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M. Blair Hlinka is an associate in Caplin & Drysdale’s tax disputes and
tax litigation practice group.

In this post, Hlinka discusses the evolution and purpose of the
discovery process in tax litigation.

Discovery is a critical phase in any tax litigation, whether before the U.S. Tax Court, a U.S. district
court, or another forum. In this post, I will discuss some preliminary discovery concepts, including the
purpose of discovery, what is e-discovery, and why proportionality matters. Over the next series of
posts, I will explore several procedural issues and questions relating to discovery in tax litigation
such as preservation obligations, document collection and processing, drafting and responding to
discovery, and more.

What is the Purpose of Discovery?

The purpose of discovery in tax litigation is the same as in other types of litigation. It serves as the
mechanism through which parties gather pertinent information and documents before trial. This
phase is designed to prevent surprises, allow for thorough preparation for trial, and promote a fair
and inexpensive resolution of disputes. See Federal Rule of Civil Procedure 1. And while the Federal
Rules of Civil Procedure were amended to emphasize a “just, speedy, and inexpensive determination
of every action” (emphasis added), the cost of discovery is often a subject of criticism, especially
regarding discovery of electronic data. See Committee Note on Rules — 2015 Amendment.

More specifically, the discovery process allows parties to obtain nonprivileged, relevant information
from each other to build their respective cases. See T.C. Rule 70; Fed. R. Civ. P. 26. The discovery
process, while similar in purpose, may differ in procedure and execution depending on the
procedural rules governing each court.
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The U.S. Tax Court has its own set of rules, known as the Tax Court Rules of Practice and Procedure.
These rules are tailored to address the unique aspects of tax litigation, emphasizing efficiency and
the resolution of disputes without unnecessary delay or cost. For example, the Tax Court requires
parties to attempt to attain the discovery objectives informally before utilizing discovery procedures
provided in its rules. See T.C. Rule 70(a).

U.S. district courts, however, operate under the Federal Rules of Civil Procedure, which apply to a
broader range of civil cases, including tax disputes. The discovery process in U.S. district courts is
comprehensive, requiring initial disclosures, a Rule 26(f) conference, and allowing for a wider array of
discovery tools without going through informal discovery.

The U.S. Tax Court does not have a formal initial disclosure requirement or a Rule 26(f) conference
requirement (although arguably these are implicit in the informal discovery process). While it has
similar discovery tools to those under the Federal Rules of Civil Procedure, when it comes to using
those tools, a party may only do so after attempting to attain the discovery objectives informally.
Additionally, the U.S. Tax Court views depositions, which are common in U.S. district courts, as “an
extraordinary method of discovery” and may be used only “where such testimony practicably cannot
be obtained through” informal consultation or as otherwise provided under the Tax Court Rules. See
Rule 30; cf. T.C. Rule 74(c)(1)(B).

The Evolution of Discovery: From Paper to Digital

Traditionally, discovery involved the exchange of physical documents. With the advent of technology,
however, the landscape of discovery has significantly evolved to include electronically stored
information (ESI).

ESI is information that is stored electronically, regardless of the media or whether it is in the original
format in which it was created, as opposed to information stored in hard copy (i.e., paper). “The
Sedona Conference Glossary: E-Discovery & Digital Information Management,” Fifth Edition, 21
Sedona Conf. J. 263 (2020). But what really is ESI? It’s information that is located on the memory of
your clients computerized device or service, their social media accounts, their internet-based email
accounts (e.g., Gmail), their cloud storage (e.g., Dropbox and OneDrive), and communications in
messaging apps (e.g., WhatsApp and iMessage). It’s even located in memory chips of digital copiers at
your clients’ home or office and your client’s smart watch!

In this digital world, over 402.74 million terabytes of data are created each day, and ESI covers every
bit of that data! As a result, the volume and nature of discoverable information has expanded
dramatically and necessitated the development of e-discovery practices.

The Role of E-Discovery

Understanding the role of e-discovery in a tax litigation case is important to ensure the matter if
effectively managed and that relevant evidence is preserved and produced in a timely manner. But
what is e-discovery?
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E-discovery refers to the process of identifying, collecting, and producing ESI in response to a request
for production in a legal proceeding. This includes emails, documents, databases, social media
content, and other digital data. E-discovery plays a pivotal role in modern litigation by addressing the
challenges associated with the vast amounts of electronic data. See Electronic Discovery Reference
Model 2.0 (2023). The process typically includes several stages: identification, preservation, collection,
processing, review, production, and presentation. Each stage is crucial to ensure that relevant
information is accurately captured and preserved for use in litigation.

The importance of e-discovery cannot be overstated, as it allows parties to access critical evidence
that may not exist in traditional paper form. Additionally, e-discovery facilitates the efficient handling
of large volumes of data, enabling legal teams to focus on the most relevant information. I will cover
in more detail in a later post what preserving, collecting, processing, and responding to discovery
requests seeking ESI looks like in practice.

In the context of tax litigation, e-discovery is particularly significant due to the issues involved
(regardless of the size of the matter). If it is a transfer pricing case, the case will likely require the
collection, review, and production of voluminous and complex ESI depending on the nature of an
agreement and the multiple transactions involved across international borders. (And matters that
cross international borders require addressing privacy rules such as the European Union’s General
Data Protection Regulation.) Maybe it’s a smaller matter involving a prior bank deposits analysis,
Collecting, reviewing, and producing electronic financial records and accounting data will enable you
to more quickly piece together possible issues with the bank deposits analysis. Or perhaps it’s a
midsize case regarding whether your client is a successor entity, collecting and reviewing native
emails or text messages may help you pull together a faster timeline (such as by reviewing
documents based on “Date Sent”).

You cannot engage in discovery without understanding ESI and engaging in e-discovery. While the
volume and nature of discoverable information may seem daunting when considering the breadth of
ESI, it is important to keep in mind that all discovery, including e-discovery, must be proportional to
the needs of the case.

Discovery Is Meant to Be Proportional

As the scope of discoverable information has expanded (especially considering ESI), the principle of
proportionality has become increasingly important in ensuring fair and efficient discovery practices.
Proportionality requires that the scope of discovery be commensurate with the needs of the case,
considering factors such as the amount in controversy, the importance of the issues at stake, and the
parties’ resources. See T.C. Rule 70(b); Fed. R. Civ. P. 26(b).

Proportionality aims to prevent excessive and burdensome discovery requests that can lead to
unnecessary delays and increased costs. By balancing the benefits of obtaining information against
the burdens of producing it, proportionality ensures that discovery remains a tool for justice rather
than a weapon for obstruction.
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At the beginning of discovery, the best starting point is communicating with the other side and
cooperation through the discovery process, especially regarding preservation and later production of
ESI. While this may seem counterintuitive in an adversarial system, cooperation is consistent with
zealous advocacy. See The Sedona Conference Cooperation Proclamation (which has been endorsed
by more than 200 federal and state judges). While cooperation may ultimately break down at some
point in a matter for one reason or another, having initial conversation regarding the issues and
needs of the case will promote more proportional discovery that ultimately serves the best interest of
your clients at a (hopefully) more reasonable cost.

Conclusion

Discovery — and yes, that includes e-discovery — is an essential component of the tax litigation
process, providing a framework for the exchange of information and evidence. The principle of
proportionality further enhances the discovery process by promoting fairness and efficiency. In the
subsequent posts, I will explore additional procedural issues and questions relating to discovery in
tax litigation that build off these above concepts.
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