu-
ropean countries.

As a practical consequence, the simple fact that the
result sought by the client has not been achieved does
not imply, by itself, that the advisor is liable for mal-
practice. A lawyer or an advisor can be sued for mal-
practice and thus held liable for having breached the
duty of care, but not for having merely failed to reach
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a contemplated result. Moreover, due care is exam-
ined under the circumstances and the client always
bears the burden of proving the breach.

Obviously, the client bears the burden of proving
that its advisor did not dedicate a sufficient amount of
resources to the matter and/or failed to reach the re-
quired level of due care in the circumstances. This is
not an easy task. It is the client that bears the risk of
proceeding with its transaction. The advisor is obliged
to inform its client on the exact extent of the risk in-
curred.

A lawyer is particularly obliged to be aware of the
actual standard of the relevant law, both statutory,
regulatory, and case law. According to the Swiss Fed-
eral Tribunal cases, a lawyer must be aware of all of
the most recent decisions. These include all the deci-
sions that are only published on the Swiss Federal Tri-
bunal website (around 30 new cases per day) in addi-
tion to the most important decisions (the leading
cases) that are published in the official Swiss Federal
Tribunal case law reporter, the ‘‘Official Collection of
the Decisions of the Federal Tribunal.’’ 28 Scholars
consider a lawyer should have knowledge of decisions
that have been published for at least one month. The
above is troublesome for tax advisors and the only
way to comply with that standard is to reach a certain
level of specialization and to decline a mandate in
other fields of specialty.

Leaving aside disputes relating to legal fees
charged by lawyers (which have no immediate con-
nection to malpractice), there has not been much case
law since 2004 dealing with lawyers’ malpractice.
Several extrinsic reasons might explain this dearth of
litigation. One reason is the role of insurance carriers
in any litigation and the general approach that settle-
ment is preferable to litigation. A second reason is the
burden of proof placed on the claimant. As a result of
the intrinsic difficulty in proving that the lawyer failed
in his duty of due care, many ex-clients ultimately re-
frain from spending the money to bring a claim
against their advisors, investing good money after
bad.

The situation is similar in other European countries.
Unsatisfied ex-clients are generally not willing to sue
former advisors because of the uncertainty of the is-
sue and the practical difficulty of proving that the law-
yer failed his duty of due care.
The Malpractice Issue in Switzerland

In general, a large majority of the conflicts between
advisors and clients are primarily related to fees, that
is, the client contests the amount of fees billed by its

advisor. Setting aside the matters involving fees, very
few other cases have been decided by the Swiss Fed-
eral Tribunal in the past four years.

In a decision dated June 28, 2001,29 the Swiss Fed-
eral Tribunal found a lawyer liable for having ignored
a very clear cut and unambiguous legal rule that, in
order to be valid, a divorce agreement dealing with
certain effects of the divorce must receive the court’s
approval. The court also laid down the principles on
which a lawyer’s liability will be evaluated. While it
is the client, not the lawyer, who bears the lawsuit
risks, it is the lawyer’s duty to inform the clients
about the risk and its scope. When assessing the law-
yer’s liability, the risk associated with law practice
must be taken into account, but balanced with the fact
that the lawyer’s competency has been recognized by
the authority via the bar examination. The fact that a
lawyer may be ignorant of a point of law is not a de-
fense to the negligence claim.

In a decision dated August 11, 2005,30 the Swiss
Federal Tribunal ruled that a lawyer’s duties comprise
the examination of the relevant facts and the exami-
nation of the legal situation. A lawyer must not accept
a mandate to provide services when he does not have
appropriate knowledge of the relevant rules. Appro-
priate knowledge means knowledge of the statutes, of
relevant federal case law, and doctrine. In addition,
the lawyer must regularly consult published local
court decisions and all the decisions of the Swiss Fed-
eral Tribunal.

Finally, in a decision dated February 13, 2007,31

the Swiss Federal Tribunal emphasized that the law-
suit risks lie with the client, not with the lawyer. The
court held that it was clear from the facts that the cli-
ent was duly informed of the difficulties that his suit
could encounter. As a consequence, the lawyer did not
breach his duty of care.

With respect to tax law, in a recent case decided by
the Swiss Federal Tribunal on November 12, 2007,32

the Swiss Federal Tribunal ruled that a taxpayer who
did not report correctly his income on his tax return is
solely liable for the fine and cannot sue his tax advi-
sor for the payment of the fine. In this case, a com-
pany bought two luxury sport cars and took substan-
tial depreciation expenses on the cars. At the end of
the day, the book value of the cars was much lower
than the fair market value. Two years later the com-
pany sold the two cars at their book value to its two
shareholders, i.e., the taxpayer and his wife. The tax
administration took the position that the company

28 ‘‘Amtliche Sammlung der Entscheidungen des schweiz-
erischen Bundesgerichts (BGE)’’/‘‘Recueil des Arrêts du Tribunal
Fédéral Suisse (ATF).’’

29 ATF 127 III 357.
30 Decision nr. 4C.80/2005, available at http://www.bger.ch.
31 Decision nr. 4C.398/2006.
32 Decision nr. 4C.3/2007.
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granted a constructive dividend to its shareholders
and, because the latter did not report the income, they
were liable for penalties resulting from inaccurate re-
porting of income. The taxpayers sued their advisor
arguing he was responsible for the above-mentioned
scheme. The Swiss Federal Tribunal rejected the tax-
payers’ arguments.

RECENT DEVELOPMENTS IN
ANTI-MONEY-LAUNDERING
RULES IN EUROPE

by André G.M. Nagelmaker, Esq.
ANT Trust
Rotterdam, The Netherlands

Introduction
When thinking of money laundering, many differ-

ent pictures may come to mind. In my case, I imme-
diately think of some incomprehensible French film I
saw long ago concerning a lady working as a prosti-
tute, whose protector was seen laundering and ironing
banknotes. It seems that the term ‘‘money launder-
ing’’ comes from the 1930s when the mafia used laun-
dromats as the ostensible legitimate source of their il-
legally obtained monies.33

As an expression in a judicial context, the same
source states that the term ‘‘money laundering’’ first
appeared in America in 1982. Actually, despite its ear-
lier origins, money laundering only gained promi-
nence during the 1980s when drug trafficking and its
huge profits were perceived as a danger to legitimate
industry. Integration of illicit funds with legitimate ac-
tivities created a situation whereby the economy could
become contaminated by opportunities for corruption
in the economy and the state. This risk was exacer-
bated by developments in the international financial
community. The liberalization of capital flows, reduc-
tion of monetary restraints, and development of inter-
national financial networks and institutions meant a
serious reduction of control over capital flows. It was
feared that this increased the risk of illicit funds being
integrated into the legitimate economy through unsu-
pervised cross-border transactions.

Initially, money laundering was primarily con-
nected with funds directly derived from illegal activi-
ties such as drug trafficking, extortion, and prostitu-
tion. Now, it has evolved considerably, and one may
say that any funds arising from an activity that is con-
trary to any particular law or morality in general may
be considered to involve money laundering when

typical transactions involving those funds change
their appearance from illegitimate to legitimate. Con-
sequently, white-collar crime has become part of the
money laundering environment, involving tax eva-
sion, real estate transactions, insider trading, and the
like. Note that a study issued by the Utrecht School of
Economics34 considers tax fraud the second most im-
portant generator of funds for money laundering.

Given rapid swings in morality due to political
changes or public disclosure of perceived wrongdo-
ings, every professional must be extremely cautious in
selecting both his clients and the instructions he is
willing to accept. A mistake can expose the profes-
sional advisor to the risk of losing his or her reputa-
tion and licenses in addition to the imposition of fines,
penalties, and possibly imprisonment.

Since the 1980s a host of publications, regulations,
laws, and documents have been issued. The accepted
international standard is the 40 Recommendations is-
sued by the FATF in 1990 35 and updated and ex-
panded subsequently. Led by the FATF/OECD, the
European Union (EU) and the U.S. government, the
anti-money laundering movement has created aware-
ness among professional advisors. No longer can any-
one ignore the potential existence of money launder-
ing in a particular transaction. The advisor is forced
to take responsibility in a field where earlier govern-
ments and their institutions were considered to be pri-
marily responsible. The posse chasing the money
launderers has thus increased tremendously.

This has further resulted in a complete industry and
jargon. Compliance, KYC, client due diligence, FATF,
NCCS, freeze lists, sanctions lists, source of wealth,
identification, verification, gatekeepers, reliance, ulti-
mate beneficial owners, clients, services, risk-based
and principle-based approach — these are all new
terms or existing terms with new meanings.

The most important extension came, of course, with
the introduction of anti-terrorism financing as an im-
portant objective next to the existing anti-money laun-
dering objectives. In this section, anti-money launder-
ing provisions include provisions to fight against the
financing of terrorism, although some differences ex-
ist.

The most important development is the implemen-
tation in national legislation of the third anti-money

33 See ‘‘Billy’s Money Laundering Website’’ at
www.laundryman.u-net.com.

34 The Amounts and Effects of Money Laundering, Report for
the Ministry of Finance, Feb. 16, 2007. Actually the methodology
of this study was heavily criticized and the Dutch Minister of Fi-
nance distanced himself from several of the conclusions.

35 Organization for Economic Cooperation and Development,
Financial Action Task Force, The Forty Recommendations, June
20, 2003.
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laundering directive in the EU.36 This section will dis-
cuss several subjects and developments related thereto
and hint at several practical issues and/or approaches.

Money Laundering
There is general agreement on the three phases of

money laundering, though different terms may be
used for each phase. The phases are placement, layer-
ing, and integration. Generally speaking, the profes-
sional sector — covering trust companies, lawyers,
tax advisors, and accountants — is most at risk in the
layering phase. In the integration phase, it is acknowl-
edged that detection may be difficult for the profes-
sional. The risk, nevertheless, is not reduced nor is his
responsibility.

Placement
Placement entails getting funds derived from crimi-

nal activities into the financial system — get the cash
into a bank account.

Layering
Layering is an attempt to obscure the origins of the

funds by passing these through different banks in dif-
ferent jurisdictions under different categories of trans-
action (capital contributions, loans, commissions,
fees), changing amounts by constantly dividing and
adding, so that at the end of the line, the amount
placed in the system in total is the same although that
fact is not easily discernible.

Integration
Integration entails investing the obscured funds in

legitimate businesses or other forms of legitimate in-
vestments.

Anti-Money-Laundering
The anti-money-laundering movement currently is

focusing on the following:

Transparency
Transparency is increased by making sure that any

transaction or chain of transactions is visible, includ-
ing all parties related to or involved with the transac-
tion, avoiding as much as possible any forms of ano-
nymity, secrecy, or other limitations on disclosure of
the transactions itself, the source, the purpose, the mo-
tivation, and the ultimate beneficial owner.

Traceability
Traceability is increased by requiring that all rel-

evant parties in a chain of transactions at any place

and any time, including service suppliers and profes-
sionals: (1) document the transactions, their activities,
and considerations in determining the transaction it-
self, the source, the purpose, the motivation, and the
ultimate beneficial owner; (2) lay down the relevant
requirements and best practice tools in policies and
procedures; and (3) check on the implementation of
these procedures by nominated officers internally and
government-controlled or independent supervisory
bodies externally.

Awareness
Awareness is increased by making sure that any

party involved in a transaction or a chain of transac-
tions is aware of the risk of money laundering and
proactively attempts to establish complete and full
knowledge of the transaction, the source, the purpose,
the motivation, and the ultimate beneficial owner,
through continuous training of staff, checking on the
application of procedures, and continuous or periodi-
cal monitoring of staff and client files.

One may also speak of deterrence (transparency
will scare the bad guys while awareness will scare the
professionals), detection, and recordkeeping — we
know where to find the bad guys and prove they are
bad.

The last focus could be punishment or civil liabil-
ity, motivating people to actively participate in anti-
money-laundering procedures and programs. But one
could consider punishment to be deterrence, as well.

Chain and Lifetime Awareness
One important development is the increasing de-

mand for a more proactive approach from the profes-
sional, not only looking at the transaction itself but
also considering the chain of events of which it is
part. Ticking the box and filling in the blanks without
thinking is no longer enough. Inconsistencies between
source of wealth declarations and the actual wealth
portrayed stemming from capital transfers or loans
have to be identified and investigated. Can a recently
retired ballet dancer indeed be the ultimate beneficial
owner of a billion-dollar company? Is a commission
of EUR 40 million paid by an investor to his coinves-
tor acting as the sales agent justifiable? How did the
investor obtain this investment, at what price? What
is the source of the capital contribution made by the
parent company? Can tax fraud be involved as a
source of funds or as a purpose of the transaction?

What should the professional advisor do in these
cases? He can ask for underlying documents, identify
and check on all parties involved to determine if they
are listed or non-listed, regulated or unregulated, and
whether financial institutions are involved. He should
take into account local circumstances, the size of un-

36 Commission directive 2006/70/EC and Directive 2005/60/
EU.
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derlying transactions, and investigate what is common
practice in the market. Using common sense contin-
ues to be a good guide.

Where anti-money-laundering measures initially
focused on client-entry moments (Know Your Client
(KYC), Client Due Diligence (CDD)), today empha-
sis is placed on awareness during the complete life-
time of a relationship. This includes keeping an over-
view on all transactions (source and destination of
funds) during that relationship. In essence, lifetime
awareness is now demanded from any professional or
service supplier. Each time a client approaches a pro-
fessional advisor for a new transaction or new instruc-
tion, the advisor must show the same level of aware-
ness as if it were the first time this client came to him.

Risk-Based Approach
Generally speaking, lawmakers have become aware

of the fact that the administrative demands placed on
all professionals and financial institutions have be-
come overly burdensome. In an attempt to address
this burden, a risk-based approach has been intro-
duced whereby one can apply simplified and en-
hanced due diligence measures proportionate to the
risk that is allocated to a certain client, his back-
ground, the transaction, country of origin, etc.

In June 2007, the FATF published guidance on the
risk-based approach. A risk-based approach should
ensure that measures to prevent or mitigate money
laundering are commensurate to the risks identified.
The purpose is to allow for the most efficient alloca-
tion of resources. Resources should be prioritized in
such a way that the greatest risks receive the highest
attention. The purpose is also to discourage ‘‘tick the
box’’ attitudes and practices, effectively increasing the
responsibility of the professional involved. The guid-
ance is focusing on financial institutions. During
2008, special guidance should be published for other
institutions and professionals.

Before one can actually apply a risk-based ap-
proach, a risk management process based on a risk
analysis system should be implemented, identifying
and grading all risks. These processes and systems
should be active and constantly evolve to reflect the
latest developments. Higher risks mean enhanced cus-
tomer due diligence checks and enhanced transaction
monitoring. The benefits are said to be increased effi-
ciency, better risk management, and better coopera-
tion between competent authorities and financial insti-
tutions (including professionals). Looking at it from
the viewpoint of a professional you may wonder what
is more (cost-) efficient, simply ticking the box and
getting the requisite documents in the required format
or developing an active risk determination and man-
agement system that requires constant updating and

proactive application by the professional. Note that
most professionals already apply this risk-based ap-
proach under the denominator of ‘‘common sense and
a good deal of experience.’’ 37

The FATF views the risk-based approach as fol-
lows:

Potential benefits:

• Better management of risks and cost-benefits;

• Financial institutions (read here ‘‘professionals’’)
focus on real and identified risks;

• Flexibility to adapt to risks that change over time.

Potential challenges:

• Identifying (read also ‘‘obtaining’’) appropriate
information to conduct a sound risk analysis;

• Addressing short-term transitional costs;

• Greater need for more expert staff capable of
making sound judgments;

• Regulatory response to potential diversity of prac-
tice.

Not mentioned:

• Loss of business opportunities due to over-
cautious behavior;

• Loss of reputation due to differences over risk as-
sessment with supervisory bodies;

• Threat of risk-management through prejudiced
opinions;

• Loss of income due to increased overhead re-
quirements.

The guidance is primarily addressed to public au-
thorities and financial institutions; it may, however,
also be applicable to professionals, provided the pro-
fessionals are not subject to rule-based legislation and
regulations, such as the Dutch Act on the Supervision
of Trust Companies. Considering the increased pro-
fessional liability risk involved with a risk-based ap-
proach, rule-based legislation could be a blessing in
disguise.

As stated earlier, the Third Anti-Money-Laundering
Directive (‘‘3AML Directive’’) of the EU has also
embraced the risk-based approach. The U.K. Law So-
ciety has issued a Practice Note on the Money Laun-
dering Regulations 2007 as published in the United

37 Several commentaries issued on the Dutch legislation imple-
menting the Third Anti-Money-Laundering Directive demanded
clearer guidance (read ‘‘a more rule-based approach’’).
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Kingdom, which are based on the 3AML Directive. It
is recommended reading for any professional.

Risk assessment factors (some also mentioned by
the Practice Note 38) are in two areas. The first of
these areas relates to client demographics:

• High turnover or stable client base;

• Acting for publicly disclosed persons;

• Acting for clients without meeting them;

• Clients convicted of acquisitive crimes;

• Clients affiliated to countries with a high level of
corruption;

• Acting for entities having a complex ownership
structure;

• Acting for corporate or private clients;

• Acting for listed or unlisted clients;

• Acting for regulated or unregulated clients;

• Acting for clients from democratic or non-
democratic, stable or unstable, emerging or devel-
oped countries;

• Acting for clients in industries sensitive to money
laundering (real estate, arms, high value goods,
waste management).

The second area for risk assessment relates to the
nature of the services and areas of law:

• Complicated financial or property transactions;

• Providing assistance in setting up trusts or com-
pany structures;

• Payments made to or received from third parties;

• Payments made by cash;

• Cross-border transactions.

When reading this list, any professional working in
an international environment probably should con-
sider his activities to be in the high risk range and thus
apply enhanced client due diligence.

Note that the risk-based approach also entails that,
based on your risk-profiling of clients and ultimate
beneficial owners, a professional advisor is required
to monitor and check on client due diligence files at
regular intervals. Obviously, high-risk clients should
be monitored more frequently than low-risk clients.

When reviewing the typologies report issued by the
FATF,39 it is surprising to find that no real attention is
paid to international tax planning or corporate struc-
turing related issues. In contrast, the study issued by
the Utrecht School of Economics 40 suggests that spe-
cial purpose entities are often off-balance-sheet, bank-
ruptcy remote, private, and hence easily used for ille-
gitimate causes. The IMF has estimated money laun-
dering at 2-5% of world GDP and that special purpose
vehicles showing a high turnover are thought to be
heavily involved in money laundering. Nonetheless,
anyone working in the financial industry, international
tax planning, and corporate services industry will rec-
ognize this as a rather rash conclusion that does not
comply with empirical data gained in practice. An ex-
planation might be that the report loosely considers
tax planning equal to tax evasion and categorizes tax-
efficient countries (Netherlands, Luxembourg, and Ire-
land) as being similar to tax havens.

Reliance
The 3AML Directive has also ratified the instru-

ment of reliance, which constitutes a new develop-
ment. Reliance covers multiple situations. It may re-
fer to a situation whereby the client is a professional
who has applied KYC and CDD procedures within
the realm of the 3AML Directive or any local legisla-
tion based on it to his clients. Alternatively, it may re-
fer to a situation whereby a client is introduced to an
institution by a qualified person such as a lawyer, ac-
countant, or notary from another EU state. It is care-
fully applied though, allowing one to rely only on the
client due diligence performed by other regulated per-
sons. Reliance can be applied both in a national as
well as an international context, provided the person
you rely on is regulated and subject to supervision.
What is surprising is that trust companies and corpo-
rate services suppliers are not mentioned. The reason
for this is that not all trust companies or corporate ser-
vices suppliers operating in the EU are licensed and
placed under supervision.

In the Netherlands, trust companies are heavily
regulated and actively supervised by the Dutch Cen-
tral Bank. Excluding them from reliance in an inter-
national context seems unjustified and in contradic-
tion with the goals of reducing the administrative bur-
den of all anti-money-laundering measures. However,

38 The Law Society, Anti-Money Laundering, Practice Note,
Legal Policy, September 3, 2007, ch. 2.

39 FATF, Money Laundering & Terrorist Financing Typologies,
June 10, 2005.

40 The Amounts and Effects of Money Laundering, Report for
the Ministry of Finance, Feb. 16, 2007. As indicated earlier, the
methodology of this study was heavily criticized and the Dutch
Minister of Finance distanced himself from several of the conclu-
sions.
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the Dutch legislature recognizes this and allows for
reliance. Internationally this has no effect regrettably.

When a professional advisor does not actually meet
the client and relies on centralized Client Due Dili-
gence facilities or copies from other offices in his net-
work, this is defined as outsourcing rather than reli-
ance. The author is aware of several financial institu-
tions having ‘‘outsourced’’ their client due diligence
to regulated corporate service suppliers. Also several
larger firms have centralized their Client Due Dili-
gence and Compliance departments. Information ob-
tained at a local level is reviewed and monitored at a
central level. Some firms thereby prefer to have their
centre in Switzerland for confidentiality purposes.

It seems that passporting is allowed in the United
Kingdom, meaning that a client does not have to pro-
vide original identification material to each office of
the same firm. Between the Netherlands and Luxem-
bourg, this is not allowed for corporate services sup-
pliers acting in the same group. Instead, it may hap-
pen that a client must provide for different documents
at different times and in different offices.

Client and Ultimate Beneficial Owner
Identification

In the framework of anti-money-laundering and
anti-terrorist financing, the concept of ultimate benefi-
cial owner was borrowed from the tax environment.
Most unfortunately, not all experience gained in tax
matters was applied in a uniform way. The 3AML Di-
rective has introduced the ultimate beneficial owner as
well and defines an ultimate beneficial owner as any
individual (natural person) who ultimately owns or
controls more than 25% of the share capital or voting
rights in a body or exercises control over the manage-
ment of that body. This applies to beneficiaries of
companies, partnerships, trusts, foundations, etc. The
Dutch Act on the Supervision of Trust companies sets
the mark at 10% while Dutch tax law on controlling
shareholders (aanmerkelijk belang) is set at 5%. Ap-
parently, it is not possible or desirable to come to one
global definition of an ultimate beneficial owner.

In order to establish whether an ultimate beneficial
owner can be identified, the professional advisor
should make reasonable and proportionate enquiries
and verify his findings. This can be done by:41

• Getting assurances from the client (not being the
ultimate beneficial owner);

• Getting assurances from regulated persons;

• Conducting searches on online registries (SEC,
IMF, CSSF, etc);

• Obtaining information from the Internet (e.g.,
Google);

• Obtaining reports from specialized security agen-
cies;

• Getting assurances from the ultimate beneficial
owner himself;

• Obtaining a certified copy of the passport of the
beneficial owner;

• Obtaining documents on the multiple layers and
companies involved in the corporate chain.

When the information obtained is consistent and
coherent and a clear overall understanding of the
ownership and control structure leading to the ulti-
mate beneficial owner is apparent, the verification
process can be extended or simplified, depending on
the risk profile of the identified ultimate beneficial
owner and the risk profile of the intended transaction
or instruction given.

When identifying the client, one should also iden-
tify and document the structure or group to which the
client belongs (especially when the client is a corpo-
rate entity) and clarify (or document) the chain lead-
ing from the client up to the ultimate beneficial owner.
In the opinion of the Dutch corporate services indus-
try and several professional advisors, one should fol-
low a differentiated approach here. The relations be-
tween the client (being a corporate entity) and its di-
rect shareholders and investments should be identified
and verified through documents, while the chain lead-
ing up to the ultimate beneficial owner should only be
identified. For that purpose, a flowchart or organiza-
tion chart, dated and signed, should be added to the
client due diligence files and updated each time a
monitoring of the client due diligence files takes
place.

The 25% or 10% benchmark applied to determin-
ing the status of the ultimate beneficial owner leaves
open the possibility that no ultimate beneficial owner
can be identified. When all beneficial owners are fi-
nancial institutions that are regulated and subject to
supervision, this is no problem. When private persons
are involved, it may be an acceptable practice to iden-
tify all of those beneficial owners or only those that
are closest to the benchmark. This is subject to the
comments that appear below on control.

It is also possible that for security reasons an ulti-
mate beneficial owner cannot identify himself fully.
For instance, when an ultimate beneficial owner is liv-
ing under the imminent threat of a terrorist attack, one
may decide to abstain from obtaining that person’s
home address or place of residence. It may also be
that a person is so well known and connected to a cer-
tain company (Warren Buffett or Bill Gates is often41 Law society practice note plus Dutch practice.
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mentioned) that verification becomes an irrelevant
nuisance and need not take place.

A clear distinction should be made between the cli-
ent and the ultimate beneficiary. The client may be the
representative of the ultimate beneficiary, or anyone
who is issuing an instruction on behalf of the ultimate
beneficial owner. The ultimate beneficial owner could
also be the client, and one ultimate beneficiary might
have several clients representing him. All of them
should be identified and their identity verified. In the
circles of professional advisors, this has meant that all
professionals and service suppliers were forced to
identify each other (sometimes per client). The 3AML
Directive repairs this partially by allowing certain ex-
emptions mostly related to public, regulated, or gov-
ernmental institutions. The Dutch Government issued
a statement on projected savings with its project of
law. Strangely, it is rather difficult to relate to this
statement in practice.

Finally, it is surprising to find that meeting the cli-
ent in the flesh is still considered to be a prerequisite
for applying ‘‘lighter’’ client due diligence proce-
dures. In this globalized electronic world, business
has become so international that asking someone to
actually appear in person seems to be a demand origi-
nated from previous centuries.

Control
In several definitions of the ultimate beneficial

owner the word ‘‘control’’ is also being used. The
Law Society’s Practice Note speaks of situations
whereby:

[s]uch control may rest with those who have
power to manage funds or transactions with-
out requiring specific authority to do so, and
who would be in a position to override inter-
nal procedures and control mechanisms.

The difficulty with using the word ‘‘control’’ in this
way is that it does not exclude the possibility that a
person exercising control in this form may not be an
ultimate beneficiary. When he is not, he should be
qualified as a client or representative and be identified
for that reason. It could, of course, raise the question
whether the acting ultimate beneficial owner is a
straw man. If so, that would form a requirement to
identify the controlling person as the ultimate benefi-
cial owner. It might be even better not to work for this
person and the acting ultimate beneficial owner at all
and report a suspicion of a potential illegal structure
possibly related to money laundering.

Alternatively, the controlling person may be acting
outside the scope of his formal and factual authority.
In that case, it would be advisable to contact the ulti-

mate beneficial owner and/or refrain from further act-
ing upon instructions of this controlling person.
Money laundering issues need not be involved in this
case unless there are other facts and circumstances
that are hinting towards money laundering.

Furthermore, it may very well be possible that in a
closed circle of persons (such as a family) none of the
members individually directly or indirectly holds
more than the requisite 10% or 25% of the beneficial
ownership rights, but still one person may appear at
an early or later stage to be fully in control. Follow-
ing this reading, one should always determine
whether in the closed circle one person has such con-
trol through formal ways such as a power of attorney
or through informal ways such as always being the
one who takes and implements the decisions and is-
sues instructions thereon.

Whatever the case may be, the facts leading to the
conclusion that someone is a controlling person in this
sense will only appear after one has started acting on
behalf of this client and/or ultimate beneficial owner.
That may make life even harder as one starts in con-
flict with anti-money-laundering regulations while a
sudden withdrawal might be construed to be tipping
off. This is the time to contact an organization’s nomi-
nated officer, compliance officer, or supervisor and ob-
tain their consent on the contemplated approach.

Source of Wealth
Identifying the client and the ultimate beneficial

owner and understanding or knowing the corporate
and financial structures that are involved are not al-
ways enough. The 3AML Directive therefore intro-
duced the requirement that in cases where there is an
increased risk of money laundering or terrorism fi-
nancing, one should apply an enhanced or intensified
client due diligence procedure. One of the elements of
such enhanced due diligence is to investigate the
source of wealth of a client and the ultimate benefi-
cial owner. In the directive, this is only mentioned in
the framework of a publicly disclosed person acting
as client.

The Dutch Act on the Supervision of Trust Compa-
nies requires the licensed corporate services supplier
(trust company) to make such investigation at all
times.

The question is always how one can determine the
source of wealth of a client/ultimate beneficial owner.
In practice several instruments are being applied:

• Declaration issued by the ultimate beneficial
owner himself;

• Declaration issued by a lawyer representing the
ultimate beneficial owner;

• Declaration issued by a (private) bank; and
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• Overview of (results of) transactions of the ulti-
mate beneficial owner supported by underlying
transaction documents, formal filings and declara-
tions by authorities, news clippings (e.g., Google
again), and affidavits or ‘‘declaration sur
l’honneur.’’

Also here consistency and coherence of the data
coming from the several sources, the facts as pre-
sented by the client, the ultimate beneficial owner and
his representatives and a good deal of common sense
should determine when the source of wealth is suffi-
ciently identified and verified. One does not ask Bill
Gates to show you his garage where he started his
business and the savings account he accessed to get
this business off the ground. On the other hand, it is
customary to ask a client coming from Central East-
ern Europe where he got the funds to invest in a priva-
tization scheme. For this type of client, is the source
of funds sufficient when a client declares he got his
wealth from hard work and steady savings? Not with-
out supporting documents.

For Dutch licensed corporate services suppliers,
there is no light or enhanced client due diligence pro-
cedure. Hence, one should always identify and verify:

• The ultimate beneficial owner;

• The source of wealth of any ultimate beneficial
owner;

• The goals and motivation in respect of a structure
of any ultimate beneficial owner; and

• The purpose of the structure used by any ultimate
beneficial owner.

The System
As we no longer live in a world of gentlemen and

gentleladies who can be trusted and as government is
judged by its ability to prevent mistakes and mishaps
and/or its ability to prevent society from making mis-
takes, regulations and procedures must be applied to
secure that government and society act within the pa-
rameters defined through the democratic process.

As stated above, transparency and traceability are
essential elements of anti-money-laundering. So pro-
cedures must be implemented to secure that rules and
regulations are obeyed at all times. Moreover, the ex-
ecution of these procedures must be recorded elec-
tronically or on paper in all instances at all times. This
process enables the government to check and super-
vise the activity.

It is, therefore, also important that the procedures,
authorities, rights, forms, best practice tools, docu-
ments, files, etc. together form a system that is closed,
consistent, self-sustaining, learning, and evolving. In

practice it has meant that professionals and corporate
services suppliers have had to implement policy and
procedures manuals, train their staff, and ensure appli-
cation throughout their organizations.

Systems also involve separating tasks and responsi-
bilities by creating compliance officers, internal audi-
tors, nominated officers, compliance committees, and
commercial incentives to meet client due diligence
demands.42

Thereby a check is created on the commercially
driven, preventing these from doing harm to the repu-
tation of the firm but also creating substantial over-
head and increasing costs substantially. All this has
been done for the greater good of preventing money
laundering and terrorist financing.

The extent to which the internal controls system is
formed and guides and controls the processes in a firm
depends on the following issues in most cases:

• Risk assessment of the existing and expected cli-
ent portfolio;

• Risk assessment of the activities of the firm, areas
of practice geographically or economically;

• The complexity and scale of the transactions per-
formed by the firm;

• The size of the firm;

• The skill or educational level of personnel in the
firm;

• The level of personnel allowed discretion in cli-
ent acceptance, client dealings, and transactions;
and

• Whether and to what extent client due diligence
activities are outsourced.

The client due diligence system should ensure that
at all times the demands imposed by the 3AML Di-
rective and related directives, national laws, and regu-
lations (do not forget the sanction and freeze lists!)
are fulfilled. The systems should therefore settle
amongst others:

• When client due diligence is performed;

• What information should be laid down in the cli-
ent due diligence;

• How this information can be verified;

• What level of client due diligence is applied and
when (under what circumstances);

• When and how often existing client due diligence
files are reviewed;

42 Such are widely used to address the problems arising from
the inability to charge time on a client that is not formally ac-
cepted and granted a client identification number.
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• Who signs off on client due diligence files;

• Who has access to client due diligence files;

• Where and how long (minimum five years) you
keep the client due diligence files;

• Who accepts clients and when;

• When servicing of the client can start;

• How ongoing transactions and activities in client
files are monitored; and

• How training of staff is organized and secured.

Not all firms are large enough to carry the burden
of all related overhead or have the staff to divide and
separate tasks. Solutions found are outsourcing of all
client due diligence and anti-money-laundering re-
lated activities to specialized compliance agents or us-
ing shared service centers (offering compliance offic-
ers, committees, internal auditors) with other small
firms. Whatever measures have been taken, the final
responsibility for complying with all client due dili-
gence and anti-money-laundering regulations remains
with the firm and its partners.

The real challenge in designing a system is to main-
tain a proper balance between risk-averse behavior (in
the form of ‘‘tick the box,’’ always demanding the
maximum attainable information, or saying ‘‘no’’ to a
client) and commercial agility and flexibility (in the
form of avoiding, mending, and bending procedures
opportunistically, ignoring disturbing facts and cir-
cumstances, taking the easy way at all times, and fol-
lowing a minimal approach on client due diligence).

Parallel Processing or Process
Alignment

When applying anti-money-laundering in practice,
the question of due diligence procedures can be raised
when entering into a business relationship. The prin-
ciple is that client due diligence is required prior to
establishing a business relationship and/or carrying
out an occasional transaction. Suppose one of your
professional contacts has referred one of his clients to
you. You do the normal conflict checks and have an
introductory meeting with this person. Parallel pro-
cessing then requires you to identify him and verify
this by making a copy of his passport. Following this
meeting, you send the client a short note on the meet-
ing. Should you not be formally engaged but still
charge for this, then you might be speaking of having
entered into a business relationship despite the lack of
continuity. Should you charge your professional con-
tact, then that person is the client but the person you
met with could be the ultimate beneficial owner. In ei-
ther event, you will need to identify that person and

verify his identity without entering into a direct busi-
ness relationship. Does this mean that as soon as you
have the intention to charge for your services, either
directly or indirectly, you enter into a business rela-
tionship requiring client due diligence? In practice,
the costs and administrative burden of setting up a cli-
ent due diligence file may prevent you from charging
anything and thus establishing a business relationship
during this investigative period. This may not be cor-
rect, but it is still very practical.

Parallel processing as referred to above refers to the
situation whereby you already start acting for a client,
even when not all demands on client due diligence
have been fulfilled, while parallel to these actions you
complete the client due diligence procedure. This is,
of course, skating on thin ice. A risk-based approach
should be applied here. Depending on your risk as-
sessment, you should either be very strict or flexible.
In the Dutch corporate services practice, parallel pro-
cessing is applied whereby the basic principle is that
the identity of the ultimate beneficial owner should at
all times be known prior to undertaking any prepara-
tory actions. Identification and verification of the ulti-
mate beneficial owner’s identity and his source of
wealth and goals, motivation, and purpose of the
structure should be done prior to actually completing
any structure or transaction. Without this nuance, it
would be impossible to operate. For you as a profes-
sional, this may be less of an issue as you are in-
volved earlier in the process when time constraints
and secrecy are less of an issue.43

Parallel processing may also be required in cases
where other regulatory constraints do not allow the ul-
timate beneficial owner to give full clarity on the in-
tentions, goals, and motivations. Most commonly, this
situation occurs when insider trading regulations and
corporate governance demands require the circle of
persons fully informed to be as small as possible. In
these cases, a risk assessment should determine
whether it is acceptable to the professional and corpo-
rate services supplier to operate to some extent in the
dark.

The 3AML Directive and rules and regulations
based thereon do not actually permit or forbid paral-
lel processing. The express introduction of a risk-
based approach in these circumstances apparently was
one step too far. Yet, in practice, it can be unavoid-
able to use parallel processing in order to avoid con-
flict with other regulations guarding the integrity of
the legal and financial system.

43 Actually, Dutch legislation will allow this. It states that veri-
fication can be performed while the business relationship is being
established, provided this is done for reasons of not disturbing the
servicing of the client and provided there is little risk of money
laundering or terrorist financing. Article 4 Wet ter voorkoming van
witwassen en fianciering van terrorisme.
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Process alignment in this case refers to the situation
where things are done one step at a time and in per-
fect order. When the risk assessment does not allow
for parallel processing, process alignment should be
followed. This is, of course, a commercial challenge
and can easily result in conflicting situations where a
transaction or completion is stalled due to formal de-
mands. Not every client is understanding in these situ-
ations.

Money Laundering Warning Signs
As money launderers are said to be extremely inno-

vative, no list of warning signs can ever be complete
or up to date. As with the virus-checker on your com-
puter, you have to update it constantly.

One problem is, however, that the information on
money laundering is not freely shared and actively
distributed by government agencies and compliance
departments to you, the gatekeepers in the system. As
a result, a large disparity exists between the informa-
tion available to governments and the information
available to professionals. The absence of any mecha-
nism allowing for the exchange of information from
governments to the professional advisor other than
sanction lists means that the professional is not com-
pensated for his efforts to any extent by receiving use-
ful intelligence from supervisory bodies in the gov-
ernment. It is only after his reputation has been sul-
lied that the professional may discover that he did not
know enough or find enough information on a client
— information that was known contemporaneously
by supervisory bodies in government. Of course, if all
information were freely exchanged by supervisory
bodies, suspicious fact patterns would become com-
mon knowledge and could lead to witch hunts caus-
ing many innocent victims. Clearly, some form of bal-
ance is required.

In the absence of government information on spe-
cific persons, the following is an incomplete list of
warning signs of the existence of money laundering,
as identified in professional literature and practice:

• Excessively secretive clients;

• Instructions that are unusual, either because they
are outside your area of expertise or because they
are unusual in your area of expertise;

• Changing instructions, where the changes are not
expected and are not justified by predictable com-
mercial, financial, legal, or tax changes in the ac-
tual situation of the client as initially portrayed to
you;

• Disputes settled too easily;

• Loss-making transactions;

• Cash payments;

• Use of client accounts;

• Sudden unpredicted payments and transfers to
your client accounts;

• Transactions in or involving persons from suspect
territories;

• Use of trusts without disclosure of beneficiaries;

• Use of unregistered charities;

• Use of proxies and attorneys;

• Multiple transactions involving a high-value good
at different prices between different parties (A-
B-C transactions);

• Use of offshore companies;

• Use of complex international structures;

• Use of territories applying bank secrecy laws;

• Use of funds derived from unregulated third par-
ties;

• Unusual valuations of high- or low-value goods
and real estate;

• Back-to-back financing;

• Re-invoicing and/or fictitious sales and pur-
chases;

• Use of correspondent banks from doubtful territo-
ries in a transaction;

• Cash-based real estate transactions;

• Quick and considerable gains on transfers of as-
sets or financial products;

• Gradually changing profile of counterparties in
subsequent transactions;

• Gradually increasing transactions lacking an ap-
parent commercial reason (no profits);

• A consistent flow of smaller incoming amounts
followed by large transactions of accumulated
funds;

• Any use of bearer documents (shares, certificates,
bonds, CDs, LCs);

• Inconsistencies in accounting treatment between
companies in a group structure;

• Introduction of foreign territories in a transaction
for no apparent reason;

• Complex transfers of goods;

• Use of special purpose vehicles;

• Use of bankruptcy remote vehicles (foundations,
stiftungs, trusts);

• Use of travelers’ checks;
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• The person referring the business to you is not
known to you;

• The client is coming to you without proper intro-
duction; and

• The client is coming to you on a Friday afternoon.

Please be aware of the warning in the money laun-
dering report issued by the Utrecht School of Eco-
nomics: ‘‘Money launderers have no tattoos but wear
ties.’’ The inevitable conclusion is that you have to
use your common sense at all times, ignore nothing,
show awareness, be proactive in raising questions and
demanding when reviewing documents, and apply a
healthy amount of skepticism in respect of any client
or transaction.

Conclusion
It has not been possible to deal with every aspect

of anti-money-laundering in this section. Tipping off,
making a disclosure, legal professional privilege, and
professional liability are dealt with separately. Each
country will eventually have its own enforcement sys-
tem, so we did not deal with that.

Though there are common denominators in the
form of the EU Directives, FATF recommendations,
and UN-based regulations, each country will fill in the
several elements of anti-money laundering rules dif-
ferently. Most likely, different risk-based approaches
will occur. Some systems will be more formal, other
more principles-based. Definitions of the ultimate
beneficial owner, client, and representative are already
different and have already caused confusion inside
one territory between different professional groups
such as banks, legal professionals, and corporate ser-
vice suppliers.

The risk-based approach translates into a tendency
to make extra checks. In larger organizations, the
‘‘CYA’’ 44 approach will no doubt occur, increasing
the transaction costs of any movement in goods, as-
sets, and financial means in the society. Studies on the
actual benefits (decrease in crime, decrease in
‘‘black’’ money, and decrease in tax fraud) of all anti-
money-laundering measures are difficult to find, as are
actual cost-benefit studies. As prevention of crime and
reduction of money laundering cannot be measured,
the benefit side of the equation cannot be filled in.45

The study issued by the Utrecht School of Economics

still suggests that the economic cost of crime involved
in money laundering in the long run is higher than the
economic cost of compliance with anti-money-
laundering procedures. It is hoped that the economic
difference and the social benefits are actually big
enough to justify the effort put into anti-money-
laundering. However, no current study empirically
measures whether the increased transparency and the
resulting decrease in commercial confidentiality is
compensated by a substantial decrease in crime and
extra safety measures from the government.

Consider that, as a result of all these laws and regu-
lations, you, a professional working in an interna-
tional environment, have to present certified copies of
your passport to numerous persons, authorities, etc.
All your personal data can be found on those copies.
Whenever somebody would abuse that data, no com-
pensation could be found anywhere except possibly
with the perpetrator of the abuse. The damage to your
reputation may, however, not be compensated in any
way. The thought of it does not enhance my sense of
security.

The benefit for the professional and for the corpo-
rate services supplier is that it has become easier to
deny access to the unwanted, be it clients or transac-
tions. Moreover, in the unfortunate event that you are
involved in a fraudulent scheme of some kind, you
can at least show that you have done what can reason-
ably be done to prevent such involvement and even
perhaps prevent such crime.

A VIEW FROM THE UNITED STATES
by Stanley C. Ruchelman, Esq.
The Ruchelman Law Firm
New York, N.Y.

Introduction
As the end of the first decade of this millennium

comes into view, tax advisors have become concerned
with responsibilities to persons other than clients. In
the United States standards of practice are being
raised and civil and criminal penalties can be imposed
that place the tax advisor in jeopardy if he or she fails
to heed responsibilities that were unknown during
most of the 20th century.

The advisor has responsibilities to the Internal Rev-
enue Service, which has an interest in regulating the

44 CYA is a coarse but brief description of the attitude portrayed
in larger organizations where priority is given to diminishing
one’s own responsibility at the cost of burdening the organization
with additional procedures, sign-offs, advices, internal approvals,
etc.

45 In answer to parliamentary questions, a government report on

Dutch anti-money-laundering law states that 172,865 money laun-
dering reports were made in 2006, of which 34,531 were consid-
ered suspect. Actual cases were only 835 and at the date of writ-
ing of the report only 363 cases went to court — a fine result of
0.21% of all reports at a cost of an estimated EUR 231.6 million
for banks in the Netherlands alone.
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practice of persons providing advice to taxpayers. If
the advisor proposes a plan that fails to follow those
standards, a client’s tax return preparers may disclose
the inherent risk in the plan at the time a tax return is
prepared, which ultimately can lead to further exami-
nations by the IRS. The U.S. tax advisor may find that
he has responsibilities to a foreign government that
has an interest in collecting revenue from persons
within its tax jurisdiction. If the advisor’s clients fol-
low a plan that is viewed to result in the evasion of
foreign taxes, violation of that responsibility could en-
compass technical violations of U.S. criminal law —
not tax law. Criminal laws are enforced by the Justice
Department or the U.S. Attorney for a particular fed-
eral district.

In a kinder and gentler world, tax advisors could
advise clients with the expectation that all advice
given would remain confidential or would be re-
viewed in the context of the four corners of the docu-
ment in which the advice was embodied. Today, that
expectation is unwarranted. Even in a non-tax shelter
matter, third parties have interests in the advice that is
given to a client and the risks that a client may be
willing to take regarding U.S. and foreign tax law. Ad-
visors who ignore those interests do so only at their
peril. This section will comment on several ways in
which the interests of third parties affect the outside
tax advisor in the United States when advising the cli-
ent.

Factual Context
To illustrate the way in which the advisor’s rela-

tionship has changed, a brief fact pattern, based on a
Tax Court decision in 1996, will be helpful. The case
is InverWorld Inc. v. Comr.46 The case is wonderfully
complex and the technical issue is beyond the scope
of this article. However, in brief, this is what was in-
volved:

LTD was an investment management and financial
services company organized pursuant to the laws of
the Cayman Islands. LTD owned all the shares of
HOLDINGS, a U.S. corporation, which in turn owned
all the shares of another U.S. corporation identified as
INC. INC was registered with the SEC as an invest-
ment advisor pursuant to §203 of the Investment Ad-
visors Act of 1940.

LTD was created by the owners of a securities bro-
kerage firm that was registered in Mexico and head-
quartered in Mexico City. The owners of LTD man-
aged a diverse group of financial services companies.
At the time, wealthy Mexicans sought opportunities
outside Mexico for investments that were considered

safer than domestic investment opportunities. In re-
sponse to the capital flight, the Mexican government
placed restrictions on the operations of Mexican fi-
nancial institutions and closed its borders to non-
Mexican financial institutions. This culminated in the
imposition of exchange controls by presidential de-
cree and the nationalization of the country’s private
banks. No Mexican-chartered bank or financial insti-
tution was permitted to handle foreign-currency-
denominated accounts.

INC was engaged by LTD to provide back room
services, investment advice, and to manage the port-
folio maintained on behalf of LTD’s clients on a fully
discretionary basis. Copies of LTD’s client records
were retained at the office of INC in San Antonio,
Texas. These included transactional documents (i.e.,
statements of account, brokerage account numbers,
and the like) and a correspondence file. LTD’s client
clearing account was maintained in the United States.
In addition, INC prepared the periodic statements for
clients of LTD. These statements were then provided
by INC directly to account representatives in Mexico.

The intercompany agreement was executed on be-
half of LTD by legal counsel in the U.S. An officer of
INC executed the agreement on its behalf. In return
for the services, INC was paid a monthly fee. These
fees represented in excess of 90% of the revenue de-
rived each year by INC.

In some instances, the customers of LTD’s affiliates
in Mexico were directed to LTD for investments that
could not be placed in Mexico. The customers met
with officers of INC in San Antonio. In other in-
stances, orders were placed directly with INC acting
on behalf of LTD. In broad terms, the following dia-
gram describes the flow of the transactions:

LTD never filed any U.S. tax returns or information
statements with regard to clients investing in the
United States. It was of the view that, except for the
activities of INC, its business was carried on outside
the United States. It viewed INC as an independent
contractor who was paid an arm’s-length fee for per-46 T.C. Memo 1996-301.
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forming certain back room activities, rendering in-
vestment advice, and for executing trades in securities
markets. Thus, LTD believed that it was not engaged
in a trade or business in the United States and had no
effectively connected income.

The IRS determined that LTD was engaged in a
U.S. trade or business and that most of its income was
derived from sources in the United States. The IRS
sought to impose income tax and branch profits tax or,
depending on the year, dividend withholding tax. It
asserted taxes, penalties, and interest.

The IRS won a resounding victory on the issues.
That is beyond the scope of this article. We are con-
cerned only with the penalties that were asserted on
the taxpayer, the defense raised by the taxpayer, and
the way in which the company’s tax advisors ad-
dressed the issues at the time business was conducted.

At trial, LTD argued that penalties should not be
imposed because legal counsel advised the company
that it was not engaged in a U.S. trade or business. It
argued that it retained one of the large international
accounting firms and a well-known law firm in New
York with an excellent reputation in advising foreign
investors in the United States. Both had full knowl-
edge of the facts; indeed, the lead attorney drafted the
intercompany services agreement and executed that
agreement on behalf of LTD. It was asserted that these
facts should have been sufficient to demonstrate rea-
sonable cause for the failure to file tax returns under
a case that stated:

When a corporate taxpayer selects a compe-
tent tax expert, supplies him with all neces-
sary information, and requests him to prepare
proper tax returns, we think the taxpayer has
done all that ordinary business care and pru-
dence can reasonably demand.47

Unfortunately, the Tax Court determined that nei-
ther the law firm nor the accounting firm actually ad-
dressed all the issues involved when a foreign corpo-
ration appoints a services company in the United
States to carry on activities. Here is what it found:

The record contains one letter, dated Decem-
ber 18, 1984, in which [the attorney] writes
‘‘in response’’ to [the accounting firm]’s ques-
tions as to whether LTD ‘‘is subject to United
States income tax.’’ [The attorney] concludes
that LTD ‘‘is not subject to United States tax
other than on any ‘fixed or determinable an-
nual or periodical’ United States source in-
come that it may receive.’’ In his letter, [the

attorney] does not address the issue of
whether LTD must file a U.S. income tax re-
turn.

Similarly, [the accounting firm]’s work papers
do not address the issue of whether LTD must
file a U.S. income tax return. In its work pa-
pers for taxable years ended June 30, 1984,
1985, 1986, 1987, and 1989, [the accounting
firm] refers to section 8 of petitioners’ perma-
nent file to support its conclusion that peti-
tioners have no U.S. tax liability. That section
of the permanent file contained [the
attorney]’s letter to [the accounting firm]
dated December 18, 1984, and * * * [an] in-
ternal memorandum dated August 28, 1985, *
* * [stating] that [the accounting firm]’s tax
analysis of LTD in the 1984 and 1985 finan-
cial statements is ‘‘appropriate’’ based on a
discussion with * * * [the client and an
internal] analysis. [The accounting firm]’s fi-
nancial statements for petitioners conclude
that LTD ‘‘is not subject to U.S. federal or
state taxes on income as it has no offices in
the United States, no U.S. source income, and
no income effectively connected with the con-
duct of a U.S. trade or business.’’ [Footnotes
omitted.]

Clearly, to the extent that the advisors to LTD pro-
vided any analysis, it was limited to a regurgitation of
the plain meaning of Code §§864 and 1441. It is safe
to say that the advisors evidenced relatively little sen-
sitivity to facts that might have been inconvenient for
the client’s position and had no concern whatsoever
for the basic business model of LTD, which was the
funneling of Mexican money into U.S. dollar-based
investments, contrary to Mexican currency law and
outside compliance with Mexican tax law.

If the New York law firm or the major accounting
firm were retained today, the issues that each would
likely consider to be relevant would be far different;
the concerns of stakeholders would have to be taken
into account even if those concerns would conflict
with the goals of the client.

Pasquantino and the Incidence of
Wire Fraud

Although not generally thought of as a subject in a
law school corporate tax course, the application of the
wire fraud statute to a cross-border planning transac-
tion should now be evaluated whenever a cross-border
client takes steps to prevent a foreign country from
collecting tax in connection with a particular transac-47 Haywood Lumber & Mining Co. v. Comr., 178 F.2d 769, 771

(2d Cir. 1950), modifying 12 T.C. 735 (1949).
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tion. Under the holding in Pasquantino,48 the federal
government has established itself as a stakeholder
with respect to the business morals of the population
in relation to a foreign government’s right not to be
‘‘cheated’’ out of taxes due. Tax advisors that assist
clients in those matters may discover that the concept
of money laundering is relatively broad in its applica-
tion. The operative concept on a go-forward basis
might revolve around the practical meaning of the
term ‘‘cheated.’’

The U.S. wire fraud statute 49 provides as follows:

Whoever, having devised or intending to de-
vise any scheme or artifice to defraud, or for
obtaining money or property by means of
false or fraudulent pretenses, representations,
or promises, transmits or causes to be trans-
mitted by means of wire, radio, or television
communication in interstate or foreign com-
merce, any writings, signs, signals, pictures,
or sounds for the purpose of executing such
scheme or artifice, shall be fined under this
title or imprisoned not more than 20 years, or
both. If the violation affects a financial insti-
tution, such person shall be fined not more
than $1,000,000 or imprisoned not more than
30 years, or both.

Pasquantino involves an attempt to deny the Cana-
dian government of its rightful excise taxes on alco-
holic beverages. The case involved New York resi-
dents who engaged in smuggling operations across the
Canadian border. The plan for smuggling was simple.
Periodically, the defendants would call a discount li-
quor shop in Maryland and order liquor at a relatively
low price. One of the defendants would then drive to
Maryland, purchase the liquor, and drive back to New
York. Thereafter, he would cross the border into
Canada.

The defendant was convicted of wire fraud because
of the use of interstate telephone lines. The conviction
initially was reversed by the Fourth Circuit, then rein-
stated by an en banc panel of the Fourth Circuit, and
finally was affirmed by the Supreme Court of the
United States. While much of the Supreme Court’s
discussion addresses the viability and scope of a legal
doctrine known as ‘‘the revenue rule,’’ which prevents
courts from enforcing tax laws of other countries, the
more sweeping part of the decision is the finding that
Canada had a valuable property right in the form of
its entitlement to collect taxes.

The Supreme Court concluded that the defendant
participated in a scheme or artifice to defraud and the

object of the fraud was money or property in the
hands of the victim, here, the Canadian government.
These are the basic elements of the crime that must
exist in order for the jury to convict. The Court found
that they were present in the case. The fact that the
victim of the fraud happened to be the government of
Canada, rather than a private party, did not lesson the
injury. The proscribed activities took place in the
United States and the federal government had an in-
terest in prosecuting the crime. The Court stated:

Petitioners used U.S. interstate wires to ex-
ecute a scheme to defraud a foreign sovereign
of tax revenue. Their offense was complete
the moment they executed the scheme inside
the United States; ‘‘[t]he wire fraud statute
punishes the scheme, not its success.’’ United
States v. Pierce, 224 F. 3d 158, 166 (CA2
2000) (internal quotation marks and brackets
omitted); see Durland, 161 U.S., at 313
(‘‘The significant fact is the intent and pur-
pose’’). This domestic element of petitioners’
conduct is what the government is punishing
in this prosecution, no less than when it pros-
ecutes a scheme to defraud a foreign indi-
vidual or corporation, or a foreign govern-
ment acting as a market participant.

Had Pasquantino been decided prior to the occur-
rence of the underlying facts in InverWorld, would the
advisors have acted differently? Quite likely the an-
swer would be yes.

First, it is not unwarranted to assume that the entire
structure involving LTD in the Cayman Islands and
INC in the United States was not thought up in the
Cayman Islands or Mexico. The plan was likely for-
mulated or approved in the United States and commu-
nicated to InverWorld management from offices in the
United States. Clearly the mail or telephone wires
were used to communicate the plan.

Although the principal goal of the arrangement may
have been to circumvent currency control rules in
Mexico, the plan nonetheless contained a Mexican tax
evasion element, as the income from the investments
was not reported in Mexico by some or all the cus-
tomers of LTD even though the income was likely
taxable under the rules then in effect. Clearly, evasion
was not the locomotive for the plan, but it was an el-
ement. Conceivably, U.S. management of INC would
be in jeopardy under the rationale of Pasquantino. By
setting up the structure and inviting Mexican residents
to utilize the structure for investments, it is not incon-
ceivable for a U.S. Attorney — meaning a federal
prosecutor — to allege, and for a jury to determine,
that every person involved participated in a scheme or
artifice to defraud the Mexican government and the
object of the fraud was its right to collect tax revenue.

48 Pasquantino v. U.S., 544 U.S. 349 (2005).
49 18 USC §1343.
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None of the advisors seemed to ask whether the ar-
rangement assisted Mexicans in avoiding their home
country tax obligations. Rather, the advisors focused
their attention on matters in which they were expert
— the application of U.S. international tax rules to
specific transactions of a Cayman Islands corporation
and its affiliated service company in the United States.
As a result of Pasquantino, such focus is probably in-
appropriate in light of the risks for all who are in-
volved.

Some may argue that the advisors to InverWorld
were merely vendors to management, akin in their
function to an automobile sales person who sells a car
to a new customer intent on robbing a bank and who
is in need of a getaway car. Just as the automobile
sales person is not an aider or abetter to bank robbery,
the advisors to InverWorld should not be co-
conspirators to fraud of the customers of their client.
This analogy goes only so far — the automobile
dealer did not have knowledge of how the automobile
was to be used and could not have the requisite intent.
In comparison, the lawyers and accountants to LTD
and INC presumably knew of the intended function
for LTD and INC in InverWorld’s worldwide business
plan, and acquiesced to that purpose. Even if the ad-
visors were not ‘‘aiders and abetters,’’ the advisors,
unlike the auto dealer, knew of the plan at the time
services were performed and fees received. As will be
seen in the discussion of money laundering below,
those facts may be sufficient to place the advisor and
his firm in jeopardy under the money laundering stat-
utes.

Money Laundering
One noted treatise on the rules addressing white

collar crime in the United States50 begins its section
on money laundering with the following quote from a
presidential commission:

‘‘Money laundering’’ has been defined as ‘‘the
process by which one conceals the existence,
illegal source, or illegal application of in-
come, and then disguises that income to make
it appear legitimate.’’

Although typically thought of as a tool to attack
narcotics traffickers, mobsters, and terrorists attempt-
ing to legitimize the revenue from their activities or
providing funds which are to be used in those activi-
ties, the reach of the money laundering statute in the
United States is broad in scope. It criminalizes every-
day financial transactions that are not subject to crimi-
nal sanctions absent a specific intent.

The money laundering provisions of U.S. law ap-
pear in two sections of Title 18 of the U.S. Code. The
first, §1956, makes it a criminal offense to engage in
a financial transaction with the proceeds of some form
of unlawful activity with the intent, inter alia, of pro-
moting the carrying on of a specified unlawful activ-
ity or of concealing or disguising the nature, the loca-
tion, the source, the ownership, or the control of the
proceeds of specified unlawful activity.

The intent to promote is what gives the section
broad application. While cases are not consistent, sev-
eral U.S. circuit courts of appeal provide that any fi-
nancial activity that involves the proceeds of a crime
violates the statute because the purpose of the crime
is to obtain funds illegally and to benefit from the use
of the funds.51 To place the scope of the provision in
perspective, if the Pasquantino brothers retained a
lawyer to provide tax planning for the investment of
the proceeds of the business involving the smuggling
of whiskey into Canada, the brothers likely would be
guilty of a technical violation of the statute.

The criminal penalty for violating §1956 by engag-
ing in a financial transaction with the proceeds of an
unlawful activity accompanied by the requisite intent
is a fine of not more than $500,000 or twice the value
of the property involved in the transaction, whichever
is greater, or imprisonment for not more than 20
years, or both. A civil penalty is also provided in the
statute. It calls for a $10,000 fine or, if greater, the
amount involved.

The second money laundering provision is §1957
of Title 18 of the U.S. Code. It provides that a techni-
cal violation of the law exists when any person en-
gages in a monetary transaction in criminally derived
property of a value greater than $10,000 where the
money or property is derived from a specified unlaw-
ful activity. This is commonly referred to as the ‘‘re-
ceipt and deposit’’ statute because if the property is
dirty and that fact is known, a technical violation of
the statute may have occurred. In that regard, §1957
differs materially from §1956 because of the absence
of any requirement of intent to promote or conceal. In
addition, knowledge of the precise source of the funds
on the part of the recipient is not relevant if the re-
cipient knew that the funds were derived from some
form of criminal activity or intentionally ignored the
facts.

For the statute to be violated, the transaction must
involve a monetary instrument that affects interstate
or foreign commerce. A monetary instrument is de-
fined as follows:

50 Comisky, Feld & Harris, Money Laundering, Asset Forfei-
ture and Related Topics, §11.01 (6th ed. 2008).

51 U.S. v. Maher, 108 F.3d 1513, 1525–1528 (2d Cir. 1997);
U.S. v. Hill, 167 F.3d 1055 (6th Cir. 1999), cert. denied, 528 U.S.
872 (1999); U.S. v. Montoya, 945 F.2d 1068, 1076 (9th Cir. 1991).
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[T]he deposit, withdrawal, transfer, or ex-
change, in or affecting interstate or foreign
commerce, of funds or a monetary instrument
* * * by, through, or to a financial institution
* * *, but such term does not include any
transaction necessary to preserve a person’s
right to representation as guaranteed by the
sixth amendment to the Constitution.

The criminal penalty for violating §1957 is up to 10
years in prison and a fine of $250,000, or, if greater,
twice the amount involved in the monetary transac-
tions. A civil penalty is also provided in the amount
of $10,000,52 or, if greater, the amount involved.

To place the scope of the provision in perspective,
the tax lawyer providing tax advice to the Pasquantino
brothers involving investments of the profits of their
business may risk being guilty of a technical violation
of the statute when he deposits the resulting retainer
or fee in his firm’s bank account. This presumes, of
course, that he has knowledge that the Pasquantino
brothers are engaged in some form of criminal activ-
ity that is used to fund their lifestyle. Again, the level
of knowledge required to sustain a conviction is not
that the attorney knew the wire fraud statutes in the
United States had been violated. The standard is that
some unlawful activity has occurred that could be
used to fund expenditures.

As seen in the foregoing excerpt of the statutory
language, an exception exists in §1957 that allows a
criminal defendant to fund his right to counsel in a
criminal trial. However, in the circumstances of the
lawyer in the above example, the matter giving rise to
the fee relates to tax planning, a noncriminal matter.
Legal fees for noncriminal matters are not covered by
the exception.

In addition to the penalties that are provided in
§§1956 and 1957, civil or criminal forfeiture provi-
sions are also applicable under §§981 and 982 of Title
18 of the U.S. Code. Civil forfeiture applies to any
property involved in a money laundering transaction
and any property traceable to that property. In crimi-
nal forfeiture proceedings, the forfeiture reaches other
assets of the defendant — so called ‘‘substitute as-
sets’’ — when the laundered assets have been dis-
posed of or are otherwise unavailable.

For the tax advisor caught in this bind, the sting of
the penalty or the forfeiture is worsened by §162(f) of
the U.S. Internal Revenue Code (Title 26 of the U.S.
Code). Under that provision, a business expense de-
duction is not allowed for any fine or similar penalty
paid to a government for the violation of any law.

While that provision may not apply to court-ordered
restitution payments under which the proceeds of
fraud are returned to the victim,53 forfeiture to the
government is not restitution even though it results in
a loss.

In sum, a money laundering offense is a real threat
for an advisor whose plan assists a client in the viola-
tion of a foreign tax law, once it is realized that use of
interstate or foreign means of communication used by
the client assists in defrauding a foreign government
of its rightful tax payment. In such case, the tax advi-
sor may not have ‘‘aided or abetted’’ the crime, but he
received the proceeds of an activity that was known
or that should have been known to be criminal in the
United States. When the proceeds are received in a
‘‘plain vanilla’’ commercial transaction, the lawyer is
at risk. The U.S. Attorney need prove only that: (1) a
financial transaction took place; and (2) the transac-
tion involved ‘‘dirty money.’’

Circular 230
Circular 230 establishes rules governing the recog-

nition of attorneys, certified public accountants, en-
rolled agents, and other persons representing taxpay-
ers before the IRS. It includes rules relating to the au-
thority to practice, prescribes the duties and
restrictions relating to such practice, and sanctions the
disciplinary proceedings for violating the rules. A
practitioner may be suspended or disbarred from prac-
tice before the IRS. Where that occurs, others may
not, knowingly and directly or indirectly, accept assis-
tance from or assist that person in any matter consti-
tuting practice before the IRS.

Section 10.35 of Circular 230 addresses covered
opinions. In pertinent part, it provides that attorneys
and accountants who prepare a covered opinion must
comply with the standards of practice set forth in that
section. Section 10.36 of Circular 230 imposes obli-
gations on those persons who have principal authority
and responsibility for overseeing a firm’s tax practice.
Management of the tax function must take reasonable
steps to ensure that the firm has adequate procedures
in effect for all members, associates, and employees
to comply with the standards of §10.35. Moreover,
management of the tax function is subject to disci-
pline for failing to comply with this requirement
through willfulness, recklessness, or gross incompe-
tence where members of the firm violate the standards
of §10.35. Discipline is also possible if management
of the tax function fails to correct the problem once it
becomes known or once it should have become
known.

52 The civil penalty appears through a cross-reference from
§1956(b).

53 Stephens v. Comr., 905 F.2d 667 (2nd Cir. 1990), rev’g 93
T.C. 108 (1989).
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We focus on only a small part of covered opinions
— reliance opinions. A reliance opinion must relate to
an entity, plan, or arrangement for which the avoid-
ance or evasion of any tax imposed by the Internal
Revenue Code is a significant purpose. Written advice
is categorized as a reliance opinion if the advice con-
cludes at a confidence level of at least more-likely-
than-not that one or more significant federal tax issues
can be resolved in the taxpayer’s favor. Excluding tax
shelters, written advice is not treated as a reliance
opinion if the practitioner prominently discloses in the
written advice that it was not intended or written by
the practitioner to be used, and that it cannot be used
by the taxpayer, for the purpose of avoiding penalties
that may be imposed on the taxpayer. To be promi-
nently disclosed, at a minimum, an item must be set
forth in a separate section (and not in a footnote) in a
typeface that is the same size or larger than the type-
face of any discussion of the facts or law in the writ-
ten advice.

Section 10.35 establishes standards for covered
opinions. In some respects, the standards could be
analogized to legal research and writing courses that
are mandatory in law school. For example:

• Reasonable efforts must be made to identify and
ascertain the facts and to determine which facts
are relevant. The opinion must identify and con-
sider all facts determined to be relevant.

• The opinion must not be based on any unreason-
able factual assumptions, such as an amorphous,
unnamed business purpose or projections pre-
pared by an unskilled person.

• The opinion must not be based on any unreason-
able factual representations, statements, or find-
ings of the taxpayer or any other person.

• The opinion must relate the applicable law (in-
cluding potentially applicable judicial doctrines)
to the relevant facts.

• The opinion must not contain internally inconsis-
tent legal analyses or conclusions.

• The opinion generally must consider all signifi-
cant federal tax issues.

• The opinion must provide a conclusion as to the
likelihood that the taxpayer will prevail on the
merits with respect to each significant federal tax
issue considered. If a conclusion cannot be given,
the opinion must so state.

• The opinion must describe the reasons for the
conclusions, including the facts and the legal
analysis.

• The opinion must not take into account the possi-
bility that a tax return will not be audited, that an

issue will not be raised on audit, or that an issue
will be resolved through settlement.

• The opinion must provide an overall conclusion
and the reasons in support thereof.

• If the opinion is a limited scope opinion, less than
all of the significant federal tax issues may be ad-
dressed, provided that the taxpayer’s potential re-
liance on the opinion for purposes of avoiding
penalties is limited to the federal tax issue(s) ad-
dressed.

In InverWorld, LTD argued that it relied on the
opinion of recognized experts in determining that no
tax returns had to be filed because no effectively con-
nected income existed. In that regard, the New York
law firm provided a one-page letter written in 1984
that conveyed no reasoning, but concluded that only
items of fixed and determinable income were taxable.
The letter was replicated in the accounting firm’s per-
manent file each year.

Were Circular 230, as it currently exists, in exist-
ence in 1984, it is likely that the law firm and the ac-
counting firm would have acted differently.

First, all communication from the law firm to the
client or the accountants other than reasoned opinion
letters would have been crafted to avoid being catego-
rized as reliance opinions. Hence, that correspondence
would have contained the now universal disclaimer of
law firms and accounting firms: ‘‘This communication
is not intended or written to be used, and it cannot be
used, by the taxpayer for the purpose of avoiding pen-
alties that may be imposed on the taxpayer.’’ The dis-
claimer is so widely accepted that it is often found on
e-mail messages from non-U.S. firms that render no
U.S. tax advice whatsoever.

Second, assuming that the client needed the letter in
order to respond to an inquiry of its accountants as to
the exposure of LTD to U.S. tax, the one-page letter
would have been expanded to address all issues ad-
dressed in the Tax Court opinion. The Tax Court opin-
ion rambled over approximately 90 pages, addressing
various sections of the Internal Revenue Code, from
§482, to §§871 and 881, to §861, to §864, to §1441,
and then to the penalty sections of the Code, §§6651,
6653, 6655, and 6656. Presumably, any written tax
advice short of a limited opinion — which would not
have been appropriate here in light of the scope of the
question posed — would have addressed these issues
as well. Today, the opinion letter would have ad-
dressed the following issues, at a minimum:

• Did LTD have economic substance?

• Did it have an office outside the United States at
which activity was conducted?

• Did it have an office inside the United States?
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• Was INC an independent agent?

• What was LTD’s trade or business?

• Did LTD make loans to the public?

• Did it have effectively connected income?

• Was it the payor of interest to foreign persons?

• Was it exposed as a withholding agent?

Finally, the accounting firm would likely not have
accepted a one-page letter from a New York law firm,
no matter how prominent the law firm. See the discus-
sion below regarding preparers’ penalties and Code
§6694.

Interestingly, if Circular 230 as it currently exists
were in existence at that time, the client might have
had a better opportunity of avoiding penalties. In
many respects, InverWorld extended the law in ways
that some advisors believe is not supportable. For ex-
ample, the court concluded that an agent that serviced
only one principal is a dependent agent in principal
part because it serviced only one client.54 However,
the income tax regulations that were in issue clearly
state that such fact should not necessarily be determi-
native.55 Presumably, the taxpayer’s positions with re-
spect to some or all of the issues that were decided
against the taxpayer were justifiable in light of the
practice at the time and a covered opinion would have
addressed those issues.

Section 6694 — Tax Return Preparers’
Penalty

While Circular 230 establishes standards of con-
duct for persons who practice before the IRS, §6694
of the U.S. Internal Revenue Code imposes penalties
for tax return preparers who prepare returns in which
there is an understatement of liability reported by the
taxpayer. In general, the penalties established in
§6694 are integrated with the standards in Circular
230.

Prior to its amendment in 2007, the penalty under
§6694(a) imposed a first-tier penalty of $250 if all of
the following three circumstances existed with regard
to a tax return reporting an understatement of liability.
The first was that a part of an understatement of liabil-
ity with respect to any return or claim for refund was
due to a position for which there was not a realistic
possibility of being sustained on its merits. The sec-
ond was that the income tax return preparer knew or
reasonably should have known of the unrealistic posi-
tion. The third was that the unrealistic position was
not disclosed or was frivolous.

In addition, §6694(b) imposed a second-tier penalty
of $1,000 if either of the following two circumstances
existed with regard to a tax return reporting an under-
statement of liability. The first was that the understate-
ment in whole or in part reflected a willful attempt by
the income tax return preparer to understate the tax li-
ability. The second was that the understatement in
whole or in part reflected a reckless or intentional dis-
regard of rules or regulations by the preparer.

The Small Business and Work Opportunity Tax Act
of 2007 (the ‘‘Act’’)56 made several extremely impor-
tant amendments to these provisions. Regarding the
penalty under §6694(a), the Act changed the standard
that must be met to avoid a penalty for undisclosed
positions. The ‘‘realistic possibility’’ standard of prior
law has been replaced with a requirement that there
must be a ‘‘reasonable belief’’ that the tax treatment
of the position would more likely than not be sus-
tained on its merits. The Act also changed the stan-
dard that must be met to avoid a penalty for disclosed
positions. The ‘‘nonfrivolous’’ standard of prior law
has been replaced with a requirement that there must
be a ‘‘reasonable basis’’ for the tax treatment of the
position.

A tax return preparer is considered to reasonably
believe that the tax treatment of an item is more likely
than not the proper tax treatment if — without taking
into account the possibility that the tax return will not
be audited, or that an issue will not be raised on au-
dit, or that an issue will be settled — the tax return
preparer analyzes the pertinent facts and authorities

54 The court stated as follows in part A.2 of its opinion:

The record shows that INC had few clients other than
LTD and LTD’s clients. The services that INC per-
formed were almost exclusively for LTD, such as book-
keeping, effecting trades in securities, generating client
statements, and effecting currency exchange transac-
tions. The percentage of INC’s gross revenues derived
from LTD were as follows: 94.1 percent in 1985, 99.1
percent in 1986, 91.8 percent in 1987, 94.0 percent in
1988, and 95.8 percent in 1989. Moreover, the record
does not establish that INC marketed its services to cli-
ents on its own. Based on the record in the instant case,
we conclude that INC was not an ‘‘independent agent’’
within the meaning of section 1.864-7(d)(3), Income
Tax Regs. Consequently, we hold that LTD did not en-
gage in trading in stocks or securities through an inde-
pendent agent within the meaning of section
864(b)(2)(A)(i).

55 Regs. §1.864-7(d)(3)(iii) provides as follows:

Where an agent who is otherwise an independent agent
within the meaning of subdivision (i) of this subpara-
graph acts in such capacity exclusively, or almost exclu-
sively, for one principal who is a nonresident alien indi-
vidual or a foreign corporation, the facts and circum-
stances of a particular case shall be taken into account
in determining whether the agent, while acting in that
capacity, may be classified as an independent agent. 56 P.L. 110-28, 121 Stat. 190.
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and, in reliance upon that analysis, reasonably con-
cludes in good faith that there is a greater than 50%
likelihood that the tax treatment of the item will be
upheld if challenged by the IRS.57

In addition, the Act significantly increases the pen-
alties. For a violation of §6694(a), the penalty is
$1,000, or, if greater, 50% of the fee derived from the
preparation of the return. For a violation of §6694(b),
the penalty is $5,000, or, if greater, 50% of the fee de-
rived from the preparation of the return.

At the end of last year the IRS issued interim guid-
ance on §6694 in the form of several notices.58 Pro-
posed regulations under §6694 were issued on June
16, 2008.59

Conclusion
Tax advisors in the 21st century practice in a world

where parties other than clients have an interest in the
advice that is given to clients. As a result, duties to
clients must be measured against the advisor’s respon-
sibilities to third parties, such as the following:

• The Justice Department and U.S. Attorneys in
federal districts across the country, who have in-
terests in prosecuting crimes that on certain levels
do not involve the United States, and who some-
times target third party ‘‘gate keepers’’ that pro-
vide goods and services to those who commit cer-
tain crimes;

• The IRS in its role of providing professional gov-
ernance to those who practice before it; and

• The client’s tax return preparers who are con-
cerned with preparers’ penalties for plans other
than those that are more likely than not to suc-
ceed.

In this environment, it is no wonder that the advi-
sor’s relation with clients has come under pressure in
the United States. Tax advisors are often viewed to be
‘‘gate keepers’’ for their clients. Stakeholders around
the world understand that pressure can be applied to
recalcitrant taxpayers by applying pressure to advi-
sors. The net effect of that pressure is enhanced com-
pliance with standards imposed by outsiders that limit

the attorney-client relationship. Pasquantino, the
money laundering rules in the United States, Circular
230, and the return preparers’ penalties share a com-
mon goal — to incentivize the advisor to step back
from the client and to pay attention to the interests of
a broader community.

Appendix
Code of Conduct for Tax Authorities,

Taxpayers and Tax Advisors
(Source: http://www.estv.admin.ch/e/

dokumentation/grundlagen/dok/
code_of_conduct.pdf)

1. General Guidelines

• Separate personal from factual and legal issues

• Focus on interests rather than taking positions

• Be independent as far as judgment and actions
are concerned

• Aim at an open and unbiased dialogue

2. Rules as to Psychology and Good Behavior
(a) Treat your counterparts respectfully as being

fair and trustworthy

• Maintain a climate of trust between the tax ad-
ministration and the tax advisors, thus avoiding
arrogant or antagonistic behaviour on either side;
avoid any favoritism

• Look for a clear division of work between the tax
administration and the tax advisors, and avoid any
conflicts of interest

• Be even handed: disclose your objectives and
avoid any hidden agenda; look for open, accurate
and transparent communication as to the facts and
the law

• Thorough preparation on both sides allows for
competent discussions on the interpretation and
the application of the tax laws

• Be proportionate and efficient: do not unnecessar-
ily use the resources of the tax administration
(meetings should be arranged only when neces-
sary)

• Do not ‘‘forum shop’’ among different tax inspec-
tors within the same tax administration

• Do not look for a more favorable answer by pre-
senting the same facts a second time

• Listen to what the other side has to say before
voicing any criticism in public

57 See proposed §10.34 of Circular 230 dealing with the obliga-
tion to disclose positions that are not more likely than not to suc-
ceed. See also Regs. §1.6662-4(d)(3)(ii) regarding the process for
determining whether a reasonable belief exists that a position is
more likely than not to succeed and its application to §6694(a) as
a result of Notice 2008-13 in lieu of the need to file a Form 8275
in certain circumstances.

58 Notice 2008-11, 2008-3 I.R.B. 279; Notice 2008-12, 2008-3
I.R.B. 280; Notice 2008-13, 2008-3 I.R.B. 282.

59 REG-129243-07, 73 Fed. Reg. 34560-34597 (6/16/08).
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(b) Do not put your counterpart under undue pres-
sure

• Avoid unrealistic objectives and time constraints:
to look for an answer within 24 hours is generally
not a realistic approach

• Avoid any threats with either internal (head of
section, division manager or head of department)
or external administrative proceedings (control-
ling authority, parliament, lobbying)

• Do not threaten the tax administration with ad-
verse economic consequences (relocation of the
company, moving headquarters abroad, lay-offs,
etc.)

• The tax administration should not refer taxpayers
or their advisors to judicial proceedings as long an
efficient and timely solution can still be reached

• Tax advisors should not threaten to unduly delay
the assessment procedure by taking legal action

• The tax advisor must be able to say ‘‘no’’ to his
client in any case in which he might be instru-
mental to dubious/questionable practices of the
client

• The tax administration should not disqualify the
tax advisor vis-á-vis his client or any third party

(c) Take advantage of freedom of movement

• ‘‘Protect the client against himself,’’ i.e., avoid
unreasonable requests and frivolous practices that
will end up by harming the client, the tax advisor,
or both

• Legality and equal treatment: equals should be
treated equally, and unequals should be treated
unequally; taxpayers’ cases will be treated differ-
ently only if the distinctive factual or legal fea-
tures can be proven

(d) Ensure full transparency of administrative prac-
tices

• Systematic publication of administrative practices

• Timely announcements and publication of
changes affecting administrative practices, while
avoiding announcements on matters that in the
end will not change

• Unpublished court decisions must also be taken
into consideration (equal treatment)

• Transparency and equal treatment: no concessions
for the taxpayer that would not also be granted to
his advisor

• Disclosure of interests and any potential conflicts
of interest

3. Rules Regarding Form, Requests, Facts and
Motivation

(a) Form

• Disclose taxpayer’s identity and his relationship
with his advisor

• There should be an interest justifying a request
for an advance tax ruling or a request for a bind-
ing information, such as the completion of a given
transaction depends on a tax ruling; uncertainty as
to the law and an objective to avoid legal dis-
putes; or the desire for competent authority, there
being no precedents as to the particular fact situ-
ation involved

• Relax the formal standards if the taxpayer acts
without a professional advisor

(b) Requests (demand/legal issues)

• Request either an advance tax ruling or a binding
information

• Look for a fair presentation of the legal issues in-
volved

(c) Relevant Facts

• Do not misstate the facts, and duly consider that
the presentation of the relevant facts should be ac-
curate, true and complete; there should be no vol-
untary omissions; anything that has no proper
bearing on the final determination should be omit-
ted

• Be clear in presenting your case: use a national
language, be precise, use a systematic approach,
include exhibits only to the extent that they are
needed to support your factual issues

• Outline your starting position, the intermediate
steps, and your final objectives

• The responsibility for the presentation and the de-
termination of the relevant facts lies with the tax
advisor; any documents submitted should be in fi-
nal form; do not enclose extensive files with
drafts attached

• Make a clear distinction between the facts and
their legal assessment

(d) Motivation/legal considerations (legal interpre-
tation offered by the taxpayer or his advisor)

• Identify the relevant legal issues involved

• Take doctrine and precedents into consideration

• Analyze legal considerations applicable to the un-
derlying facts

• Outline taxpayer’s point of view
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(e) Final Conclusions

• Resulting conclusions to be drawn based on the
legal considerations applicable to the underlying
facts

• Tax consequences; approval (or denial) of taxpay-
er’s request

(f) Appeals

• Ask for formal decision subject to appeal only in
case where such appeal would be seriously taken
into consideration (proportionality and efficiency)
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