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Professional advisers have no friends (except for the attorneys who represent them) when it comes to lawsuits. They can be sued by a client for alleged malpractice, by their peers or their professional association for an ethical violation, by the Internal Revenue Service (IRS) investigating a client or for the adviser’s questionable tax advice, or by the SEC for securities violations. With the ongoing recession and tighter financial regulation, litigation involving financial advisers will likely be on the rise. 
 
Many advisers believe their client files, notes, e-mails, and conversations are confidential and do not have to be turned over if the government or an opposing attorney subpoenas them, similar to the privilege that exists between a doctor and patient or attorney and client. Although financial advisers under the CFP Board Code of Ethics are required to keep client records confidential, financial advisers, even if they are not the target of the proceeding, must testify and/or produce records in response to subpoenas. 
  
Financial advisers are not immune from discovery. Financial advisers cannot plead the Fifth Amendment which provides “…[no person] shall be compelled in any criminal case to be a witness against himself …” First, most proceedings against financial advisers do not start as criminal cases; they are civil cases, meaning the constitutional protection of not producing documents or testimony is not available. Second, even if the dispute is criminal in nature, the protection of the Fifth Amendment may not be available. 
 
For example, in Couch v. U.S. (USSC, 1973), the records of a sole proprietress of a restaurant (“client”), which were in the possession of her accountant (“or financial adviser”), were sought by the IRS in a criminal investigation of the restaurant owner. In the words of the Court, “the summons was directed to petitioner’s accountant for the production of: ‘All books, records, bank statements, cancelled checks, deposit ticket copies, workpapers, and all other pertinent documents pertaining to the tax liability of the above taxpayer.’” The owner pleaded the Fifth Amendment. The Supreme Court did not recognize an accountant-client privilege and denied the owner the protection of the Fifth Amendment (even though it was a criminal proceeding) because the records were not in her possession and had been publicized on her tax return. 
 
Even attorneys, who are protected by the attorney-client privilege and the work-product doctrine, and accountants who have a limited privilege for tax advice, are seeing their “immunity” attacked. This trend is most apparent in the tax accrual workpaper cases that originated with an IRS victory in U.S. v. Arthur Young (USSC, 1984), and reinforced in the Textron  (CCA-1, 2009, cert. denied 2010), and the taxpayer victory in Deloitte (CCA-DC, 2010). In all three of these cases, a public company was audited by an international accounting firm. In the course of finalizing their financial statements, the companies and accounting firms prepared tax accrual workpapers that in the hands of the IRS would be a roadmap to the more controversial items on the companies’ tax returns. In Deloitte, the company and its accounting firm were successful in their claim that the workpapers were protected by the work-product doctrine because the court found that the documents could serve a dual purpose: (1) support of its financial statements and (2) preparation for anticipated litigation. In the cases the taxpayers lost, the IRS was successful in its claims that the attorney-client privilege was waived when the documents were voluntarily turned over to the auditor and the work-product doctrine did not apply because the documents were not prepared solely in anticipation of litigation. 
 
Further evidence of the erosion of the attorney privileges is found in the case of Tom Gonzales, Personal Representative v. U.S. (DC CA, 2010). In this case, the court ordered an estate to produce documents possessed by an accountant and attorney relating to transactions engaged in by the decedent before he died. The estate claimed that the documents were protected by the attorney-client privilege, the work-product doctrine, and the joint defense privilege. However, the court found that most of the documents at issue were not protected. The court held that because the estate produced the opinion letter upon which the decedent relied in discovery, any privilege that may have attached to the documents, and to their subject matter (the investment transactions at issue), was waived. 
 
What do these developments mean for financial advisers? The comprehensive financial plans prepared by financial planners may include aggressive investment, tax, and estate planning strategies that could be the subject of future litigation. The client workpapers could end up being evidence in a suit brought by the client or by the government against the adviser. (See the sidebars for a summary of forthcoming tax changes and potential planning strategies.) 
 
Financial advisers can protect themselves and possibly keep their documents out of evidence by:

1. Thinking twice before accepting engagements with tax, financial, or estate planning clients who have a history of suing advisers and business partners or those who are engaging in transactions that are likely to be the subject of government scrutiny.  

2. Always remembering that their workpapers and client correspondence could end up being read by an IRS agent, an SEC examiner, or the attorney for the disgruntled client, the client’s ex-spouse, or disinherited child. Review the file after the engagement, and before it is subpoenaed, to be sure there are no damaging statements. 

3. Excusing themselves from meetings between an attorney and client to avoid waiving the attorney-client privilege. 

4. Using labels to identify workpapers as work product prepared in anticipation of litigation, particularly for clients advisers believe are most likely to be the subject of a government investigation or a party to a lawsuit. Labeling a document will not cause a document to be protected, but it may prevent the inadvertent waiver of work-product protection through disclosure. 

Recent cases against accountants indicate that the traditional protections afforded professional documents are eroding. Financial advisers need to be cognizant of this trend and act cautiously. 
 

Sidebar

Tax Provisions that Expire December 31, 2010

In 2001 and 2003, Congress enacted numerous tax reductions that expire after 2010. If Congress does not pass legislation before the end of the year, the following changes occur automatically.

· Personal income tax rates will rise. The top income tax rate will rise from 35 to 39.6 percent. The lowest rate will rise from 10 to 15 percent. The full list of marginal rate hikes is:
  - 10 percent bracket rises to an expanded 15 percent
  - 25 percent bracket rises to 28 percent
  - 28 percent bracket rises to 31 percent
  - 33 percent bracket rises to 36 percent
  - 35 percent bracket rises to 39.6 percent 

· The “marriage penalty” (reflected in standard deductions and tax brackets for married couples that are less than double the single amounts) will return. This change will cause many two-earner couples to owe more tax and may discourage couples from marrying. 

· The capital gains tax will rise from 15 percent (0 percent for taxpayers in the 10 percent and 15 percent tax rate brackets) this year to 20 percent in 2011. The dividends tax will rise from 15 percent this year to potentially 39.6 percent in 2011. Taxpayers may change from stocks to interest-paying bonds. Taxpayers can increase their bases at 15 percent rates before the end of the year by selling and reinvesting in their stocks.  

· Itemized deductions and personal exemptions will again phase out, which has the same mathematical effect as higher marginal tax rates. 

· The child tax credit will be cut in half from $1,000 to $500 per child. 

· The dependent care credit will be calculated on $2,400 of expenditures (rather than $3,000) for one dependent and $4,800 (rather than $6,000) for two or more eligible dependents.  

· Stepped up basis on inherited property returns along with a top estate tax rate of 55 percent on estates over $1 million.  

· The increased alternative minimum tax (AMT) exemption will expire, causing millions more taxpayers to owe AMT.  

· The $250,000 immediate expensing of business equipment provision will be reduced to $25,000, and 50 percent bonus depreciation will expire. 


Sidebar 2

End-of-the-Year Planning Strategies

Here are some year-end strategies to consider with the expected increase in tax rates: 

· Accelerate income. Self-employed individuals using the cash basis for accounting purposes may want to bill and collect as much as possible before December 31. 

· Delay expenses. This includes medical expenses, income and property taxes, and business expenses. 

· Delay charitable contributions. Waiting until January to make charitable contributions may result in a larger tax savings. 

· Delay equipment purchases and/or take depreciation rather than expensing 2010 purchases. Consider whether it is more beneficial to get the full deduction in 2010 compared to spreading the deductions into future years with higher tax rates.  

· Take advantage of expiring tax laws. If you have a Health Savings Account, non-prescription drugs will no longer be eligible for reimbursement after December 31, 2010. Also, the residential energy credit of up to $1,500 for energy efficient improvements such as windows expires on December 31, 2010. 

· Take capital gains. This might be the last year to enjoy favorable capital gains rates. Individuals in the 10 percent and 15 percent brackets pay no federal tax on capital gains as long as they remain in those low brackets with the amount of capital gains included. 

· Harvest capital losses, matching losses with capital gains to produce a net loss of $3,000. If you have capital loss carryovers, harvest capital gains if it fits your overall investment strategy to take advantage of the tax benefit.  

· Add to Section 529 plans. Many states allow deductions for certain contributions to such plans. 

· Use the American Opportunity Tax Credit. This can be used for the first four years of higher education. This credit is set to expire December 31, 2010. 

· Convert IRAs to Roth IRAs. For 2010, all individuals regardless of income levels can convert funds from regular IRAs to Roth IRAs. The special rule for 2010 allows the individual to choose whether to include the converted amount in the 2010 income or to spread it between 2011 and 2012 income. Remember, however, that the tax rates are projected to be higher in later years. 

