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There continues to be a proliferation of articles from both sides of the tax patent controversy.  Writers either extol the importance of tax patents, or, in the alternative, present all manner of public policy reasons as to why tax patents should be prohibited.  The purpose of this paper is to give some insight as to the practical and ethical effects of tax method patents on tax practitioners, including those who invent new tax reduction techniques as well as those who must deal with the tax patents of others. 
I.  THE TAX METHOD PATENT 
Like all intellectual property, patents give the holder the power to stop others from doing certain things, but patents do not confer any affirmative rights to practice the invention itself.  In the case of a utility patent, the patent holder has the right to prevent others from making, using and selling the invention.  Because processes (such as tax methods) can only be practiced rather than made or sold, process patents and process patent claims give a patent holder only a fraction of the available rights, namely the right to prevent others from practicing the process.  Where processes do not yield identifiable evidence of having been practiced, the patent holder must generally have some sort of observational evidence that infringement has occurred.  In fact, multi-step processes practiced over time, such as those in tax patents, are especially difficult to detect. 

 Because a patent holder’s rights are purely negative, no liability is incurred from owning a patent on a tax process.  The owner is not promulgating the idea; rather, he is obtaining the right to prevent others from practicing the steps associated with the tax mechanism (and, as a worst case example, his position is somewhat consistent with the government’s position regarding prevention of pure tax avoidance).  The patent owner could, of course, license (i.e., agree not to sue) a related company that may be selling tax reduction services, including a company that may be practicing the process from an offshore location, for instance.

Most steps in a process patent are new combinations of predominantly old, previously known steps.  To the extent that an old process step is known, that step, in isolation, is not prohibited.  Where a patent process claim has a number of steps, however, the general rule is that all steps must be practiced by the infringer in order to constitute infringement.  Where a process involves performing steps which may or may  not occur simultaneously, may occur outside the presence of a person, or are difficult to connect together as a series, discovering that the patented process is being practiced may be extremely difficult.

The question of privacy makes a tremendous practical difference.  When an article (such as some small utilitarian item, for example) is in a consumer’s hands before a patent on the article has issued, the patent holder is generally prohibited from going door-to-door after the patent issues in search of the infringing device.  If the infringing article cannot be found in a public place, the patent holder is probably out of luck.  Thus, patent claim drafting is somewhat skewed to cover products as they would be found in normal commerce.  The drafting of process claims may be biased toward claimed steps which have a higher probability of being identifiable, such as generation of a waste stream or some other resulting product having readily recognizable characteristics.  

One who urges the claimed steps to be practiced may also be held liable for infringement.  To be held to accountable for advising others to commit a violation of a process claim (e.g., where a tax practitioner urges a client to perform the inventive steps), it is generally necessary for an economic benefit to be accompany the act of inducement.  In a combination (non‑process) claim, combining the simple acceptance of money with urging patent violation is sufficient to warrant a charge of infringement where such actions can be proven.  In the case of a process patent for transactions that constitute a tax reduction method, it may be difficult to determine the economic benefit received for practicing all (or substantially all) steps in the method.  Accepting a benefit for less than the full complement of steps in a claim, especially for old and non‑critical claim elements and absent urging the full array of elements, is usually not actionable.

The determination as to whether a step (or a series or subset of steps) in a process claim is critical or non-critical (i.e., old or ordinary) is based upon whether the step or group of steps in question has substantial non‑infringing use.  The steps in a process claim which would normally be performed in everyday experience, outside the practice of the process, are generally considered non-critical.  So, for example, where a patent claim has ten steps and eight of the steps have been executed in the past for other legitimate purposes, the use of those eight steps will generally be non-infringing.  In that case, infringement would generally require a showing that the two additional steps were purposefully joined with the eight common steps to arrive at all ten steps of the claimed process.  
Many of the steps in tax method patents involve transactions that are ordinary.  Further, a view of the complete set of transactional steps may never surface or may only partially surface on a tax return.  It may be that the return examiner or auditor is the only person (other than the taxpayer) with a clear view of all or even some of the steps.  An examiner’s or auditor’s duty of confidentiality may be one of the strongest deterrents to detection by a patent holder.


Because tax method patents are a relatively new patent area, many of the tax patent claims may not have been as fully examined as they should be.  Pure tax patents (i.e., tax advantaged patents) operate within the confines of benefits conferred by the tax code and regulations; it is unlikely that patent examiners have made full use of the tax code and regulations in preparing to examine these patents.  The pool of prior art which is available to examiners is not only the current and past US tax code and regulations, but everything which has ever been written in any country, in any language, whether or not translated into English.  Just as in the early days of permissibility in patenting computer codes and business methods, it is questionable whether the PTO has an effective command or realization of the full range of prior references that could be cited against a tax patent application during patent examination.  As a result, tax method patents have a high likelihood of being overbroad in scope and are therefore very attractive targets for challenge in inexpensive re‑examination proceedings. (Re‑examination proceedings involve finding references that show the claims to be old or obvious and subsequently filing a request to have the Patent and Trademark Office re‑examine the propriety of ever having issued the claims.)
II. PRACTICAL CONSIDERATIONS

Tax method patents may cause the tax planning community to be chilled from publicly advertising a patented technique which they might perform for taxpayers for taxpayers for a fee.  When techniques coincide with transactions having the sole purpose of tax reduction (even falling short of illegal tax shelters), a prohibitive publishing chill will constitute an anti-taxpayer result which might be favored by the IRS.  Consequently, clients may be better served if private practitioners truly are private, allowing the best tax planning to be carried out under privilege and the rules of probability and outcome, especially in combination with confidentiality.  
Any tax advantage mentioned or implied in the patent might also be found to have an overriding tax avoidance purpose which could cause the legitimacy of a related transaction to fail and the associated tax benefits to be lost through (1) an IRS pronouncement, (2) a court holding which identifies the technique and the patent, or (3) congressional action.  Tax patents which are modest in their mention of tax advantage are more likely to avoid a conclusion that tax avoidance was a major motivation.  Tax patents associated with either a tax patent holder or an identifiable patented tax scheme are far more subject to a charge that tax planning steps lack independent substance.  
One possible rebuttal may lie in the fact that many tax attorneys publish papers on different tax techniques.  While this may be true, the publications are typically open-ended, usually examine simple transactions to make the mechanism more understandable, leave the results open, and sometimes speculate in a very general way about the outcome.  Conversely, patents typically have a number of specific claim steps and a concrete result.  Because the requirements for patenting tend toward outlining a number of steps and a specified result, methods included in tax patents are more likely to look like tax shelters than those included in scholarly papers.

Where a tax practitioner (such as an attorney, CPA, or enrolled agent) seeks a patent on a tax technique, there is a good chance that clients will avoid any association with the practitioner patent holder.  First, clients may fear that the IRS will target the patent holder (and thus the patent holder’s clients) for audit, particularly if the IRS takes umbrage with the advantages and method of achieving the advantages stated in the patent.  In a mere matter of days, the IRS can add any of the transactions in a newly published patent to the “listed transactions” roster.

 The IRS may also focus audit efforts on certain transactions and industry segments.  It may be likely that the main beneficiaries of a tax method outlined in a patent application or issued patent are the private practitioners or their clients who learn the method and apply it privately.  Where clients learn and use the methods, the tax practitioner return preparers are under ethical prohibitions which prevent them from reporting the transactions to the authorities; consequently, the chances of detection and infringement charges against a taxpayer not connected with the patent holder may generally be perceived as small. 
Some practicalities with respect to actually enforcing a tax method patent may be best highlighted by considering the following questions:
i. Under what circumstances would a taxpayer be prohibited from performing the steps?     One can easily imagine hundreds of ways in which each step in a tax patent could be replaced by one or more different steps to arrive at the outcome.  Could one be liable for performing only a single step?  What if one practiced more than a single step but less than all steps in the process?  Even more alarming, what if all the steps were previously performed in the normal course of business but the seminal step involved taking a tax-advantaged position that the government wants all taxpayers to utilize?
ii. Assuming that a private person orchestrated all the steps, who would be able to connect the steps of a given transaction to arrive at a charge of tax method patent infringement? 
The difficulty here is magnified when one considers that there may be dozens of possible steps intermingled with a variety of transactions, all of which may or may not be interrelated, and that it may be nearly impossible to enforce the claims of a tax patent in many cases.
iii. Assuming a patent holder discovered that all the steps in his tax method patent were being practiced and subsequently sued for infringement, what would the measure of damages be?  Would it be lost profits for not allowing the patent holder to charge to perform the transaction, or would it be the value of the tax reduction obtained by taking advantage of the provision?
iv. Would it be worth the trouble to make the lost profit applicable to one taxpayer for practicing the steps of the invention one time for his or her own use?  Arguably not; but what if the taxpayer practiced the steps of the invention more than once?  Given the confidentiality of the tax system, would it be realistically possible to discover multiple year positions taken by a single taxpayer? 
v. Might a taxpayer who had practiced the claims of the tax patent for years be reluctant to resort to litigation knowing that publication of his business and tax positions would make the infringement case against him for the patent holder?  Is the fear of even a slight potential for infringement enough to dissuade a taxpayer from availing himself of the remedies and procedural protections available to him?  If so, should tax patents be prohibited as a matter of public policy?     
III. ETHICAL CONSIDERATIONS
Tax practitioners not connected to a patent applicant or holder in any way are under a burden to scan issued patents and published patent applications in an attempt to identify tax planning techniques to be avoided.  Where such techniques are discovered, the tax practitioner has a duty to inform the client.  If the informed client utilizes the techniques, he or she becomes a deliberate infringer subject to treble damages and attorney’s fees if discovered. If the tax practitioner does not study the available body of issued patents and published applications, will he or she be subject to a charge of professional negligence?  As long as tax patents exist, all tax practitioners involved in planning should carry a disclaimer in their fee agreements excepting them from liability for any negligence in creating patent infringement.
Where the tax practitioner is the patent holder or is associated with the patent holder, it should be noted that an important element of a tax practitioner’s responsibility is his or her duty to the client.  However, the very public mechanism of applying for a tax method patent places a tax practitioner’s clients under increased scrutiny from the government.
  
Where the IRS seeks to crack down on a patented technique, it will go after tax preparer practitioners who are not likely to have sufficient privilege to refuse disclosure of information about clients associated with the technique.  The mere act of applying for the patent can both identify and poison the pool of persons who choose to avail themselves of the patented technique.  Even where the tax practitioner is an attorney, privilege is lost for positions included in the tax return.  Given the enhanced requirement under Circular 230 to disclose all but the most perfunctory return positions, the fact that the tax practitioner is an attorney is unlikely to produce any advantage with respect to privilege. 
From a business standpoint, unless a patent applicant (such as a stand-alone corporation) agrees to keep the patent confidential until issue by agreeing never to file foreign, the technique will publish 18 months after filing - plenty of time for the IRS to learn about the technique and react to it.   SEQ CHAPTER \h \r 1Obtaining a tax method patent and having the client’s mechanism published may be directly adverse to the client’s interests.  For example, the success of the method sought to be patented might depend on its remaining a low profile technique.   A given technique may have benefitted a taxpayer who was using it precisely because the technique was unpatented and therefore confidential.  In fact, the patent may be the very thing which causes the technique to be identifiable.  The techniques which auditors may allow to pass unrecognized on a case-by-case basis may be the same techniques that the IRS cannot fail to pursue if the tax technique is raised to the level of patent protection.
Publishing the technique essentially places it in a position to be challenged by the IRS, possibly even placing your client into an audit lottery.   The ability to bargain on the legitimacy of the mechanism may be undermined where the mechanism is high profile or where the IRS or tax court later adopts a position against the mechanism.  Any chance the client might have to avoid a charge that his activities were “primarily to avoid tax” will likely be reduced where the patent holder has laid out the technique and the client was assisted by someone connected with the tax practitioner inventor.
  

Further, where the patent applicant is a tax practitioner, it may be difficult for him or her to allege that no part of the patent was gleaned from the confidential files of any client.
  Where the application for patent was made for publicity and to attract clients, the act of acquiring a patent is likely to be viewed as contrary to a client’s interests and could also adversely affect the patent holder practitioner professionally.
  
Moreover, a patent license is generally an arm’s length adversarial relationship; using a manufacturing analogy, one who manufactures his own patented product is not charging for the patent.  Consequently, an attorney or practitioner who either charges extra for the patented technique or withholds the patented technique for money places himself or herself at odds with the client and erects a barrier through which he excludes his client.

 SEQ CHAPTER \h \r 1There is also a danger that the bar may interpret any co-principal, co-inventor or other person as assisting in the practice of law where a co-inventor attorney splits fees relating to the invention with a non-inventor tax practitioner.  If a non-lawyer is a co-inventor and the lawyer charges for acts which fall under the claims, there is a distinct possibility that a state bar charge could arise, especially where the nature of the fees is ambiguous.

Even before a patent issues, the published patent application will be much like an application to the government for a policy review.  Congress will be in a supreme position to change policy if it does not like what is written in a published patent application, i.e. they may shift the advantage of a benefit just beyond the boundary of an issued claim.  Even without having achieved patent protection, the mere act of publishing the technique in a high-profile patent application can greatly increase the chances that the technique will be recognized by Congress and the IRS so as to invite change by statute, regulations or published position.  This could adversely affect the client and may also be viewed as a publicity conflict since tax clients generally seek to minimize liability rather than position themselves against the government.

Generally, the shelf life of a method patent which takes advantage of something as impermanent as the Internal Revenue Code is expected to be very short; so short, in fact, that the act of applying for a patent may be no more effective than simply publishing the technique.  If this can be statistically shown, the attorney is simply revealing his hand to the IRS to the detriment of his clients.  In fact,  SEQ CHAPTER \h \r 1where the mechanism is formulated by the tax practitioner, the published patent may fill in the willfulness element in any resulting tax-related charge against the client, which may range from improper position to tax avoidance to tax evasion (should the technique be painted with such a severe brush).

As to tax effect alone, getting a patent might be akin to building a house on sand, even ignoring the reaction from Congress and the IRS.   Are clients under the impression that the technique used on their returns is supposed to be confidential?  How many clients want to see their position “published” under the guise of a patent application?  Did the attorney disclose to the client that he was seeking a patent on the same technique used on the return?
  While it is clear that that information on a return is not privileged, the logic behind the technique may remain confidential if the client is not audited.

If a practitioner must apply for a patent, the following steps may be helpful: first, the patent should be keep confidential until it issues by having the inventor applicant agree never to file overseas (as long as it is kept confidential, the practitioner may control the abandonment and confidentiality if the claims allowed are not sufficient).   Second, a separate entity or company should be created to hold and exploit the patent apart from the practitioner’s practice.  Ideally, the practitioner inventor will not expose any of his clients to the exploitive entity because doing so would violate client confidences and create a conflict of interest.   The exploitive entity should be no more available to the inventor applicant’s clients than to any other set of taxpayers.
The identity of the practitioner will, of course, harm his clients once the connection is made, but at least the problems associated with conflict and confidentiality might be postponed.  Further, keeping the patent confidential until a notice of allowance issues will enable the patent applicant to step back and re-evaluate the climate in which the patent will issue, including any potential harm to his or her clients, and will allow the applicant to prevent the patent from issue if necessary.  Even where a practitioner inventor sells the patent prior to issue, if a license is created, the interest retained in the technique will tend to foment conflict.  If the practitioner withholds information from clients, he or she places clients in a position of potential infringement; similarly, where the practitioner negotiates permission for the client to use the inventive steps of the patent, he or she is likely to profit.  

Finally, a company that wants to get into the tax patent business should hire inventors who are not licensed tax practitioners or should purchase patents from practitioners with whom they have never had and will never have a connection beyond the purchase.  Such a company should have no relationship with any practicing attorney, enrolled agent or CPA.   
IV. CONCLUSION

The natural applicants for tax patents seem to be entities that regularly perform tax planning transactions and may advertise their tax planning acumen.   Therefore, most of the battles fought over tax patents are expected to involve large corporations that publicly solicit clients.  Sole practitioners and CPAs who plan for individual clients under confidentiality generally have a low probability of being discovered or have the skills to make alternative and more complex proposals which will deviate from the strict ambit of the claims.   Practitioners who advertise that they will perform a set of services for achieving the same objective as a tax patent will be more aware of issued patents, both for avoidance and for formulating alternatives to such patents.  The practitioner may keep the details of his set of services to himself or, conversely, he may publish papers on the alternatives as a defensive publication.

The preceding is certainly not an invitation to disregard worry over tax patents, but rather should be viewed as a realistic estimation of the very likely effects on taxpayers, Congress, the IRS, and individual tax practitioners. Although many current articles appear alarmist, invoking fear and apprehension among tax practitioners, a view tempered with the above practicalities will hopefully give tax practitioners a better idea of what to expect in future.

� On November 1, 2006, the IRS issued temporary and proposed regulations regarding the reportable transaction disclosure regime for taxpayers and material advisors.  The IRS sought to require taxpayers using a patented tax strategy to report it on their tax return as a reportable transaction.  This proposed regulation did not become final, but it could be reintroduced in another form at any time.  Proposed Regulations Relating to Reportable Transactions under §§ 6011, 6111, and 6112


(REG-103038-05; REG-103039-05; REG-103043-05).





� “A lawyer is a representative of clients, an officer of the legal system, and a citizen having special responsibility for the quality of justice.” Georgia Rules of Professional Conduct, §1, Preamble: A Lawyer’s Responsibilities.  Additionally, “a lawyer shall not represent or continue to represent a client if there is a significant risk that the lawyer’s own interest or the lawyer’s duties to another client, a former client, or a third person will materially and adversely affect the representation of the client, except as permitted in (b) [which outlines client consent].”  Further, “Client consent is not permissible if the representation involves circumstances rendering it reasonably unlikely that the lawyer will be able to provide adequate representation to one or more of the affected clients.”  Georgia Rules of Professional Conduct, Rule 1.7(a) and 1.7(c)(3), Conflict of Interest, General Rule.  “Except as provided by paragraph (b) of this section, a practitioner shall not represent a client before the Internal Revenue Service if the representation involves a conflict of interest. A conflict of interest exists if (1) The representation of one client will be directly adverse to another client; or (2) There is a significant risk that the representation of one or more clients will be materially limited by the practitioner’s responsibilities to another client, a former client or a third person, or by a personal interest of the practitioner.”  §10.29(a), Treasury Department Circular No. 230 (Rev. 4-2008), Cat. Num. 16586R, www.irs.gov.











� “A lawyer shall maintain in confidence all information gained in the professional relationship with a client, including information which the client has requested to be held inviolate or the disclosure of which would be embarrassing or would likely be detrimental to the client…” Georgia Rules of Professional Conduct, Rule 1.6(a), Confidentiality of Information.  “With respect to tax advice, the same common law protections of confidentiality which apply to a communication between a taxpayer and an attorney shall also apply to a communication between a taxpayer and any federally authorized tax practitioner to the extent the communication would be considered a privileged communication if it were between a taxpayer and an attorney.” 26 USC §7525(a)(1). “A lawyer shall not represent or continue to represent a client if there is a significant risk that the lawyer’s own interest or the lawyer’s duties to another client, a former client, or a third person will materially and adversely affect the representation of the client, except as permitted in (b) [which outlines client consent].” Further, “Client consent is not permissible if the representation involves circumstances rendering it reasonably unlikely that the lawyer will be able to provide adequate representation to one or more of the affected clients.”  Georgia Rules of Professional Conduct, Rule 1.7(a) and 1.7(c)(3), Conflict of Interest, General Rule.  “Except as provided by paragraph (b) of this section, a practitioner shall not represent a client before the Internal Revenue Service if the representation involves a conflict of interest. A conflict of interest exists if (1) The representation of one client will be directly adverse to another client; or (2) There is a significant risk that the representation of one or more clients will be materially limited by the practitioner’s responsibilities to another client, a former client or a third person, or by a personal interest of the practitioner.”  §10.29(a), Treasury Department Circular No. 230 (Rev. 4-2008), Cat. Num. 16586R, www.irs.gov.


� Id.


� “Failure to comply with an obligation or prohibition imposed by a Rule is a basis for invoking the disciplinary process.” Georgia Rules of Professional Conduct, §17, Scope.  “The Secretary of the Treasury, or delegate, after notice and an opportunity for a proceeding, may censure, suspend, or disbar any practitioner from practice before the Internal Revenue Service if the practitioner is shown to be incompetent or disreputable (within the meaning of §10.51), fails to comply with any regulation in this part (under the prohibited conduct standards of §10.52), or with intent to defraud, willfully and knowingly misleads or threatens a client or prospective client. Censure is a public reprimand.” §10.50(a), Treasury Department Circular No. 230 (Rev. 4-2008), Cat. Num. 16586R, www.irs.gov.


� “A lawyer's fee shall be reasonable.”  Georgia Rules of Professional Conduct, Rule 1.5, Fees.  A practitioner may not charge an unconscionable fee in connection with any matter before the Internal Revenue Service. §10.27(a), Treasury Department Circular No. 230 (Rev. 4-2008), Cat. Num. 16586R, � HYPERLINK "http://www.irs.gov" �www.irs.gov�.  Additionally, “A lawyer shall neither enter into a business transaction with a client if the client expects the lawyer to exercise the lawyer's professional judgment therein for the protection of the client, nor shall the lawyer knowingly acquire an ownership, possessory, security or other pecuniary interest adverse to a client…,” with very limited exceptions.  Georgia Rules of Professional Conduct, Rule 1.8(a), Conflict of Interest, Prohibited Transactions.  


� “A lawyer or law firm shall not share legal fees with a non-lawyer...”,with very few exceptions.  Moreover, “A lawyer shall not form a partnership with a non-lawyer if any of the activities of the partnership consist of the practice of law.” Georgia Rules of Professional Conduct, Rule 5.4(a) and (b), Professional Independence of a Lawyer.  “Nothing in the regulations in this part may be construed


as authorizing persons not members of the bar to practice law.” §10.27(a), Treasury Department Circular No. 230 (Rev. 4-2008), Cat. Num. 16586R, � HYPERLINK "http://www.irs.gov" �www.irs.gov�.  


� “A lawyer who is participating or has participated in the investigation or litigation of a matter shall not make an extrajudicial statement that a person would reasonably believe to be disseminated by means of public communication if the lawyer knows or reasonably should know that it will have a substantial likelihood of materially prejudicing an adjudicative proceeding in the matter.”  Georgia Rules of Professional Conduct, Rule 3.6(a), Trial Publicity.


� “A lawyer shall not act as advocate at a trial in which the lawyer is likely to be a necessary witness except where (1) the testimony relates to an uncontested issue; (2) the testimony relates to the nature and value of legal services rendered in the case; or (3) disqualification of the lawyer would work substantial hardship on the client.  Georgia Rules of Professional Conduct, Rule 3.7(a), Lawyer as a Witness.


� “In representing a client, a lawyer shall exercise independent professional judgment and render candid advice. A lawyer should not be deterred from giving candid advice by the prospect that the advice will be unpalatable to the client.”  Georgia Rules of Professional Conduct, Rule 2.1, Advisor.  “Tax advisors should provide clients with the highest quality representation concerning Federal tax issues by adhering to best practices in providing advice and in preparing or assisting in the preparation of a submission to the Internal Revenue Service.”  §10.27(a), Treasury Department Circular No. 230 (Rev. 4-2008), Cat. Num. 16586R, � HYPERLINK "http://www.irs.gov" �www.irs.gov�.  
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