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Solving The Privilege-Penalty Predicament: Part 2 

By Brian Kittle, Erin Gladney and Geoff Collins 

Law360, New York (June 27, 2017, 11:51 AM EDT) -- In 2014, in AD Investment, the 
U.S. Tax Court held that by asserting penalty defenses, two partnerships waived 
the attorney-client privilege. In the first part of this article, we examined the 
consequences of this ruling, and their effect on tax compliance and fairness in tax 
litigation. 
 
In this installment, we offer a procedural solution to balance fairness to 
the IRS with fairness to the taxpayer, while fulfilling the congressional intent of 
using penalties to encourage voluntary compliance. Finally, we close with some 
best practices for taxpayers facing these issues. 
 
The Solutions: Separate Trials and Efficient Discovery 
 
As is often the case in tax, one potential solution is timing. Under Tax Court Rule 
141(b), the court can try the substantive issues and penalty defenses separately. 
Then, the court can delay discovery of the privileged materials until the penalty 
phase of the trial. And, for the procedurally creative judge, there are several ways 
to ensure that doing so is efficient. 
 
Separate Trials 
 
Tax Court Rule 141(b) provides that “in furtherance of convenience or to avoid 
prejudice, or when separate trials will be conducive to expedition or economy” the 
court may “order a separate trial of any one or more claims, defenses, or issues. 
...”[1] This rule is based on Federal Rule of Civil Procedure 42(b).[2] But, unlike 
Federal Rule 42(b), the Tax Court rule specifies “defenses” as an issue to be tried 
separately.[3] 
 
While single trials are the norm,[4] only one of the Tax Court Rule 141(b) criteria 
(convenience, prejudice or economy) needs to be met for bifurcation.[5] The Tax 
Court regularly bifurcates trials on grounds of efficiency or judicial economy.[6] 
And district courts regularly bifurcate trials to prevent prejudice, especially on 
issues such as damages.[7] 
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Here, the prejudice is clear. One party, the IRS, has discretion to force the other to choose between 
privilege and paying substantial financial penalties. If the taxpayer chooses to sacrifice privilege, the IRS 
can turn the legal work of the taxpayer’s counsel against them when litigating the merits of the 
deficiency. Faced with AD Investment, taxpayers may be prevented from getting the high-quality legal 
advice that privilege is intended to protect. 
 
Beyond that, the prejudice created by the result in AD Investment is contrary to congressional intent for 
penalties. As discussed above, Congress put section 6751(b)(1) in place to prevent penalties from being 
used to pressure taxpayers. Instead, Congress intended for penalties to encourage compliance. So using 
penalties to destroy privilege — also intended to improve compliance — defeats Congress’s purpose in 
having penalties in the first place. 
 
Efficient Discovery 
 
A likely complaint from the IRS is that separate trials would entail separate discovery and therefore be 
inefficient. 
 
Taxpayers should be able to deal with this argument easily. First, the IRS frequently seeks to separate 
trials for factually distinct issues, and the issues here are likely to be different: (i) the merits dealing with 
the substance of the transactions and (ii) the penalty defenses on the actions and analysis of the 
taxpayer. 
 
Second, there are a number of procedures the court could consider to increase efficiency. For example, 
the court could address all discovery issues, including ruling on waiver, before the trial on the merits. 
The court would need only to hold that ruling in abeyance until the penalty defense phase. 
 
Another option would be to rule on all issues and to issue an order under Tax Court Rule 103(a)(10) to 
impound the documents until the penalty phase.[8] Or, more simply, the court could wait until after trial 
to see if the parties are able to resolve penalty issues without additional trial, alleviating the need to 
address the documents at all. 
 
Lessons Learned and Best Practices 
 
After AD Investment, the IRS has sought more and more documents, earlier and earlier in litigation. 
 
So far, in summons enforcement actions, the district courts have been skeptical of the Tax Court’s 
approach. In Eaton, the district court rejected an implied waiver argument out right.[9] And, more 
recently, in Micro Cap Kentucky, the district court refused to find waiver and held that waiver could 
apply only if the taxpayer persisted in the defense in the Tax Court.[10] 
 
But delaying disclosure until Tax Court discovery may be little solace to a taxpayer who falls into the AD 
Investment trap. For that reason, if faced with the issue in the Tax Court, taxpayers should consider 
moving to try the penalty defense separately. In doing so, they should: 

 Emphasize the purposes of penalties and privileges; 
 Point out that, unlike the Federal Rules, the Tax Court Rules explicitly list “defenses” as an issue 

to potentially be tried separately; 
 Be prepared to explain the potential abuses that can occur when privileged documents end up 

being used either as evidence on the merits or to help the IRS in preparing its case; and 



 

 

 Be prepared to offer the court a practical, efficient plan for dealing with discovery issues for the 
penalty defense phase, if necessary. 

 
That said, while the arguments for separate trials are strong, taxpayers must be prepared for the 
possibility that the court will refuse.[11] This means that taxpayers must be prepared to make the 
penalty/privilege choice. And, in most cases, the choice will not be easy. Early consideration of a number 
of factors will help: 

 How strong is the taxpayer’s substantive case? 
 How strong is the taxpayer’s case for a penalty defense? 
 Do the documents describe theories the IRS has yet to identify? 
 Are there documents from which the IRS could cherry-pick statements to support its theories? 
 Are there “drafts or incomplete analyses” that use impertinent language, misstate facts or law, 

or improperly apply the facts to the law? 
 Is the IRS seeking so many privileged documents that, by using them the IRS will be able to 

disrupt the taxpayer’s case presentation with side issues? 
 Is there sufficient time to review the documents with an eye towards weighing the potential 

damage of disclosure as opposed to merely identifying privileged documents? 
 Is there confidential information related to non-tax issues that could be harmful to the taxpayer 

if released? 
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