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SUBJECT: Confidentiality/ Taxpayer Conmuni cations

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of hill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUWARY OF BILL

This bill would entitle a taxpayer to the sanme protections of confidentiality for
comruni cations with respect to the tax advice given by any federally authorized
tax practitioner as the taxpayer woul d have for conmunications if the advising

i ndi vi dual were an attorney. The privilege would apply in any noncrim nal tax
matter before the Franchise Tax Board (FTB). The privilege would sunset January
1, 2005, unl ess subsequent | egislation extends that date.

This bill also would provide simlar protections for conmunications between a
taxpayer and a federally authorized tax practitioner in any noncrimnal tax
matter before the Board of Equalization (BOE) or Enpl oynent Devel opnent
Departnent (EDD). These provisions are not discussed in this analysis, as they
do not inpact the prograns adm nistered by the departnent.

SUWARY OF AMENDNMENT

The January 4, 2000, anmendnents added a limtation to the privilege and added a
sunset date. Neither of these provisions is in the federal |aw

EFFECTI VE DATE

This bill would beconme effective on January 1, 2001, and woul d be repeal ed
January 1, 2005. It would apply to conmuni cati ons made on or after January 1,
2001.
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LEG SLATI VE H STORY

On July 22, 1998, President Clinton signed HR 2676, the Internal Revenue
Service Restructuring and Reform Act of 1998 (IRS Reform Act). The I RS Reform
Act provided for a massive reorganization of the way the I RS does business. The
I RS Reform Act included a provision that extends confidentiality afforded by the
attorney-client privilege to tax advice given to a taxpayer by a person

aut horized to practice before the IRS.

SB 94 (Stats. 1999, Ch. 931) conforned, with sone nodifications, to 22 selected
provi sions of the Taxpayer Protections and Rights contained in the I RS Reform
Act. Conformity to the federal extension of attorney-client privil eges was not
included in SB 94.

SPECI FI C FI NDI NGS

Federal law (Section 330 of Title 31 of the United States Code) authorizes the
Secretary of the Treasury to regulate the practice of taxpayer representatives
before the Treasury, which includes the IRS. Thus, under federal law, in order
to represent a taxpayer in a federal tax matter, a tax professional nust be

“aut horized to practice” before the IRS. Generally, those authorized to practice
i ncl ude attorneys, certified public accountants, enrolled agents and enroll ed
actuaries. The IRS has a programthat oversees the activities of persons

authori zed to practice before it and can suspend or revoke that authority if the
activities of the practitioner so warrant.

State | aw does not provide an authorization process simlar to federal |aw as a
prerequisite to represent a taxpayer in a tax matter before FTB. Generally, the
t axpayer may authorize anyone to represent them (act as their agent) in tax
matters before the EDD, BOE, FTB or DW.

The I RS Reform Act extended the attorney-client privilege of confidentiality to
tax advice, as defined, that is furnished to a client-taxpayer by any individual
who is authorized to practice before the IRS. The privilege my be asserted in
any noncrim nal tax proceeding before the IRS or in any federal court only if the
United States is a party to the proceeding. The expanded privilege applies only
to the extent that conmunications would be privileged if they were between a
taxpayer and an attorney. For exanple, information disclosed to an attorney for
the purpose of preparing a tax return is not automatically privileged under
present |aw. Accordingly, that information would |ikew se not be privil eged
under the expanded privilege. The confidentiality privilege also expressly does
not apply to tax shelters, as defined, or state tax advice.

Under California |law, the attorney-client privilege is found in the Evidence Code
(8950-8962). The privilege of confidentiality exists for comuni cati ons between
an attorney and client or potential client with respect to the |egal advice the
attorney gives the client. Conmunications protected by the attorney-client
privilege nust be based on facts of which the attorney is infornmed by the client
wi t hout the presence of strangers for the purpose of securing the advice of the
attorney. The privilege may not be clai ned where the purpose of the

communi cation is the conm ssion of a crine. The privilege of confidentiality
applies only where the attorney is advising the client on legal matters. It does
not apply where the attorney is acting in other capacities.
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This bill would generally conformto the federal law, entitling a taxpayer to the
sane confidentiality privilege regardi ng conmuni cations, with respect to the tax
advi ce given by any federally authorized tax practitioner, as the taxpayer would
have for comruni cations if the advising individual were an attorney.

A federally authorized practitioner would be any individual who is authorized
under federal law to practice before the IRS (i.e., attorneys, certified public
accountants and enroll ed agents).

The privilege would apply in any noncrimnal tax matter before FTB, BCE or EDD
but woul d not apply to claimfor refund actions filed in Superior Court. The
privilege also would not apply to a witten comuni cation regarding a
corporation’s involvenent in tax shelters.

This bill includes a limtation on the privilege and a sunset date that is not
included in the federal law. This bill would Iimt the privilege so that it
woul d not apply in any proceeding to revoke or otherw se discipline any |license
or right to practice by any governnmental agency. The privilege would sunset on
January 1, 2005, unl ess subsequent |egislation deletes or extends the sunset

dat e.

Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations:

The I RS has a programthat oversees the activities of persons authorized
to practice before it and can suspend or revoke that authority if the
activities of the practitioner so warrant. California has no such
relati onship with those authorized to practice before the IRS.

California | aw and regul ati ons are broader than federal law in that they
al l ow any individual to represent a taxpayer in FTB-related tax matters.
Limting the extension of the privilege to I RS authorized representatives
woul d nmean that taxpayers using federally authorized tax professionals
(i.e., CPAs and enrolled agents) would receive the benefit of the
privilege, but taxpayers using other representatives (e.g., a famly
menber or sonmeone not authorized to practice before the IRS) would not.

In recent years, attorneys have becone affiliated with accounting firns
(as enpl oyees or principals) and the |ine between |egal advice and that
provi ded by accountants has blurred. This provision wuld afford advice
gi ven by CPAs the same privil ege provided attorneys when di scussing
simlar issues.

Taxpayers and practitioners may believe that this bill would protect a
greater range of communi cations than actually covered by attorney-client
privil ege.

It is unclear how the sunset provision applies. For exanple, would
comruni cations that are privileged when nade remain privileged during an
audit or other noncrimnal proceeding that is comrenced or conducted
after January 1, 2005, the repeal date?

This bill would not extend the privilege to claimfor refund actions
filed in Superior Court.
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| npl enent ati on Consi derati ons

VWhile this bill would not significantly inpact the prograns adni ni stered by
the departnment, it may increase costs of individual cases for taxpayers and
the departnent due to disputes over whether the confidentiality privilege
under this bill applies in a particular case.

Techni cal Consi derati ons

The | anguage limting the privilege “in any proceeding to revoke or

ot herwi se discipline any license or right to practice by any governnental
agency” is awkward because proceedi ngs do not “discipline” a “license or
right to practice.” It is unclear whether the taxpayer or the federally
aut hori zed tax practitioner is the one being disciplined. Departnment staff
is available to assist the author with necessary anmendnents.

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This woul d not inpact state inconme tax revenues.

BOARD POSI TI ON
Neut r al
On July 6, 1999, the Franchise Tax Board voted to take a neutral position on the

May 19, 1999, version of this bill.



