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AVOIDANCE OF TAX MALPRACTICE 

By: Robert E. Forrest  

 Whether one is a general practitioner or seeking to specialize in tax practice, it is well to 

consider the perils and avoidance of tax malpractice.  

I. General Principles 

 Claims of tax malpractice may be brought under many theories, tort or contract law, or 

statute manifested in claims of breach of contract, intentional or negligent misrepresentation, 

civil conspiracy, breach of fiduciary duty or similar theories.  Statutes such as unfair trade 

practice, federal and state securities laws, and federal and state RICO statutes have also been 

employed.  At their heart, the theory of each claim is familiar:  (1) an attorney-client relationship; 

(2) a duty owed by the defendant attorney to the plaintiff; (3) a breach of that duty claimed; (4) 

the breach caused the injury to the plaintiff; and, (5) the injury resulted in actual damages to the 

plaintiff-client.1  

II. Sources of Duties to Clients 

 Sources of duties to the client may be traditional sources, or more tax specific. 

 A. The Michigan Rules of Professional Conduct. The Michigan Rules of 

Professional Conduct provide a fertile starting point for discerning competent representation.  

Breach of a duty has been held to create a rebuttable presumption of malpractice.2 

 "A lawyer shall not handle a legal matter which the lawyer knows or should know that 

the lawyer is not competent to handle without associating with a lawyer who is 

competent to handle it."3  

 Nor should a lawyer neglect a legal matter entrusted to the lawyer.4 
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 The lawyer shall act with reasonable diligence.5 

 The lawyer is required to keep a client reasonably informed about the status of the matter 

and comply promptly with reasonable requests for information.6 

 Explanation of matters to the extent reasonably necessary to permit the client to make 

informed decisions regarding the representation is required.7     

 B. Treasury Circular 230.  The rules governing practice before the Internal Revenue 

Service ("IRS") while designed to protect the IRS both parallels state bar ethics rules and, more 

specifically, address tax practice duties requiring:  

 Prompt advice to a client of the client's non-compliance with tax laws or error and/or 

omission from any return, document, affidavit or other paper submitted or executed under 

the federal tax law.8 

 The exercise of due diligence as to the accuracy of documents, and representations.9 

 Avoidance of conflicts of interest in representation of clients, particularly spouses in tax 

matters. 10 

 Beginning August, 2011, specific standards relating to tax return preparation imposed. 

o Not signing a tax return or claim for refund or taking a position on those 

documents where practitioner knows or reasonably should know that it contains a 

position that 

 Lacks a reasonable basis 

 Is an unreasonable position described in Section 6694(a)(2) of the Internal 

Revenue Code  

 Is a willful attempt to understate the liability for tax  
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 Or, is a reckless or intentional disregard of rules or regulations as 

described in Section 6694(b)(23) of the Internal Revenue Code.11 

 Since 2007, standards relating to submission of documents and advice on penalties have 

been in effect requiring.   

o Advising against a client to submit a document, affidavit or other paper to the IRS  

 For the purposes of delay or to impede the administration of the tax laws  

 That contains or omits information in a manner that demonstrates an 

intentional disregard of a rule or regulation unless it evidences a good faith 

challenge to the rules or regulations.  

o Advising a client of any penalty(ies) that are reasonably likely to apply to a 

position taken on a return or other document prepared by the practitioner 

submitted to the IRS. 

o Advising a client of any opportunity to avoid any such penalty(ies) by disclosure, 

if relevant, and of the requirements for adequate disclosure.12 

 Violation of these standards is sanctionable as "incompetence" and "disreputable 

conduct" under Treasury Circular 23013 

C. Internal Revenue Code Penalty Sections and Regulations  

1. Section 6694.  A practitioner may be penalized for the understatement on 

a tax return prepared due to "unreasonable positions taken" where there is not "substantial 

authority" for the position taken.14  A heightened penalty for an understatement due to 

willful or reckless conduct may be imposed.15   

2. Section 6662.  A practitioner must advise a client if a return position is 

consistent with the taxpayer accuracy standard.  If not, the preparer must advise of the 
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penalty to which the taxpayer may be subject in the event a substandard position is taken 

on the return.  Evidence of a breach of the practitioner's duty to communicate with a 

client may be shown by the failure to give such advice.  

III. Examples of Specific Claims of Tax Malpractice in Michigan Case Histories  

 A. Estate and Gift Tax Planning.  The competing interests often found in, as well as 

the legal complexity of estate and gift taxation, are a fertile area for tax malpractice actions.  

Claims have manifested in suits by disgruntled beneficiaries and personal representatives.  The 

Supreme Court reinstated an order of summary disposition holding that there was no admissible 

evidence of malpractice in the failure of a trust to have a Crummey clause (permitting 

withdrawals by beneficiaries and qualification for the annual gift tax exclusion).16  Relying on 

Mieras v DeBona,17 the court did not permit plaintiffs to employ extrinsic evidence outside of the 

four corners of the trust document to establish the alleged malpractice.    

 A second case claiming that the defendant lawyer provided alleged erroneous tax advice 

concerning an estate plan that contained an equalization provision not fully utilizing the 

decedent's unified credit against the estate tax was similarly rejected.  Again relying on Mieras it 

was held that plaintiff beneficiaries and personal representatives lacked standing to sue the 

attorneys because they could not show without reference to extrinsic evidence that the 

documents as written did not conform to the decedent's intent as clearly stated in the 

documents.18  

 B. Non Estate Planning Situations.  While not as frequent, other claims of legal 

malpractice in the tax area have arisen.  Importantly, none of the reported cases have addressed 

the merits of the claimed malpractice, but have addressed and most often rejected claims on 

procedural grounds.  In Gambino v Cardamorne,19 the client alleged that the attorney improperly 
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advised as to the non-taxable nature of settlement proceeds as compensatory damages.  The 

client then did not report these on his income tax return, was later audited and then sued for 

breach of contract.  

 In Seebacher v Fitzgerald, Hodgman, Cawthorne & King, PC20 the client made a legal 

malpractice claim arising from alleged advice regarding the tax reporting of funds recovered 

belonging to him recovered from his former employer's pension and profit sharing plan under 

rules that then existed regarding the taxation of lump sum distributions.   

 In Adell v Sommers, Schwartz, Silver & Schwartz, PC,21 the client, part of a limited 

partnership which invested in a Troy motel, sought damages after the IRS attacked the 

partnership's tax structure.  The IRS had disallowed losses claimed by the partnership, attributed 

to a separate corporation organized for the exclusive purpose of obtaining mortgage financing 

and avoidance of the usury statutes.   

 In Levy v Martin,22 the clients alleged malpractice and a tenuous misrepresentation theory 

arising from the long time tax preparer's acts of omission in preparation of returns for the client 

and his dental practice professional corporation.  

IV. Frequently Confronted Defenses / Issues  

 A. Statute of Limitation  

 A fertile ground for defense of tax malpractice actions has been the successful assertion 

of the statute of limitations defense.  Actions for legal malpractice must be brought within two 

years of the date the attorney discontinued service to the plaintiff, or within six months after the 

plaintiff discovers or should have discovered the existence of the claim.23  Discontinuance of 

service is "as to the matter out of which the claim for malpractice arose."24 
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Cases express confusion about the impact of IRS audit action upon calculation of the 

limitations period and confusion between the ministerial act of assessment of taxes by the IRS 

and other more preliminary steps leading up to that assessment as a triggering event for notifying 

a plaintiff of damages.  In Gambino the complaint for negligent tax advice was brought more 

than six months after initial IRS contact, and more than six months after later IRS assessment of 

taxes upon the proceeds of a judgment determined to be taxable income.  In Adell the six-month 

period of limitations was tolled until plaintiff discovered or should have discovered his damages 

when notified by the IRS of the maximum amount of the tax deficiency which he was exposed 

by the IRS in its notice of tax deficiency not when the case ended ten years later when plaintiff 

settled and paid the IRS.  In Seebacher the six-month period was tolled until the date the IRS 

sent plaintiff an explanation of adjustments to his taxes.  Whether this was a notice of deficiency 

or a preliminary audit adjustment is not stated in the opinion.  In Levy the six months began to 

run at the time the plaintiffs received a deficiency notice containing the maximum amount of 

damages he might suffer, and not until later when they settled their case with the IRS.  The Levy 

plaintiffs were saved by the Supreme Court's holding, however, that the episodic yet continuing 

relationship of yearly tax return preparation caused the two year statute to have not yet expired.   

B. Actual Damages  

 One of the frequently encountered issues in defense of a tax malpractice action is what is 

the extent of the client's actual damages?  Did the malpractice caused as its consequence, an 

increase in tax liability with attendant interest and penalty?  Or, in the case of neglect of the 

client, is the damage limited to the delinquency penalties themselves with the taxes and interest 

owed by the client at all events?  
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 Back Taxes – usually not recoverable if the advice was only with respect to the proper 

reporting on the return, but may be recoverable as consequential damages in some 

circumstances.   

 Interest Paid to the IRS – Three Positions:  

o Interest paid to the IRS is for the use of money by the client and not recoverable.  

o Interest is recoverable because it is payable because of the wrong tax advice.  

o Interest is only recoverable to the extent it exceeds interest actually carried on the 

unpaid taxes.  

 Penalties generally are recoverable unless contributory or comparative fault or unlawful 

conduct defenses succeed.  

 Legal fees for contesting the underlying tax liability may be recoverable.  

o Recovery of fees paid to attorney as restitution remedy available in negligence 

and breach of fiduciary duty circumstances.  

V. Conclusion 

 Sensitivity to responsibilities in tax practice will avoid the perils of malpractice. 
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