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INTRODUCTION 
 
The practice of law today carries serious risks. Whether it is financial exposure emanating from 
the representation of a failed financial institution or the risk of physical harm from a crazed client 
whose problems the lawyer cannot solve - - lawyering is risky business. If these risks were not 
enough, lawyers today face increased scrutiny by the Internal Revenue Service. Lawyer non-
compliance with the Internal Revenue Code/1 is thought to be high- - at least according to the 
IRS. Lawyers are being scrutinized both as taxpayers themselves and in their role as lawyers. 
While the case of unusual non-compliance is far from clear, one thing is certain. The IRS has set 
its sights on lawyer non-compliance and given the stakes involved - - some preventative legal 
maintenance is in order. 
 
  
 
TARGETING THE LAWYER AS A TAXPAYER 
 
  
 
IRS MARKET SEGMENT SPECIALIZATION PROGRAM. 
 
Over the last two years, the IRS has been moving to a more market oriented approach to tax 
compliance issues. This approach, known as the Market Segment Specialization Program 
("MSSP"), is designed to allow IRS personnel to become familiar with specified industries and 
to increase audit efficiency and ultimately voluntary compliance. 
 
The IRS is developing audit guidelines under the MSSP for many industries - - from auto dealers 
to the wine industry./2 Included among the training and audit guidelines issued in 1993 is the 
Manual for attorneys./3 The Manual is extensive and provides guidance as to how a law firm 
operates, the types of records it maintains and the areas of non-compliance likely to be 
uncovered by IRS examiners. 
 
It is clear from the Manual that there will be different levels of scrutiny on different types of law 
practices. Smaller firms and sole practitioners are deemed to have a higher non-compliance 
problem. This is based in large part on the lack of internal controls that one would normally 
expect in a larger firm./4 
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Criminal defense lawyers and immigration lawyers can be expected to receive more scrutiny due 
to IRS' suspicion concerning the receipt of cash fees. Personal injury lawyers can expect scrutiny 
of their client trust accounts. Real estate and other business lawyers can expect heightened 
scrutiny of the receipt of non-cash or in kind fees such as the receipt of a limited partnership 
interest in connection with a syndication. All law firms should expect increased scrutiny in the 
employment tax area./5 
 
Lawyers (and their accountants and tax lawyers) should expect increased scrutiny in the 
following areas: 
 
Client Advances. Attorneys often advance litigation expenses on behalf of clients, especially in 
contingency fee cases. The Manual notes that attorneys sometimes advance living expenses to 
clients. While an advance of client costs is non-deductible and should be treated as any other 
loan,/6 the IRS believes many attorneys are improperly deducting these costs. The Manual 
cautions examiners to review expense categories such as "other expenses," "client costs" and 
"costs of sale" for non-deductible advances. The Manual also warns examiners of potential 
netting of advance costs against gross receipts, so the improper deduction is not otherwise 
apparent on the return./7 
 
Non-Cash Fees. Non-cash fee income is another area of increased audit scrutiny. The Manual 
states that attorneys often receive non-cash fees and uses as an example the attorney who does 
real estate work and receives an interest in a limited partnership syndication. 
 
Client Trust Accounts. Another area which will come under increased scrutiny are client trust 
accounts. One of the more common abuses according to the IRS is the attempt to defer earned 
income by allowing earned fees to remain in a client trust account at year end. A settlement may 
have been reached in a case with the entire proceeds deposited to the attorney's client trust 
account. If, by year end, the attorney had the right to take the fee out of the trust account, but 
nevertheless leaves it in trust to defer receipt until the following year, the fee would be deemed 
"constructively" received and taxable in the earlier year./8 The Manual advises examiners to 
analyze funds remaining in the trust account at year end to determine whether there are improper 
deferrals./9 
 
The IRS is also concerned that amounts paid from client trust accounts for attorney fees are not 
always being deposited into the attorney's operating account. If the trust check is not deposited 
into the operating account, but is instead cashed by the attorney, it could escape normal 
accounting controls. The Manual advises examiners to inspect endorsements on checks to 
determine where the proceeds were deposited. 
 
Entertainment and Travel Expenses. The Manual also advises examiners to carefully examine 
entertainment, travel and promotional expenses. The Service is of the view that claimed expenses 
in these areas are excessive. 
 
The Manual points to one situation where a personal injury attorney claimed deductions in 
excess of $60,000 over a three year period for rock 'n roll concert tickets. The attorney claimed 
he was taking doctors, fellow attorneys and potential clients to concerts, with first class seating, 
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limousine service, dinner and cocktails, making himself well known among rock 'n roll groupies, 
roadies and stars. The attorney claimed he was attempting to make his name synonymous with 
the music scene so people in the business would come to him when they needed an attorney. The 
Manual states that "the reasonableness of [the attorney's] assertion is arguable." 
 
Employment Taxes. Another topic covered by the Manual and which lawyers can expect 
increased scrutiny is employment taxes./10 Attorneys, like other businessmen, often find it cost 
effective to treat workers as independent contractors. Doing so relieves the employer of the 
burden of withholding and the payment of social security taxes. In many cases, small 
practitioners treat all of their workers as independent contractors when in fact, under the 
traditional common law test of control, these workers are employees. While it is possible that 
attorneys working for other attorneys can be independent contractors, it is likely that most 
support staff are employees under the Internal Revenue Code and should be treated as such./11 
 
THE LAWYER AS A NON-FILER AND THE IRS NON-FILER PROGRAM. 
 
The IRS views non-filing by taxpayers as extremely costly to our tax system. It recently 
estimated that more than $7 billion in tax revenue is lost annually due to non-filing./12 The IRS 
estimates that approximately 10 million individuals and businesses may have not filed tax 
returns./13 Data gathered by the IRS reflects that 64% of the non-filers were self-employed 
individuals and frequently were "cash only" businesses where no tax is withheld or estimated 
taxes paid./14 
 
As part of the IRS Compliance 2000 initiative to increase voluntary compliance among 
taxpayers, the IRS has placed increased emphasis on non-filers and is taking a "carrot and stick" 
approach. 
 
The Carrot. For those taxpayers who come forward voluntarily and file their returns, the IRS has 
promised assistance, education, reasonable treatment concerning the determination of civil 
penalties and flexible arrangements on the payment of delinquent tax liabilities, including 
installment payment arrangements and offers in compromise./15 
 
While the non-filer program was not developed with attorneys in mind, and there appears to be 
no hard or reliable data on the subject, there have been reports that attorney non-filing is a 
significant problem./16 Informal statistics provided by the IRS indicate that 14% of all California 
attorneys did not file tax returns./17 This compares to approximately 4.5% of all Californians 
who failed to file tax returns. Since many of the non-filers comprising the 4.5% would generally 
be low income earners (with little or no tax due) and attorneys would generally be high income 
individuals, the 14% figure, if reliable, points to a significant non-compliance problem./18 
 
The IRS believes a substantial numbers of taxpayers are afraid to start filing tax returns out of 
the fear of criminal prosecution. Recognizing that fear of criminal prosecution may be an 
impediment to bringing taxpayers back into the system, in December of 1992, then Internal 
Revenue Service Commissioner Shirley Peterson confirmed the IRS long standing practice of not 
recommending criminal prosecution of non-filers who voluntarily disclose the non-filing and 
voluntarily come back into the system./19 
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While both the IRS and the United States Department of Justice have had long standing practices 
of considering a "voluntary disclosure" in determining whether to criminally prosecute, 
Commissioner Peterson's announcement and the Information Release issued is the first time in 
recent history that the IRS has given any written assurance that if a non-filer comes forward 
voluntarily, prior to contact by the Internal Revenue Service, Criminal Investigation Division, 
the non-filer could generally be assured of no criminal prosecution. Prior to this Announcement, 
under the Internal Revenue Manual/20 and Department of Justice Prosecution Guidelines,/21 a 
voluntary disclosure was merely a factor to be taken into consideration in determining whether to 
prosecute an individual for violation of the tax laws. 
 
Under the Service's Non-Filer Announcement,/22 the IRS stated it will not recommend criminal 
prosecution arising from a failure to file a tax return under the following circumstances: 
 
 
a. The individual informs the Service that he or she has not filed tax returns for one or more 
taxable periods; 
 
b. The individual had only legal source income (i.e., no part of the income was earned from 
activity which is illegal under federal or state law); 
 
c. The taxpayer made the disclosure before being contacted by the IRS. For this purpose, 
contacted by the IRS means that the taxpayer or his or her representative received notification 
from the Service in the form of a telephone call, letter, or personal visit that the taxpayer is under 
criminal investigation; 
 
d. The taxpayer files true and correct tax returns and/or cooperates with the Service in 
ascertaining his or her correct tax liability; and 
 
e. The taxpayer makes full payment of the amount due or in situations where the taxpayer is 
unable to make full payment, makes bona fide arrangements to pay. 
 
  
 
Lawyers, or for that matter, any taxpayer faced with a potential voluntary disclosure should 
consult with a competent tax professional. While the non-filer announcement is helpful, and 
should give taxpayers and practitioners some degree of comfort regarding a voluntary disclosure, 
each situation may present a factual circumstance warranting special handling. While the waters 
are inviting, they are still treacherous, requiring the assistance of someone who has navigated the 
currents before./23 
 
The Stick. For the non-filers who do not grab for the carrot, the IRS has promised the stick - - or 
in the context of the IRS - - a club. The IRS has redeployed approximately 2,000 examiners - - 
approximately 10% of the entire examination staff to ferret out, investigate and if necessary, 
criminally prosecute non-filers./24 
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New guidelines on the examination of non-filers have recently been issued./25 Under these 
guidelines, priority will be given to high income non-filer cases. 
 
 
Prior to any IRS contact, a substantial amount of investigation is undertaken, including 
determining the occupation, location of bank accounts, sources of income and the taxpayer's 
standard of living. If information developed indicates fraud, the examiner is instructed not to 
contact the non-filer but to refer the matter to the Examining District's Fraud Coordinator. 
 
Come On In - Now. The time could not be better for a lawyer who has not filed tax returns to 
come forward and get back into the system. The institutional attitude of the IRS, while it may 
vary among District and IRS personnel, is to assist the taxpayer coming back into the system. 
While the attorney who has not filed tax returns for some years will likely be faced with 
significant back taxes and the economic pain which comes with it, the opportunity is now to get 
square with Uncle Sam. More than ever, the non-filing lawyer who continues to be the non-filing 
lawyer is going to be subject to increased risk of detection and if caught, will face much harsher 
penalties, including the increased likelihood of criminal prosecution. 
 
Lawyers, in the author's judgment, are more vulnerable to criminal prosecution in the event of 
serious non-compliance. While the IRS' enforcement program is to be administered uniformally, 
applying the same standards to all violations investigated, those cases which would be most 
effective in enhancing voluntary compliance are investigated when available resources preclude 
the investigation of all cases./26 Since lawyers are generally higher income individuals, 
sometimes with high profiles in the community, a prosecution of a lawyer could have significant 
deterrent and compliance value. While tax crimes generally require a specific intent to violate the 
law,/27 it is generally much more difficult for a lawyer, given his education, training and 
experience, to plead ignorance. 
 
It has been reported and it should be anticipated that the IRS will be reviewing State Bar records 
to determine whether attorneys licensed in the State are in fact filing tax returns. It is extremely 
important that lawyers who have not filed tax returns step forward at the earliest practical 
moment to take advantage of the non-filer program. 
 
There is evidence that the Internal Revenue Service's scrutiny of non-filers and lawyers is 
proceeding quickly. It has been reported that in the Southern California area, the Criminal 
Investigation Division of the Internal Revenue Service have been engaged in what is referred to 
as "Project Esquire," an effort to target attorneys who have failed to file tax returns. It has been 
reported that there are already five (5) criminal cases pending in southern California, charging 
evasion against lawyers who fail to file tax returns./28 
 
Although a failure to file a Federal income tax return is a misdemeanor under Section 7203 of 
the Code, if the Government can establish affirmative acts of fraud, non-filing can be prosecuted 
as a felony evasion under Section 7201. Indeed, the Department of Justice has indicated that in 
serious non-filer cases, it would pursue felony prosecutions. The consequences of a successful 
felony prosecution usually means the loss of ones license to practice law. A prosecution for a 
misdemeanor violation could also result in disciplinary proceedings./29 
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Even in those cases where a lawyer is not criminally prosecuted, the Treasury's Director of 
Practice has announced that the Treasury will suspend or disbar from practice before the IRS any 
lawyer found to be a non-filer, unless that person has come forward and made a voluntary 
disclosure under the IRS non-filer program. If the lawyer is suspended or disbarred, that lawyer 
might have to be expelled from his or her law firm if the firm were to continue to practice before 
the IRS.30 The Director of Practice has indicated that if a voluntary disclosure is made, the 
taxpayer-lawyer will receive only a private letter of reprimand. 
 
Because of these concerns, many in the tax bar have urged law firms to ensure that all of their 
lawyers are filing tax returns and if necessary, are taking the advantage of the non-filer 
program.31 
 
The introduction of the Federal Sentencing Guidelines in 1987 substantially increased the risk 
that first time tax offenders will receive a jail sentence upon the conviction of a tax crime. The 
1993 amendments to the Federal Sentencing Guidelines for tax crimes make imprisonment even 
more of a certainty for tax offenders. Under the 1993 Amended Sentencing Guidelines, a tax loss 
of as little as $40,001 will mandate some prison time. A tax loss of as little $13,501 will mandate 
some form of home detention or community confinement./32 The stakes are ever increasing for 
the lawyer who fails to take serious his or her obligations under the Internal Revenue Code. 
 
Given the costs involved, it is fair to question how lawyers, schooled in complexities of society, 
allow themselves to get into these problems. Interestingly, it has been reported that in many 
cases, avoiding taxes is not the reason. Indeed, in many cases, the lawyer who has failed to file 
receives a Form W-2, Form 1099 or K-1, making detection of the failure to file a probability. 
These situations, described as "psychological enigmas"/33 have led some to conclude that in 
many cases the failure to file is the result of a psychological illness./34 If a jury believed that the 
failure to file was due to mental illness, as opposed to a willful intent to disobey the law, the 
defendant would have a valid defense to criminal prosecution./35 
 
The patients/defendants associated with the failure to file syndrome are believed to share the 
following characteristics: 
 
(1) They are sophisticated, both financially and with respect to taxes. 
 
(2) The reality of ultimate discovery of the failure to file is obvious to them. 
 
(3) The potential penalties (both financial and professional) are clear. 
 
(4) They acknowledge that these penalties will likely occur. 
 
(5) There is often no clear benefit to not filing, in either (a) there is no significant tax due; (b) 
they have the money to cover the tax liability; or (c) they can easily borrow the money to cover 
the tax liability. 
 
(6) They usually have a history of filing in the past. 
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(7) They sometimes get extensions and some estimated tax payments are made. 
 
(8) They often are anxious and obsessed about not filing. 
 
(9) They exhibit self-destructive behavior like lemmings rushing to the sea and do not file until 
the IRS is upon them./36 
 
  
 

TARGETING THE LAWYER AS A LAWYER 
 

CURRENCY TRANSACTION REPORTING. 
 
Section 6050I of the Internal Revenue Code provides that any person engaged in a trade or 
business, including a lawyer, who receives more than $10,000 in cash in any one transaction, or 
two or more related transactions, is required to file a Form 8300, "Report of Cash Transactions 
Received in a Trade or Business." If there is a non-intentional failure to file or to include all 
required information, the taxpayer is subject to a penalty of $50 with respect to each failure, up 
to a maximum of $250,000 in any calendar year./37 If the failure to file (or to include all 
required information) is intentional, the penalty for each failure is the greater of $25,000 or the 
amount of cash received in the transaction, up to a maximum of $100,000 per failure./38 In those 
cases where the failure is intentional, the $250,000 annual cap does not apply./39 Finally, a 
failure to file a Form 8300 or the filing of a false Form 8300 can be prosecuted as a felony./40 
 
Since the enactment of Section 6050I as part of the Tax Reform Act of 1984,/41 lawyers, 
primarily criminal defense lawyers, have attempted to rely upon the attorney/client privilege, 
confidentiality provisions of state law and various consitutional provisions to avoid supplying 
information to the IRS regarding the identity of clients paying cash fees. While these lawyers 
have generally been supported by the Bar Associations, including the National Association of 
Criminal Defense Lawyers, the appellate courts have uniformly rejected these defenses and have 
indicated that the lawyer must fully and completely disclose all information on the Form 
8300./42 These Courts have basically found that modern financial reporting legislation plays an 
important role in the economic life of the country and in unearthing the underground 
economy./43 
 
The IRS has been active in the area of enforcing the Form 8300 requirements. In fiscal year 
1992, the IRS assessed $2.6 million of penalties in 392 cases./44 In fiscal year 1993, the IRS 
assessed $1.7 million of penalties for intentional disregard, in 1,034 cases./45 
 
On December 7, 1993, the IRS served notice that it will begin assessing the intentional disregard 
penalty - - from $25,000 to $100,000 - - against attorneys who either fail to file or file 
incomplete Forms 8300./46 The IRS stated that it was being forced to impose the intentional 
penalty because non-compliance had continued despite what it described as alternative efforts it 
was making to seek compliance, including the Service of IRS summonses and other notifications 
regarding the requirements of the Form 8300 and warnings concerning penalties. The IRS noted 
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that the defenses which have been interposed by lawyers have been rejected by the appellate 
courts and that it anticipates going full steam ahead with intentional disregard penalties against 
lawyers. 
 
IRC SECTION 7212. 
 
Lawyers, especially those practicing in the tax or business field, should also be aware of the 
Government's recent use of Internal Revenue Code Section 7212, as a basis for prosecuting 
lawyers who obstruct or impede the IRS. Section 7212 has been in the Internal Revenue Code 
since 1954, but its use as a prosecution tool is becoming more frequent./47 While Section 7212 
has historically been used to prosecute individuals who intimidate or impede officers of the IRS 
by force, or by threats of force, the language of the statute is broad and has been construed to 
allow prosecutions of any conduct, even a legal act, which impedes the administration of the tax 
code. The use of force or the threat of force is not required./48 
 
In Popkin, the taxpayer, a lawyer, was convicted under Section 7212 for the legal act of forming 
a corporation for the purpose of repatriating money from overseas for which tax had not been 
paid. The Court was convinced in Popkin that the lawyer knew he was doing something wrong 
and broadly interpreted Section 7212. 
 
With the Government's increased interest in the statute, lawyers need to be careful - - even when 
performing legal activities which on their face seem perfectly legitimate. If the lawyer knows the 
act is being done to impair or obstruct the IRS, that lawyer has a potential Section 7212 problem. 
Equally important, a lawyer who does not know of the illegal activity may be accused of 
knowing by a client who is caught and now attempting to gain favor with a prosecutor. 
 
CONCLUSION. 
 
The sky is not falling but lawyers should be aware that the ground is unsettled and there are 
falling rocks. Lawyers who have serious non-filing problems have a golden opportunity. 
Lawyers who decide not to take advantage, or who otherwise walk close to the line, should 
recognize the IRS is looking harder at lawyers and the consequences of serious non-compliance 
are staggering. 
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