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I. ASSIGNMENT OF ERROR.
The Trial Court erred when it dismissed Plaintiffs’ (collectively referred to
as “Murphey”) claims for breach of contract and breach of fiduciary duty

as barred by the three year statute of limitations.

II. ISSUE PRESENTED.
If a taxpayer files an administrative appeal for a notice of assessment
issued by the Department of Revenue, when does the taxpayer suffer
actual injury, and thus commence the statute of limitations, for claims
related to negligent filing of Washington state tax returns when RCW §
82.32.160 states that a contested assessment is not finalized and cannot be
enforced by the Department until the conclusion of the administrative

appeal process?

III. STATEMENT OF THE CASE.
This case stems from two Assessments against John Murphey and
Murphey and Westcott, jointly issued on February 13, 2009, by the
Washington State Department of Revenue. (CP 117-28) The assessments

were for approximately $200,000.00 in unpaid/underpaid taxes as well as



penalties' and interest. (CP 3) The assessments were the result of an
audit that was initiated by the Department in 2004 and administratively
appealed pursuant to RCW § 82.32.160 in early 2006.

The Department made no attempt to collect the assessed amount
during the three year appeal process as RCW § 82.32.160 prohibits the
Department from considering contested notices of assessment final until
the conclusion of an administrative appeal. Once the Department
concluded the administrative appeal process, the Department contacted
Murphey and made arrangements to collect on the assessed amounts. (CP
193-94)

On November 4, 2009, Murphey filed suit against its former
accounting firm, Grass CPA and Associates, alleging that the assessments
were the result of Grass’s failure to maintain adequate records in
compliance with Washington law and to file proper state tax returns on
behalf of Murphey. (CP 1-5) Initially, Murphey also alleged negligence
and breach of contract for failure to file proper federal tax returns but
those claims were abandoned as they were barred by the three year statute
of limitations. (CP 43) (“[Murphey] is willing to stipulate to amending

[its] Complaint to clarify [it] will not be seeking any claims related

' A portion of the penalties assessed were for failure to maintain adequate records.



to...federal tax matters’) Since Murphey’s concession that claims related
to the federal returns are barred, those claims have not been pursued.

After a brief discussion between counsel regarding issues related to
the three year statute of limitations for the state claims, Grass filed a
motion for summary judgment, that was heard on July 30, 2010, alleging
that the applicable statute of limitation barred Murphey’s claims. (CP 11-
21; RP 1-4) Grass’s chief argument at summary judgment was that the
three year statute of limitations® served as a bar to the claim because
Murphey knew at some point in time during late 2005/early 2006 that at
least some of the taxes assessed were going to be due. (CP 215-17; RP 35,
37-38) Accordingly, Grass argued, Murphey suffered damage sometime
during that period. Grass also argued that Murphey had suffered damages
related to its retention of a new accounting firm as well as the costs
associated with the assessment and the subsequent administrative appeal,
but conceded that it had not presented evidence to show that amount was
appreciable. (Id.)

Murphey’s primary retort was that it did not suffer actual and
appreciate damage until February 13, 2009, when the Department issued

its Final Order on the Assessments, because RCW § 82.32.160 provides

? Although Grass did initially argue that the applicable statute of limitations was three
years, Murphey conceded that fact in its responsive brief and the issue was only
mentioned at the July 30, 2010 hearing. (CP 50)



that if an assessment is administratively appealed, the Department cannot
treat the contested notice of assessment as final until the Department
concludes the administrative appeal process. (CP 51, 55-59) Therefore,
during the administrative appeal process the assessments are merely
speculative and do not constitute actual injury in the manner necessary to
toll the statute of limitations. (CP 55-56) Murphey also argued that from
a practical standpoint, Murphey could not know if they were going to
suffer actual injury until the conclusion of the administrative appeal. (Id.)
Had the Department dismissed the notice of assessment, Murphey noted, it
would not have been liable for any unpaid taxes, interest, or penalties.
Murphey further argued that issues of fact exist as to whether Murphey
suffered actual and appreciable damage anytime prior to February 13,
2009. (RP 41-42)

Without explaining when the statute of limitations commenced or
actually determining when Murphey suffered actual and appreciable
damage, the trial court granted Grass’s motion for summary judgment.
The court’s July 30, 2010 Order forms the basis of this appeal. (CP 221-
22)

IV. SUMMARY OF ARGUMENT.
The Trial Court’s dismissal of Murphey’s claims for breach of

contract and breach of fiduciary duty on the grounds that Murphey’s



claims were barred by the three year statute of limitations should be
reversed. Well-settled case law in the state of Washington provides that a
party may not bring a claim, and therefore the statute of limitations does
not commence, until all elements of the party’s claim are present.
Critically, a party may not bring a claim if its damages are speculative in
nature. Specifically on this point, Washington law states that a party has
an actionable claim only when it suffers actual injury. If the actual injury
is theoretical or speculative, the party’s claim has yet to accrue.

When a party’s injury is based upon an assessment by a taxing
authority, the party suffers damage only when the assessment is deemed
due and owing. Under the plain language of RCW § 82.32.160, if a party
administratively appeals a notice of an assessment by the Department, the
assessment is not due and owing — and, therefore, no damages have arisen
- until the Department issues its final determination of the contested notice
of assessment. Prior to that period of time the Department does not have
the authority to consider the assessment final and may not initiate
collection on it. To require that a party initiate litigation years before the
taxing authority conclusively determines if any unpaid taxes, interest,
and/or penalties are actually owed would result in speculative litigation

and is directly contrary to established case law.



Moreover, contrary to Grass’s assertion that Murphey suffered
actual and appreciable damage sometime prior to February 13, 2009,
Grass has failed to present any evidence in support of this theory. Rather,
Grass’s position that Murphey either knew or should have known that it
suffered damage as early as 2006 — despite the fact that the Department
did not make that finding until the field auditor’s findings were, affirmed
in 2009 — is unsupported by law and wholly deficient to support the trial
court’s ruling.

As the record shows and case law supports, until the Department
concludes the administrative appeal process, the taxpayer does not know if
the Department will uphold the assessment or completely eliminate it.
Until the Department issues its final decision, the taxpayer does not know
if any unpaid taxes, interest, and penalties are actually owed.

Accordingly, Grass’s seeming assumption regarding what Murphey should

have had the foresight to know cannot serve as factual basis for summary

judgment.

V. ARGUMENT.
A. Standard of Review.
Murphey pursues this appeal from a ruling granting summary

judgment. When reviewing a summary judgment, an appellate court



engages in the same inquiry as the trial court. Richard C. Gossett, et. al.,
v. Farmers Ins. Co. of Washington, 82 Wn. App. 375, 381, 917 P.2d

1124 (1996) (reversed on other grounds, 133 Wn.2d 954, 948 P.2d 1264

(1997)). “Summary judgment is proper if the pleadings, depositions, and
affidavits show there is no genuine issue as to any material fact and that
the moving party is entitled to judgment as a matter of law.” Id. “The

court must consider the facts submitted and all reasonable inferences from

those facts in the light most favorable to the nonmoving party and the
motion should be granted only if, from all the evidence, reasonable
persons could reach but one conclusion.” Id. (emphasis ours) Review is
de novo, requiring the court to step into the shoes of the trial court by
engaging in the same inquiry as the trial court. Id.

Here, the Court, on appeal, should reverse the trial court’s ruling
because Murphey’s claims accrued on February 13, 2009 when it learned
that the Appeals Division of the Department of Revenue upheld the
notices of assessment and concluded the administrative appeal. Prior to
that date Murphey had not suffered any actual harm because it had yet to
lose a substantive right, which in Murphey’s case was the benefit of not
being subject to assessments.

Additionally, this court should reverse the July 30, 2010 order because

Grass has failed to present evidence that establishes no issues of material



fact exist that Murphey filed his claims after the expiration of the statute
of limitations period. Grass asserts that the injury occurred sometime in
late 2005/early 2006 but has failed to point to any facts in the record that

support its position.

B. Murphey’s Claims Accrued, and the Statute of
Limitation Commenced, When Murphey Suffered Actual
and Appreciable Damage.

RCW § 4.16.080 provides that claims for breach of an oral contract
and claims for breach of a fiduciary duty must commence within three
years of when the cause of action arises. See Also RCW § 4.16.005
(stating that actions can only be commenced within the prescribed period
“after the cause of action shall have accrued”) An action accrues when all
the elements necessary to bring a claim exist and are not merely
theoretical. Hunter v. Knight, Vale & Gregory, 18 Wn. App. 640, 571
P.2d 212 (1977). Relevant to Murphey’s case, a claim accrues when the
aggrieved party suffers actual and appreciable damage. Sabey v. Howard
Johnson & Co., 101 Wn. App. 575, 595, 5 P.3d 730 (2000) (mere
knowledge of potential liability is not the equivalent to actual harm); see
also Gazija v. Nicholas Jerns Co., 86 Wn.2d 215, 543 P.2d 338 (1975)

(stating that the mere danger of a future harm unaccompanied by present

damage will not support a cause of action). Further, Courts have held that



a right to recover nominal damages will not commence the period of
limitation but rather the party must suffer actual injury. (Id. at 220) In the
context of professional malpractice, often a claim does not accrue, despite
the theoretical right to recover, until some later event or action the absence
of which renders suit impossible or speculative. Hunter, 18 Wn. Ap. at
643.

In the context of professional malpractice, which is at issue in the
present case, the question is what is the actual injury and when did the
aggrieved party suffer the injury. Huff v. Roach, 125 Wn. App. 724, 730,
106 P.3d 268 (2005). Even though the party may have suffered nominal
damages, the damage occurs when the party loses a substantive right.

An example of when a party loses a substantive right after suffering
nominal damages is articulated in Johnson v. Reehorn, 56 Wn. App. 692,
784 P.2d 1201 (1990). In Johnson v. Reehorn, the personal
representative of an estate filed suit against an attorney for damages
related to the late filing of an estate’s federal tax return which resulted in
the Internal Revenue Service assessing the estate approximately
$120,000.00 in unpaid taxes. Johnson v. Reehorn, 56 Wn. App. 692, 784
P.2d 1201 (1990). Specifically, on October 12, 1981, Curtis H. Johnson
died, and his son, Kirby Johnson, was appointed as the estate’s personal

representative. Id. at 693. Curtis (hereinafter “Johnson”) retained Gilbert



Mullen as his counsel and J.P. Reehorn, a certified public accountant, to
assist and advise Johnson in the proper administration of the estate. Id.
Johnson was notified that the estate’s federal tax returns would be filed
late which would likely result in a nominal penalty. Id. On July 23, 1982
the estate’s federal returns were filed and approximately two month later a
penalty of $115.20 was assessment for the late filing. Id. In October 1983
though, Reehorn informed Johnson that the IRS had sent notification that
late filing of the return disqualified the estate from the “special use
valuation” which resulted in an underpayment of taxes.” Id. at 694. Asa
result, Johnson filed suit against Reehorn in September 1986. Id.

Like Grass, Reehorn filed a motion for summary judgment alleging
that Johnson had failed to bring his claims within the three year statute of
limitations, and the trial court agreed. Id. at 695. Reehorn argued that
Johnson had knowledge that he had suffered actual and appreciable
damage when he was informed the returns would be filed late and that the
nominal penalty constituted damage. Id. In reversing the trial court’s
ruling, Division One stated that Johnson had notice of his damage, and in
fact suffered actual and appreciable damage, when the IRS informed him

that the estate could rely upon the special use valuation because that was

3 Johnson did appeal the disqualification to the United States Tax Court. It should be
noted that the US Tax Court is not an administrative arm of the Internal Revenue Service
but rather a component of the Federal Judiciary.
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when he lost a substantive right. Id. at 697-98. The right he lost, the court
noted, was not payment of a nominal fee but rather the tax benefit of the
valuation. Id. Prior to that time, his damages were theoretical and, to the
extent they existed, were de minimis. Id. Accordingly, Johnson’s
“damage” occurred when he lost a substantive right and was assessed as a
result.

Similar to Johnson, Murphey had knowledge of Grass’s negligent acts

before they lost a substantive right. In Murphey’s case its damage, the

substantive right it lost, was the assessment of underpaid tax, penalties,

and interest. Murphey had knowledge that it had lost its substantive right
in February 2009. Prior to that point in time Murphey’s alleged injury
were speculative because the Department had yet to conclude the
administrative appeal.

Grass asserts that Murphey suffered an actual and appreciable
damage, i.e. lost a substantive right, when they had to retain a new
accountant and incur the costs associated with the audit and administrative
appeal. (RP 35-36; CP 216, 218) However, Grass concedes that nothing
in the record shows that the costs associated with the audit or
administrative appeal constituted anything more than nominal damages.
(RP 35-36) Further, Grass’s assumption that costs associated with the

audit and administrative appeal constitute the loss of a substantive right is

11



equally unsupportable. (Id.) First, both Grass and the trial court took the
position that there was no evidence before the court to show that the audit
was anything more than random. (RP 36) Therefore, it was posited, any
costs associated with the audit cannot be attributed to any negligent act on
the part of Grass. Second, Grass alleged that “the field agent’s audit
says—in early 2006 that they had not paid all sales and use taxes that were
owed, and they knew at that point that that was an allegation. They knew

at that point that they were required to pay all of those sales and use

taxes.” (RP 37)(emphasis ours) Grass’s statement that at the conclusion
of the audit Murphey knew taxes were due and owing assumes that the
parties conclusively knew in February 2006 what the Department
determined in 2009: that the Appeals Division would adopt the field
auditor’s assessment.* Contrary to Grass’s position, however, Murphey
did not know whether the Department’s final determination would affirm
the field auditor’s findings or find it invalid. As the next section

discusses, Washington law dictates that until the administrative appeal was

* The only evidence in the record that would suggest that Murphey knew at some point
prior to February 2009 that unpaid taxes were due and owing are statements made by the
Department’s Administrative Law Judge that Murphey appealed to the Board of Tax
Appeals. (CP 117, 123) In the February 13, 2009 final orders, the ALJ erroneously
states that at the July 7, 2007 hearing Murphey conceded the taxes were due and owing.
(Id.) Murphey challenged that on appeal before the Board of Tax Appeals but later
abandoned it for strategic purposes. (CP 132) For purposes of the issues before the
Court however, the ALJ’s assertion is irrelevant because even if Murphey conceded in
July 2007 that they would incur damage, then its suit was filed well within the three year
statute of limitations.

12



final, the Department had not affirmatively concluded that Murphey in
fact owed unpaid taxes, interest, and penalties. Accordingly, contrary to
Grass’s argument and as clearly supported by Washington case and
statutory law, Murphey lost its substantive right at the conclusion of the

appeal on February 13, 2009.

1. Murphey Suffered Actual and Appreciable
Damage When the Appeals Division Concluded
the Appeal on February 13, 2009 and not during

the Administrative Appeal Process.

RCW § 82.32.160 provides in pertinent part

“Any person having been issued a notice of additional taxes,

delinquent taxes, interest or penalties assessed by the

department may within 30 days...petition the department in

writing for a correction of the amount of the assessment. .. After

the conference the department may make such determination as

may appear to it to be just and lawful and shall mail a copy of

its determination to the petitioner. If no such petition is filed

within the thirty day period the assessment covered by the

notice shall become final.”

It is axiomatic that Courts do not interpret unambiguous statutes, but
apply them in accordance with their plain language. Agrilink Foods, Inc.
v. State Department of Revenue, 153 Wn.2d 392, 396, 103 P.3d 1226
(2005). Here, the plain meaning of this statute is that when the

Department issues a notice to a taxpayer of additional assessed taxes,

interest, and penalties, the taxpayer may petition the Department for a

13



correction without first prepaying the contested taxes. AOL, LLC v.
Department of Revenue, 149 Wn. App. 533, 543, 205 P.3d 159 (2009)
The purpose of the administrative appeal process is to determine if the
taxpayer actually owes the amount assessed. Id. at 554. The burden rests
on the taxpayer to establish it is not liable for the assessed amount, but
until the Department completes the administrative appeal process, the

Department has not conclusively determined that the taxes are due and

owing. Id. Therefore, during the administrative appeal process there

exists nothing more than the mere knowledge that the taxpayer may

potentially be liable for an assessment. As RCW § 82.32.160 states the
Department may “department may make such determination as may

appear to it to be just and lawful.” Therefore, at the conclusion of the

administrative appeal process the Department may determine that the

taxpayer owes zero, the full amount stated in the notice of assessment, or

any number in between. Given the speculative nature of any damage until

the conclusion of the appeal process, it follows that no claim has accrued
and the statute of limitations has not commenced. Sabey, 101 Wn. App.
at 595 (stating that purely speculative liability is not the equivalent of
actual harm).

The notion that tax-related negligence actions do not accrue, and the

statute of limitations does not commence, until the taxing authority issues

14



a demand for payment is supported by rulings in numerous other
jurisdictions. For example, in International Engine Parts, Inc. v.
Feddersen and Co., the California Supreme Court addressed the issue of
when actual injury occurs in the case where an accountant negligently files
atax return. International Engine Parts, Inc. v. Fedderson and Co., 9
Cal. 4™ 606, 888 P.2d 1279 (1995) In this case, Fedderson and Co. failed
to file necessary documents with International’s 1983 and 1984 federal tax
returns. Id. at 609. International became aware of the problem in 1984
because of an IRS audit, and, in 1986, an IRS agent informed International
that Fedderson’s actions may result in an assessment. Id. In 1987 the IRS
issued its audit report and the amount was assessed in 1988 after the IRS
concluded its inquiry. Id. International filed suit in 1990, approximately
six years after it had knowledge of the negligent act and four years after it
had knowledge that an assessment was likely, and Fedderson moved to
dismiss arguing the claims were barred by California’s statute of
limitations. Id. at 611-612.

In finding that the claims were not barred by the statute of
limitations, the California Supreme Court held that under the applicable
federal statutory scheme, the IRS had no authority to collect on the
findings of the tax examiner because they were “proposed findings that are

subject to negotiation prior to any determination of tax deficiency.” Id. at

15



612-13. Therefore, the court held that because the IRS lacked authority to
collect on the findings, the damage is merely speculative and claims
related to the assessment will not accrue until the closing letter. Id. at 608,
612-13.

Grass strongly disputes consideration of the International case as
well as a number of foreign jurisdiction cases Murphey cited in its
Response to Grass’s motion.(CP 19-20, 216-17) By inappropriately
focusing on the International court’s use of the “discovery plus actual
injury rule” (CP 215), which is a term of art used in the Court’s opinion,
Grass argues that to use International as guidance would effectively alter
established case law in Washington. (CP 216)(stating that Washington is
a “discovery rule” state and International will allow for improper tolling
of the statute of limitations). However, the International ruling does not
conflict with Washington case law. The phrase “discovery plus actual
injury” may be unfamiliar in the State of Washington’s body of case
authority, but California courts use it simply to mean “[t]he express
requirement of actual injury, in addition to discovery of negligence, to
commence the running of the limitations...” International, 9 Cal. 4™ at
613. While California’s term of art may be cumbersome in the context of
Washington’s legal lexicon, the notion that a party must discover that the

accountant acted negligently and incur actual injury for the statute of

16



limitations to commence, is wholly consistent with Washington’s
authoritative case law. The key point that this Court is urged to consider
is that, in this case, an actual injury did not occur and could not have
occurred until the administrative tax appeals process had been completed.
Not only did the trial court appear to misunderstand this view, it also
apparently chose to ignore the fact that the trial court failed to require that
Grass establish, as a matter of law, that there was no issue of material fact
as to when the assessment became an injury.

Curiously, Huff, a case relied upon heavily by Grass, stands for the
proposition that a party must discover the negligent act and suffer actual
injury. Huff, 125 Wn. App. at 729. In Huff, the court was asked to
determine when the statute of limitation commenced for claims related to
an attorney’s failure to file suit within the statute of limitations. Id. Huff
claimed that the statute of limitations commenced when the party raised
the statute of limitations defense, but the court disagreed. Id. at 729. In
doing so the court noted that the requirement that a party suffer “injury” or
“damage” is often inappropriately confused with the establishment of
“damages”. Id. at 729-30. As the court aptly noted, there is an important
distinction between injury and damages: injury refers to the invasion of a
substantive right (which in Huff’s case was the invasion of a legal interest)

while damages refers to the monetary consequences of the invasion of that

17



right. Id. Huff suffered actual injury when the attorney failed to file suit
within the statute of limitation period. Id. at 730. The monetary
consequences of the injury occurred when the defendant successfully
raised the defense. Id.

International, like Huff, is concerned with when the invasion of a
substantive right occurs (i.e. when the party suffers “actual injury”). The
IRS was statutorily prohibited from treating the assessment as due and
owing until after the appeals office rendered its final decision. Until that
final decision is issued, damages are merely speculative and the party has
not suffered an “actual injury”. International, 9 Cal. 4™ at 612-13.
International suffered actual injury when the IRS issued its final decision.
Prior to that time though, the injury was merely speculative, despite the
fact that the actual amount of the damages was calculable. Ultimately
International does nothing more than apply the principals put forward in
Huff in the context of accountant malpractice.

Similar to the federal statutory scheme, if a taxpayer administratively
appeals a notice of additional taxes, delinquent taxes, interest or penalties
assessed, the Department cannot treat the assessment as final and cannot
demand payment until the appeals division has rendered its final decision.
See RCW § 82.32.160; See Also WAC § 458-20-100. Since a contested

notice of assessment is not finalized and the Department has the discretion

18



to uphold the field auditor’s findings or negate the assessment in its
entirety, the taxpayer does not know if it will suffer injury until the
Department render its final determination. As stated in the Huff case, the
fact damages are calculable has no bearing on the fact that the injury has
not yet occurred and, therefore, the statute of limitations has not yet
commenced. Huff, at 729-30. Accordingly, in the context of tax-related
negligence claims, the Department’s final determination at the conclusion
of the administrative appeals process is when the party suffers actual
injury.

Murphey suffered actual injury on February 13, 2009, when the
appeals division issued its final determination. Prior to that, any notion of
damage was speculative. Murphey does not deny that the audit and
administrative appeal process was protracted. However, a protracted
process will not cause the statute of limitations to commence at some
arbitrarily premature date. Importantly, had the appeals division
determined the assessed amount was zero, the implication would have
been that Murphey’s tax returns were not negligently prepared and filed.
Murphey would not have owed unpaid taxes and no interest or penalties
would have been assessed. Effectively, the appeals division would have
determined that Murphey had not suffered any actual injury and,

implicitly, that Grass had not acted negligently. That scenario, however,

19



did not transpire and Murphey suffered actual injury on February 13,

2009, due to Grass’s negligent acts.

2. Grass’s Argument that Murphey’s Claims for
Breach of Contract and Breach of Fiduciary
Duty Related to the Preparation and Filing of
State Tax Returns Cannot be Segregated from
Negligence Claims Related to Federal Taxes is
not Supported by Washington Law.

Although Grass failed to cite any case law authority to support its
argument, Grass contends that Murphey’s claims related to the
assessments issued by Washington state are barred because Murphey had
knowledge of Grass’s failure to file federal returns properly. (CP 216; RP
7-8; 16) In effect, Grass’s argument is that Murphey is “carving out” or
“cherry-picking” claims in an attempt to salvage its case and that claims
for breach of fiduciary duty that arise from state taxes are
indistinguishable from claims that arise from federal taxes. Id. Although
Grass does not cite to specific case law that states Murphey’s actions
conflict with Washington law, Grass appears to be referencing
Washington’s rejection of the “two-injury” rule that plaintiffs in toxic tort
cases attempt to use to toll the applicable statute of limitations. See Green

v. A.P.C., 136 Wn.2d 87, 960 P.2d 912 (1998).

The “two injury” rule is a legal theory that states an injured party
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should be allowed to commence a statute of limitation period for each
injury resulting from one tortious act from the date the injury is
discovered. Effectively, the theory would allow for a party to bring
multiple claims for injury upon discovery of each new injury. In the case
of Green, the negligent act was exposure to a drug called “DES”. Id. at
93. In her suit, Green alleged that separate statute of limitations periods
should exist for all her injuries even though they all stemmed from expose
to DES. Id. at 97-98 (the court did note that even though the theory was
called the “two-injury” theory it in fact would allow for separate statute of
limitation periods for each injury regardless of the number of injuries).
The court soundly rejected the theory. Id.

Murphey’s claims are not based upon multiple injuries that arise
from a single negligent act. Rather, Murphey’s claims are based upon the
fact that filing federal tax returns entails duties and performance separate
and distinct from that require to file state tax returns. The filing period for
the federal returns — namely, “941” returns at the federal level - are
different than state filing periods; the applicable tax code is wholly
different; the taxing authority to whom payments are remitted are
different; and the statutory mechanisms to challenge assessed taxes,
penalties, and interest are different. Murphey’s claims for the negligent

filing of state tax returns are based upon a duty that is wholly separate than
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the duty related to Grass’s negligent filing of federal 941 returns.
Critically, unlike the “two-injury” theory, the proximate cause of
Murphey’s damage from the negligent filing of state tax returns is not the
same proximate cause of Murphey’s damage resulting from the negligent
filing of federal 941°s. The acts constitute separate torts and Murphey
concedes that the statute of limitations for any claim arising from the
negligent filing of federal tax returns has run. Conversely, the statute of
limitation for claims arising from the negligent filing of state tax returns
has not run.

Had Murphey filed suit alleging that the specific deficiency for
each taxable period constituted a separate injury for which a separate
statute of limitation period applied, then the court’s rejection of the “two-
injury” rule may be applicable. However, because Murphey’s claims
arising from negligent filing of state tax returns arise from a tortious act
that is separate and distinct from the tortious act that proximately caused
the assessment levied by the IRS related to improper filing and payment of
941 taxes, Washington’s rejection of the “two-injury” rule is inapposite

and does not serve as a bar to Murphey’s claims.
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3. Grass’s Position that the Statute of
Limitations Period Began Sometime during the
Audit or at its Conclusion Would Result in
Speculative and Piecemeal Litigation.

As noted in Murphey’s response to Grass’s summary judgment,
one central problem with Grass’s position that Murphey could have and
should have filed suit sometime in late 2005/early 2006, is that by the time
the matter would have gone to trial, Murphey would not be able to
establish any injury or the monetary value of the injuries. (CP 58-59) At
oral argument the court addressed this concern with “[i]f this case had
been filed several years earlier and had gone to trial [before the
Department’s final decision] how would [Murphey] have raised those
damages? Or would [Murphey] have had to file another lawsuit?” (RP
38) In response Grass provided two scenarios: either Grass would
indemnify Murphey as a “judgment” or the trial would have been
bifurcated between liability and damages. (RP 39) Grass’s arguments,
however, are concerning for two reasons.

First, the notion that Grass would “indemnify” Murphey for any
damage at the conclusion of the administrative appeal would require that
the court find that Grass negligently filed Murphey’s state tax returns.

However, as noted above, if the Department determined that the notice of

assessment was in error, then the Department would be implicitly finding
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that there were no errors in its returns or, if errors did exist, they would not
rise to the level of negligence because there was no underpayment of

taxes. Accordingly, Grass’s proposition would mean that the court would

find Grass negligent and vears later the Department would find that Grass

was not negligent. Therefore, Grass’s indemnification proposition will

could cause the Court to find Grass liable while the Department would
implicitly find there was no wrongdoing.

Second, and perhaps most concerning, if the Court were to find
that Grass would be required to indemnify Murphey, the ruling would
imply that some unpaid or underpaid taxes, interest, and penalties exist.
However, if the appeals division found the notice of the assessment was in
error then the assumption upon which the court rendered its judgment
would be wrong. Therefore, the entire lawsuit was brought without a good
faith belief of damage. This would inevitably raise questions as to the
candor of counsel and the parties to the court and the reliability of the
evidence presented to support a finding of negligence . Although it is not
clear, and a lengthy recitation of when CR 11 sanctions or terms under
RCW § 4.84.185 are appropriate, Washington law requires that, at the
very least, there exists a good faith belief of the claims brought. Under
Grass’s theory, that belief could be brought into question.

Along the same line of reasoning, if Murphey certified under CR
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11 that it had a good faith belief that it underpaid taxes and owes some
portion of the assessment and took a contrary position during the
administrative appeal, it would put at risk the Department dismissing
Murphey’s administrative appeal. Therefore, Grass’s position would
either force Murphey to abandon at least a portion of its administrative
appeal to establish damage or acknowledge that the suit is brought without
a good faith belief that it incurred actual injury.

Similarly, if the court were to bifurcate the case into liability and
damages” it would render a judgment finding that Grass was negligent
based upon the underlying assumption that injury exists. Further, the
damage portion would commence only if the Department found that an
underpayment in taxes existed or determined what that amount was. If the
Department determined that the notice of assessment was in error, then the
parties would spent tens of thousands of dollars litigating over nothing
more than the threat of damage. Not only would the result be an
inefficient use of judicial resources, case law dictates that the threat of
damage, and nothing more, cannot serve as the basis for litigation. Sabey,

101 Wn. App. at 595.

* Murphey concedes that bifurcation of the negligence and damage portion of a claim is
appropriate in some instances and furthers judicial economy, it is not appropriate when
injury is, at best, speculative.
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C. Grass has Failed to Present Indisputable Evidence
that Shows Murphey Failed to Assert its Claims Prior
to the Expiration of the Statute of Limitations Period.

As noted above, this appeal is based upon an order granting
summary judgment. Therefore, Grass bore the burden of establishing that
issue of material fact do not exist and that it was entitled to judgment as a
matter of law. Murphey’s position is that as a matter of law, Grass is not
entitled to judgment. Additionally though, Murphey’s position is that
Grass failed to establish that no issues of material fact exist. In support of
its motion Grass presented the following documents: Murphey’s brief
before the Board of Tax Appeals6 (CP 27-35), Murphey’s complaint (CP
37-41), and a letter from Murphey’s counsel (CP 43-44), a declaration
from Grass’s speaking agent (CP 45-46) and a letter to Grass regarding
concerns related to IRS penalties dated December 28, 2005 (CP 48). The
only document that would suggest when Murphey had knowledge of his
actual injury for the negligent filing of its state taxes is Murphey’s brief.
However, the issue before the Board of Tax Appeals was whether

Murphey qualified for a waiver of interest and penalties under WAC §

458-20-228 (“rule 228).” Rule 228 though, allows for waiver of interest

® After the Department rendered its final decision on February 13, 2009, Murphey sought
review before the Board of Tax Appeals.

7 Initially Murphey challenged the February 13, 2009 assessments in their entirety.
(CP130-132) However, for strategic purposes and without admitting the taxes properly
assessed, Murphey stipulated to limit its appeal to the application of rule 228.
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and penalties if the taxpayer experienced one of the defined hardships or,
as relevant to Murphey, failed to pay the taxes due to fraud, theft,
conversion, or embezzlement. WAC § 458-20-228(9)(a)(ii)(F). That
inquiry, however, does not establish that Murphey knew or should have
know anytime prior to February 13, 2009 that the Department would
affirm the notice of assessment. Arguably, other than the recitation of the
facts (CP 27-29) the document’s legal discussion bears no relevance to
this case. Accordingly, Grass has failed to present evidence that would
show that viewing the facts and inferences derived therefrom in a light
most favorable to the non-moving party that Grass has established no
issues of material fact exist.

At oral argument Grass’s failure to show no issues of material fact
exist was further highlighted. At the hearing Grass argued extensively that
Murphey’s loss of a substantive right occurred when Murphey retained a
new accountant. (RP 35-36; CP 216, 217-8) Grass argued that, at that
point in time Murphey incurred substantial costs and therefore, lost its
substantive right. Even if the court were to assume that retention of a new
accountant constituted the loss of a substantive right as discussed in Huff
v. Roach, Grass has categorically failed to provide any supporting
evidence that Murphey incurred increased accounting costs. When the

court asked “does the record as it stands at this point establish that the cost
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of responding to the audit was any greater because of the alleged
negligence, given that there doesn’t (sic) seem to be any dispute that it was
an audit that was really done arbitrarily?” (RP 36) Grass conceded that he
did not have any evidence to support its theory of increased costs. (Id.)
Instead Grass argues that Murphey should have known that the field
auditor’s report was correct and that because Murphey hired a new
accountant Murphey suffered injury under the provisions of Huff. (RP
37-38)

Mere speculation can neither support a motion for summary
judgment nor defeat it. Molsness v. City of Walla Walla, 84 Wn. App.
393,928 P.2d 1108 (1996). A party moving for summary judgment has
an initial burden of showing, through affidavits and admissible evidence,
there are no issues of material fact requiring trial. Hash v. Children's
Orthopedic Hospital. & Medical Center, 49 Wn. App. 130, 741 P.2d
584 (1987). Here, Grass has categorically failed to present evidence that
shows there are no issues of material fact regarding when Murphey
sustained actual injury under its theory of the case. Grass’s unsupported
allegation, with nothing more, that Murphey suffered injury when he
retained a new accountant cannot support summary judgment. Further,
Grass’s statement that Murphey should have known in 2006 that the

appeals division would uphold the notice of assessment equally cannot
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support summary judgment. Grass’s mere speculation is unpersuasive and
insufficient for purposes of CR 56. Accordingly, even if the court
determines that Murphey suffered damage sometime prior to February 13,
2009, the Court’s order granting summary should be reversed because
issues of material fact exist as to when Murphey’s claims accrued and

when the statute of limitations commence.

VI. CONCLUSION.

This Court should reverse the trial court’s order that granted
summary judgment because Murphey’s claims first accrued on February
13,2009. Washington law clearly states that before claims accrue, and the
statute of limitations commences, the aggrieved party must suffer actual
injury. Within the context of malpractice claims, actual injury occurs
when the party loses a substantive right. More specifically, in the context
of accounting negligence related to filing of state tax returns, the party
loses a substantive right when the taxing authority conclusively
determines that an assessment is due and owing. When a taxpayer, as
Murphey, administratively appeals a notice of assessment, the Department
conclusively determines what, if any, of the contested assessment the

taxpayer owes at the conclusive of the appeal process. At that point the
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party loses a substantive right. For Murphey, it lost a substantive right on
February 13, 2009, a mere eight months after it filed suit. Grass’s
arguments to the contrary are unpersuasive. Further, Grass has failed to
provide any evidence to support its theory that Murphey lost a substantive
right sometime before February 13, 2009. Because Murphey’s claims
accrue on February 13, 2009 and because Grass has failed to provide
evidence in support of its motion that no issues of material fact exist, the
trial court’s July 30, 2010 order dismissing Murphey’s claims on summary

judgment should be reversed.

Respectfully submitted this 5™ day of January 2011.
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OPINION
[*608] [**1280] [***151] LUCAS, C.J.

We granted review to resolve a narrow, but
recurring, issue as to when actual injury, caused by an
accountant's negligent filing of tax returns, occurs so as
to commence the running of the two-year statute of
limitations period of Code of Civil Procedure section
339, subdivision 1 (hereafter section 339, subdivision 1).
A cause of action for accountant malpractice under
section 339, subdivision 1, specifically accrues "on

discovery of the loss or damage suffered by the
aggrieved party," but until the client suffers damage or
actual injury from the negligence, a cause of action for
professional negligence cannot be established. ( Schrader
v. Scott (1992) 8 Cal.App.4th 1679, 1684 [11 Cal.Rptr.2d
433] [hereafter Schrader].) Some Court of Appeal
decisions hold that actual injury in accountant
malpractice cases occurs on final tax deficiency
assessment. (See e.g., Moonie v. Lynch (1967) 256
Cal.App.2d 361 [64 Cal.Rptr. 55] [hereafter Moonie].)
The Court of Appeal herein employed a different
measure, holding that actual harm occurs when the client
learns, on receipt of a preliminary Internal Revenue
Service (IRS) audit report, that the accountant's
negligence may lead to imposition of tax deficiencies.

As we explain, IRS procedures support a rule
commencing the limitations period of section 339,
subdivision 1, at the time the IRS actually assesses the
tax deficiency. (Moonie, supra, 256 Cal.App.2d at p.
364.) Prior to the penalty assessment, the preliminary
findings of the auditor as noted in the [*609] audit
report are merely proposed findings, subject to review
and negotiation. We are persuaded by decisions of the
Court of Appeal, the majority of sister state jurisdictions,
and the federal circuit courts, that actual harm occurs on
the date the tax deficiency is assessed. Accordingly, we
will reverse the Court of Appeal's judgment herein.

FACTS

The relevant facts are not in dispute. Plaintiff
International Engine Parts, Inc. (IEP), hired defendant
Feddersen and Company (Feddersen) to perform
accounting services in 1969 or 1970 for IEP. After [EP's
subsidiary, plaintiff LE.P.O., Inc. (IEPO), was
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incorporated in 1974, Feddersen prepared IEPO's 1983
and 1984 income tax returns. IEPO relied on Feddersen's
advice in signing and filing those returns.

IEPO, an export company, was incorporated as a
"domestic international stock corporation” (DISC).
IEPO's DISC status gave the company certain tax
benefits in the form of deferred income so long as it
satisfied the requisite requirements of the Internal
Revenue Code. (Int.Rev. Code, § 991 et seq.) Among the
requirements for maintenance of DISC status were the
proper documentation of loans made by the exporter
IEPO to the producer IEP ("producer loans"), and
intercompany pricing agreements. Feddersen failed to
provide the necessary documentation for the 1983 and
1984 tax returns.

In 1984, the IRS audited IEP's income tax returns.
Sometime prior to May 1985, IRS Agent Carol Binner
audited the DISC status of IEPO. In connection with the
audit, Feddersen informed IEPO President Elmo
Iadevaia, that his firm "just forgot or missed" the
required document filing and Feddersen agreed to
continue representing IEP and IEPO in the hope that it
could mitigate the extent of its alleged oversight.

In 1986, Binner advised ladevaia that because
Feddersen failed to provide the proper documentation
relating to "producer loans" for 1983 and 1984, it would
be disqualified by the IRS as a DISC. Several people
involved in IEP, IEPO, and related entities, including
plaintiffs' controller and tax expert, Russ Piti, also
advised ladevaia that they believed [**1281] [***152]
Feddersen was responsible for the missed filing, and that
Feddersen was directly responsible for the
disqualification of DISC status during the course of the
IRS audit. Tadevaia discussed these comments with
company attorneys.

Soon thereafter, Feddersen informed IEPO that the
company's federal tax liability for the years 1983 and
1984 could be in the range of $ 300,000. In [*610]
response to this information, ladevaia authorized a
company attorney to write a letter, dated July 14, 1986,
withdrawing a settlement offer in unconnected litigation
then pending against IEPO. The pertinent portion of that
letter stated: "I have just been advised by Elmo Iadevaia
that he is compelled to withdraw his offer of settlement
set forth in my letter to you of June 16, 1986. He has
now learned that the Internal Revenue Service, as a result
of [its] audit, has decided to disqualify IEPO as a DISC
corporation for the tax year 1983. The effect of this is the
loss of the forgiveness of the accumulated earnings and
creates a tax liability for IEPO in excess of § 300,000."
At the same time, the bank in charge of handling the
company's accounts reduced its line of credit from $
600,000 to $ 400,000 so that if a tax assessment was

made against IEPO, the company could meet its liability
to the IRS.

The IRS issued a preliminary audit report to
Feddersen in June 1987. The report indicated the IRS
planned to disqualify IEPO as a DISC and impose tax
deficiencies, interest, and penalties against [EP and IEPO
for the years 1983 and 1984. The amounts were
calculated and set forth in the report, which was then
forwarded to Iadevaia. Feddersen, on behalf of IEP and
IEPO, requested and was granted "Special Consent to
Extend Time to Assess Tax" relating to the finalization
of the audit because another related entity, ASCO,
recently had been audited and was expecting a refund of
$250,000. IEP and IEPO needed this refund to help meet
the anticipated IRS assessment. The audit was finalized
on May 16, 1988, when the deficiency was assessed and
taxes and penalties were imposed.

IEP, IEPO, and the ladevaias filed the present action
against Feddersen for accountant malpractice on May 15,
1990. This filing occurred four years after the companies
were first advised by IRS agent Binner that IEPO
probably would be disqualified as a DISC for failure to
file the proper documentation relating to producer loans,
nearly three years after the preliminary audit report was
prepared, and one day short of two years after the tax
deficiency was assessed. Feddersen sought summary
judgment on the ground that the action was barred by the
two-year limitations period of section 339, subdivision 1,
because actual injury due to Feddersen's malpractice
occurred no later than 1986, when IEPO was forced to
withdraw its settlement offer in the unrelated lawsuit
based on the disqualification of DISC status, and when
the company's bank reduced its line of credit by $
200,000 as a direct result of the predicted tax liability.
Feddersen also claimed that IEP's and IEPO's payment of
attorney fees for representation throughout the audit
amounted to actual injury that commenced the running of
the statute of limitations under section 339, subdivision
1.

[*611] IEP and IEPO opposed summary judgment,
arguing that actual harm occurred, and the limitations
period of section 339, subdivision 1, should commence,
when the deficiency was assessed on May 16, 1988,
because the IRS could not have assessed tax deficiencies
before that time. IEP and IEPO asserted that any estimate
of taxes due prior to that date was purely speculative and
subject to modification.

The trial court granted summary judgment for
Feddersen and the Court of Appeal affirmed, concluding
that the fact that federal tax law would not allow the IRS
to issue a binding tax assessment to IEP and IEPO until
the deficiency was assessed had no legal effect in
determining when the corporations first suffered the
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actual injury resulting from Feddersen's alleged
malpractice. The court held that plaintiffs suffered actual
harm in 1986, when their line of credit was cut by $
200,000, or, at the latest, in June 1987, when the IRS
issued the preliminary audit report. Either way, the court
concluded, the action was time-barred by section 339,
subdivision 1.

[**1282] [***153] (1a) The dispositive issue in
this appeal, therefore, is whether actual harm occurred
prior to June 1987, when IEP and IEPO had sufficient
information to put the companies on notice that
Feddersen's negligence in failing to file proper DISC
documentation in preparing [EPO's 1983 and 1984 tax
returns would probably disqualify the company for DISC
status, or on May 16, 1988, when the IRS assessed the
deficiency and penalties in the form of additional taxes
and interest levied on the companies. Feddersen claims
that in addition to notice of its alleged negligence, the
fees paid to it for work on the audit, the "nominal fees"
paid to IEP and IEPO attorneys, and the impairment to
cash flow from the reduction of IEPO's credit line
together constituted actual injury which arose well before
May 16, 1988. By contrast, IEP and IEPO assert that
until the tax deficiency was assessed in 1988, no actual
harm occurred because the IRS could not assess or
collect any taxes or penalties prior to that date. [EP and
IEPO readily admit they knew the IRS was auditing their
returns for tax deficiencies, but they observe that before
a deficiency is assessed, there can be no finding that the
costs associated with the audit are due to the accountant's
alleged malpractice; those costs may be incurred for the
purpose of responding to a routine audit by the IRS.

DISCUSSION

We consider the issues following the grant of a
summary judgment motion. (2) Because the relevant
facts are not in dispute, the application of the statute of
limitations may be decided as a question of law. (
McKeown [*612] v. First Interstate Bank (1987) 194
Cal.App.3d 1225, 1228 [240 Cal.Rptr. 127] [hereafter
McKeown].)

1. IRS Deficiency Assessment Procedures

In order to better understand why the limitations
period necessarily commences no earlier than the date of
deficiency assessment in cases involving the negligent
filing of tax returns, it is helpful to review IRS
procedures for examination of tax returns and assessment
of tax deficiencies.

Once a federal tax return is selected for audit, the
examination is performed by an IRS examiner. At the
conclusion of the examination, the taxpayer is sent a
report of the examiner's findings, indicating any
proposed deficiency assessments. If the taxpayer agrees

with the findings of the examiner, he or she will sign the
appropriate forms (form No. 4549 and/or form No. 870)
acknowledging the tax liability. ( Holland v. C.LR. (4th
Cir. 1980) 622 F.2d 95, 96.) If the taxpayer signs the
agreement form, he or she immediately (1) waives the
required statutory notice of deficiency pursuant to
Internal Revenue Code section 6212 (the 90-day letter),
(2) waives the corresponding prohibition on collection
for 90 days under Internal Revenue Code section 6213,
and (3) is thereafter precluded from litigating the
proposed deficiency in tax court. (Int.Rev. Code, § 6212,
6213; Mills v. Garlow (Wyo. 1989) 768 P.2d 554, 556
[hereafter Mills]; see also Robinson v. United States (3d
Cir. 1990) 920 F.2d 1157, 1158 [explaining that notice is
pivotal in IRS assessment procedures because it serves as
prerequisite to valid tax assessment].) If the taxpayer
does not agree with the examiner's proposed findings, the
findings will be reviewed in the district office, and the
taxpayer will be sent a "30-day letter" instructing that the
taxpayer has 30 days to file a protest. (Mills, supra, 768
P.2d at p. 557.) "If the taxpayer fails to respond within
the thirty days, a notice of deficiency will be issued.
[Citation.] If the taxpayer timely files a protest, he [or
she] will be accorded an appeals office conference.... If a
settlement is reached, the taxpayer will again be
requested to sign the agreement form .... A determination
by the appeals office, however, is final insofar as the
taxpayer's appeal rights within the IRS [are concerned],
and if the taxpayer continues to disagree, the statutory
notice of deficiency will be sent giving the taxpayer
ninety days to file a petition in the Tax Court before
collection actions are begun." (/bid.)

(3) Thus, the preliminary findings of the tax
examiner are proposed findings that are subject to
negotiation prior to any determination of tax deficiency.
(Mills, supra, 786 P.2d at p. 557.) Once a deficiency is
assessed, [*613] however, either by the taxpayer's
[**1283] [***154] consent to deficiency assessment,
or by receipt of a final deficiency notice pursuant to
Internal Revenue Code section 6212 et seq., the matter is
final as to the IRS and subject to legal appeal in federal
tax court. (/bid.)

(1b) In the present case, the IRS assessed the
deficiency on May 16, 1988. On this same day, [EP and
IEPO signed forms No. 4549 and No. 870,
acknowledging the deficiency assessment and agreeing
to pay the taxes and penalties due. Issuance of a statutory
notice of deficiency pursuant to Internal Revenue Code
section 6212 was therefore not required. Against this
background, we consider the issue raised by the parties.

2. Commencement of Statute of Limitations

Section 339, subdivision 1, provides that "[a]n
action upon a contract, obligation or liability not founded
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upon an instrument in writing, except as provided in
Section 2725 of the Commercial Code or subdivision 2
of Section 337 of this code; or an action founded upon a
contract, obligation or liability, evidenced by a
certificate, or abstract or guaranty of title of real
property, or by a policy of title insurance; provided, that
the cause of action upon a contract, obligation or liability
evidenced by a certificate, or abstract or guaranty of title
of real property or policy of title insurance shall not be
deemed to have accrued until the discovery of the loss or
damage suffered by the aggrieved party thereunder.”
Although the statute does not specifically require actual
injury to commence its limitations period, cases
interpreting the statute have inferred such a requirement
in professional malpractice actions. The actual injury
requirement for accountant malpractice cases was
foreshadowed in Moonie, supra, 256 Cal.App.2d 361, in
which the plaintiff sued his accountant for negligence
following a deficiency assessment by the IRS.

The Moonie court phrased the issue as whether "the
statute of limitations in an action for alleged malpractice
by an accountant startfed] to run from the alleged
negligent act, from discovery of the negligence, or from
the date when defendant was notified of the income tax
penalty assessment" following receipt of the notice of
final deficiency assessment from the IRS. (Moonie,
supra, 256 Cal.App.2d at p. 361.) The court concluded
that "[the taxpayer] at all times was liable for the
deficiency but the deficiency in itself did not cause injury
for which he could recover against [the accountant]. It
was the assessment of the penalty due to [the
accountant's] alleged negligence which gave [the
taxpayer] a cause of action against [the accountant]."
(/d., at p. 364.)

The express requirement of actual injury, in addition
to discovery of negligence, to commence the running of
the limitations period under section 339, subdivision 1,
was not adopted by the courts until four years after
[*614] Moonie was decided. ' The rule was first
imposed in 1971 in companion cases discussing the
statute of limitations in attorney malpractice actions,
which were then governed by section 339, subdivision 1.
( Neel v. Magana, Olney, Levy, Cathcart & Gelfand
(1971) 6 Cal.3d 176 [98 Cal.Rptr. 837, 491 P.2d 421]
[hereafter Neel]; Budd v. Nixen (1971) 6 Cal.3d 195 [98
Cal.Rptr. 849, 491 P.2d 433] [hereafter Budd].)

1  More recent cases applying the "discovery
plus actual injury" rule in accountant malpractice
cases, where the accountant has negligently filed
a tax return, have explained the Moonie holding:
"The client's cause of action accrued when he
learned of the accountant's negligence through
the notice that a penalty was to be assessed

against him. [Citation.] The client suffered ...
'appreciable harm,” when he became /iable for a
tax penalty ..." (Schrader, supra, 8 Cal.App.4th
at p. 1687, italics added.)

The Neel court held that the statute of limitations
for professional malpractice under section 339,
subdivision 1, commences on discovery of the cause of
action. (Neel, supra, 6 Cal.3d at pp. 187-188.) The Budd
court reviewed the statute of limitations for professional
malpractice in the context of a client suing his attorney
for the failure to assert an important defense in an answer
to a breach of contract action. The court held that in
addition to discovery of the negligent conduct, a client
must prove he or she was actually damaged by the
negligence in order to assert a cause of action for
negligence. (6 Cal.3d at p. 201.) The Budd court's
requirement of damage in addition to discovery of the
malpractice was [***155] based on the reasoning that
"[i]f the allegedly negligent conduct does not cause
damage, it generates no cause of action in tort. (See
Developments in the Law--Statute of Limitations (1950)
63 Harv.L.Rev. 1177, 1201.) The mere breach of a
professional duty, causing [**1284] only nominal
damages, speculative harm, or the threat of future harm--
not yet realized--does not suffice to create a cause of
action for negligence. [Citations.] Hence, until the client
suffers appreciable harm as a consequence of his
attorney's negligence, the client cannot establish a cause
of action for malpractice." (Budd, supra, 6 Cal.3d at p.
200, fn. omitted.) The Budd court emphasized, therefore,
that the focus of the limitations period for legal
malpractice actions should be on the fact of damage
giving rise to the professional liability, not the amount of
inchoate monetary damages that may have been incurred
after the initial discovery of the malpractice. (Budd,
supra, 6 Cal.3d at pp. 200-201.)

After determining that both discovery and
appreciable harm are required to commence the statute of
limitations in a professional malpractice action, the Budd
court remanded the case for a determination of whether
the plaintiff suffered appreciable damage when he
incurred attorney fees at the time of the trial in the
contract action, or not until the date of formal entry of
judgment in that action. The Budd court observed: "[The]
plaintiff maintains [*615] that he did not suffer damage
until the formal entry of judgment in the [contract] suit
against him. In that event, since judgment was not
entered until November 4, 1965, plaintiff's action in the
present case would not be barred by the statute of
limitations. If plaintiff's action in tort had not earlier
accrued, it at least matured on entry of judgment because
he clearly then became obligated to pay a considerable
sum to the broker or to post a bond on appeal.” (6 Cal.3d
atp.202.)
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Following the Budd decision, the Legislature
codified the "discovery plus actual injury” rule in Code
of Civil Procedure section 340.6, the statute of
limitations that governs attorney malpractice actions.
Thereafter, in Laird v. Blacker (1992) 2 Cal.4th 606, 612
[7 Cal.Rptr.2d 550, 828 P.2d 691] (hereafter Laird), we
resolved a conflict in the Courts of Appeal over whether
the statute of limitations in attorney malpractice actions
commences on final judgment in the underlying action
on which the malpractice action is based, or whether the
limitations period is tolled until the appeal of right is
resolved.

In agreeing with Feddersen's assertion that actual
injury occurred when IEP and IEPO were first notified
by the IRS that IEPO might be disqualified as a DISC,
the Court of Appeal reasoned that IEP and IEPO ignored
the discovery and actual injury rule imposed by the
above case law interpreting section 339, subdivision 1,
and sought, by implication, to revive the law of
"irremediable damage,” whereby a cause of action would
not accrue until a final disposition or judgment had been
rendered. The Court of Appeal specifically noted that we
recently rejected the "irremediable damage" rule in
Laird, supra, 2 Cal.4th 606. Both Feddersen and the
Court of Appeal, however, misread Laird and its progeny
and confuse final notice of deficiency assessment with
"irremediability."

In Laird, the plaintiff's claim against her former
attorney was based on dismissal of her underlying action
for failure to timely prosecute the action. The plaintiff
argued that the statute of limitations for attorney
malpractice (Code Civ. Proc., § 340.6) should not
commence on final judgment of the underlying action,
but should be tolled until a// appellate review has been
exhausted and the result "irremediable." A majority of
this court disagreed, and held that the applicable statute
of limitations commenced when the plaintiffs had
knowledge of the "fact" of damage--i.e., when the
underlying action was dismissed as a result of the
attorney's negligence, and not, as plaintiff argued, on
finality of a subsequent appeal. (Laird, supra, 2 Cal.4th
atp. 615.)

In rejecting the plaintiff's assertion that actual injury
did not occur until completion of the appeal, or the time
the malpractice became "irremediable,” [*616] we
observed in Laird that such an interpretation of the
statute would mean that the requisite limitations
[***156] period would be tolled until the negligent
attorney's error could be remedied or when the appellate
process had been exhausted. We pointed out that the
discovery and actual [**1285] injury rule implicitly
rejected "irremediable damage” as the point to
commence the limitations period because actual injury
usually occurred before the harm became irremediable in

the sense that an appeal or other appellate process was
finalized. (Laird, supra, 2 Cal.4th at pp. 615-617.) Thus
we clearly distinguished between the concepts of actual
injury and irremediable harm.

Our rejection in Laird of the "irremediable damage”
rule was recently followed in Schrader, supra, 8
Cal.App.4th 1679, in which the defendant accountants
argued the plaintiffs' cause of action for professional
negligence accrued no later than the day the plaintiffs
received the statutory notice of deficiency assessment
from the IRS. The Schrader plaintiffs asserted the statute
was tolled while they pursued administrative appellate
remedies. (/d., at p. 1681.)

The Schrader court rejected the plaintiffs' contention
and instead applied Laird'’s reasoning to conclude section
339, subdivision 1, is not tolled while the taxpayer
pursues administrative appellate remedies. (Schrader,
supra, 8 Cal.App.4th at pp. 1686-1687.) In so doing, the
Schrader court observed that the plaintiffs’ argument had
been "fatally undercut by the holding in Laird v.
Blacker." (Schrader, supra, 8 Cal.App.4th at p. 1685.)
The court pointed out that Laird specifically disapproved
the line of cases holding that the commencement of the
statute of limitations was tolled until the appellate
process had been exhausted, or when a plaintiff's
damages became "irremediable." (Schrader, supra, 8
Cal.App.4th at p.1684; Laird, supra, 2 Cal.4th at pp.
616-617.)

The focus of the Schrader case, therefore, was on
rejection of "irremediable damage" as the point to
commence the statute of limitations. Feddersen and the
Court of Appeal, however, read Schrader as supporting
their assertion that equating the date of deficiency
assessment with the date of actual injury erroneously
focuses on the point when actual injury is "irremediable,"
whereas the focus of determining when actual injury
occurred should be on the date the client received notice
of the injury.

Schrader, however, is of no assistance to Feddersen.
The court did not discuss whether actual injury was
sustained prior to the notice of deficiency as a result of
the costs incurred in hiring other professionals to assist in
the audit, or at the time the deficiency was assessed by
the IRS. Although the [*617] Schrader court noted that
the plaintiffs discovered their cause of action in 1986
when they "concluded that the defendants had been
negligent" in their tax advice (8 Cal.App.4th at p. 1682),
the court did not discuss the point of actual injury except
to note that defendants had argued that actual injury
occurred no later than the date the plaintiffs received a
notice of final adjustment and deficiency assessment
from the IRS. (7bid.)
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It appears that Feddersen and the Court of Appeal
confused the determination of tax liability with
finalization of the audit process, at which point the tax
deficiency is actually assessed. The deficiency
assessment serves as a finalization of the audit process
and the commencement of actual injury because it is the
trigger that allows the IRS to collect amounts due and the
point at which the accountant's alleged negligence has
caused harm to the taxpayer. Contrary to both Feddersen
and the Court of Appeal, the date of deficiency
assessment is not the point of "irremediability" in the
Laird sense because it is not the equivalent to a final
judgment. Indeed, the taxpayer has 90 days from receipt
of the notice of deficiency to file a petition for
redetermination of the deficiency. (Int.Rev. Code, §
6213(a).)

Alternatively, Feddersen and the Court of Appeal
also rely on McKeown, supra, 194 Cal.App.3d 1225, as
authority to conclude that plaintiffs payment of
professional fees to Feddersen and company lawyers
throughout the audit process amounted to actual injury
under section 339, subdivision 1. Our reading of
McKeown compels a different interpretation.

[***157] In McKeown, supra, 194 Cal.App.3d
1225, the taxpayer plaintiffs received a statutory notice
of deficiency for [**1286] taxes owed following an
audit of the plaintiffs' corporation. One month later, the
plaintiffs paid the defendant, their attorney, a $ 1,000
retainer to represent them in a tax court appeal
challenging the deficiency notice. The plaintiffs did not
file their lawsuit against their accountant until 1982,
nearly five years after receipt of the deficiency notice. (
Id., atp. 1228.)

The trial court in McKeown granted the defendant's
summary judgment motion on statute of limitations
grounds and the Court of Appeal affirmed, concluding
that the plaintiffs had suffered actual injury at least as
early as January 1977 when they paid attorney fees for
representation in the tax court appeal following notice of
deficiency  assessment. (McKeown, supra, 194
Cal.App.3d at p. 1230.) The McKeown court rejected the
McKeowns' argument that they had not suffered actual
injury until the tax court judgment became final. (See
Schrader, supra, 8 Cal.App.4th at p. 1686.) As observed
in Schrader, supra, 8 Cal.App.4th 1686, "[a]lthough the
court in McKeown [*618] did not disapprove of the
'irremediable injury' test, its holding that the plaintiffs
suffered 'irremediable injury’ once they acted on the
erroneous tax advice is fully in keeping with the holding
in Laird v. Blacker ... to the extent that the McKeown
court concluded that the possibility of seeking
administrative review from an unfavorable IRS ruling
and even challenging an adverse administrative decision
in a proper judicial forum, i.e., Tax Court or United

States District Court, did not negate the fact of actual
(and irremediable) injury to plaintiffs caused by their
acting on such faulty advice."

"The court in McKeown distinguished the
McKeowns' situation from cases in which attorney errors
during the course of litigation conceivably could be
corrected by subsequent motion or appeal, in which cases
the error became irremediable only when the adverse
determination had become final, or the remedial motion
had been denied. [Citation.] [The McKeown court] noted
that in the McKeowns' case, the bank's allegedly
erroneous advice could not be remedied by the tax court
litigation. [Citation.] This portion of the McKeown case,
of course, is now no longer good law, given the holding
in Laird v. Blacker [citation]." (Schrader, supra, 8
Cal.App.4th at p. 1687, fn. omitted.)

Thus, contrary to the Court of Appeal and
Feddersen, McKeown simply held that section 339,
subdivision 1, was not tolled until the tax court judgment
became final. Indeed, as plaintiffs point out, the
McKeown court impliedly held that the action for
accountant malpractice accrued when the plaintiffs were
notified of the tax deficiency by the IRS. As the court
reasoned: "The taxpayer to whom a notice of deficiency
is sent is put to the choice of paying the deficiency,
incurring the expense of petitioning for redetermination,
or facing collection by the government. (Int. Rev. Code,
§ 6213(a) & (c).) [The plaintiffs] had at that point
suffered [actual] harm." (McKeown, supra, 194
Cal.App.3d at p. 1229, fn. omitted.)

Feddersen also relies on Yandell v. Baker (1968) 258
Cal.App.2d 308 [65 Cal.Rptr. 606], in support of its
assertion that the statute of limitations commenced either
in 1983 and 1984, when Feddersen filed the tax returns
in question, in 1986, when IRS Agent Binner first
informed IEPO that it might be subject to a deficiency
assessment based on the negligent preparation of its 1983
and 1984 returns, or, at the latest, in June 1987, when the
proposed audit report was sent to IEP and IEPO.

Indeed, the Yandell court held that the statute of
limitations under former section 339, subdivision 1,
commenced "from the time of the negligent act [*619]
rather than from the time of discovery of the injury." (
Yandell v. Baker, supra, 258 Cal.App.2d at p. 311.)
Thus, the court held: "Once ... [the] assets were
distributed, the liability for payment of ordinary income
rates, rather than capital gains rates, arose and the
damage was done--even though the amount of damage or
liability could not be determined until the [IRS] acted
later.” ( /d., at p. 314.)

Yandell, however, was decided before this court
determined that a cause of action for [***158]
professional malpractice does not accrue until [**1287]
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discovery of the negligent act. In fact, we specifically
disapproved its holding. (Neel, supra, 6 Cal.3d at p. 190,
fn. 29.) As the Schrader court observed, Yandell "was
decided before the California Supreme Court held that a
cause of action for malpractice does not accrue until the
plaintiff knows, or should know, of the negligent act.
[Citation]. Therefore, the emphasis in Yandell on the date
of the negligent act .. is now, after Neel, simply
irrelevant; what is relevant is the date by which the
plaintiff should know or have known of the injury caused
by the negligent act and when he or she had sustained
appreciable and actual damage." (Schrader, supra, 8
Cal. App.4th at p. 1686, fn. 2.)

We have recently held that it is the disposition of a
case that triggers the running of the statute of limitations
in professional negligence suits. ( ITT Small Business
Finance Corp. v. Niles (1994) 9 Cal.4th 245 [36
Cal.Rptr.2d 552, 885 P.2d 965] [hereafter [TT].)
Although neither Budd nor Laird addressed the
limitations question in the context of a second,
underlying action pending at the time the statute of
limitations period expired for professional malpractice,
we applied the reasoning of Budd and Laird to
transactional legal malpractice cases in which litigation
is frequently the result of the legal malpractice. In I77,
we held that until bankruptcy litigation concerning the
effectiveness of loan documents is settled, the question
whether the attorney has actually committed malpractice
has not been resolved. (IT7, supra, 9 Cal.4th at pp. 257-
258.) The court observed in /7T that the question
whether the plaintiff suffered actual injury as a result of
the attorney's preparation of the loan documents is
contingent on the outcome of the adversary proceeding. (
Id., at p. 258.) Therefore, ITT concluded, the statute of
limitations starts to run once the adversary proceeding is
complete. (/bid) Here, the assessment of the tax
deficiency is the equivalent of the settlement in /77,
because the question whether the taxpayer suffered
actual injury as a result of the accountant's allegedly
negligent preparation of the tax returns is contingent on
the outcome of the audit.

Thus, the reasoning of Laird and ITT apply with
equal force in cases involving the negligent filing of tax
returns, where the alleged malpractice is [*620] not
discovered until the time of the audit, and the
malpractice tort is not complete until the audit is
finalized. The taxpayer's tax returns may have been
selected for audit for a number of reasons, some
unrelated to the alleged accountant malpractice. Indeed,
"actual injury" represents a legal term of art which
recognizes that an inchoate or potential injury cannot
give rise to a professional malpractice action until there
has been an actual determination that the accountant's
alleged negligence is related to the deficiency

assessment. Once the audit process is finalized, however,
the harm caused by the accountant's negligence is no
longer contingent and the taxpayer's cause of action in
tort for alleged malpractice against the accountant
accrues under section 339, subdivision 1.

Therefore, in the present case, actual injury occurred
when the IRS issued its penalty tax assessment on May
16, 1988, rather than when IEPO withdrew its settlement
offer in an unrelated lawsuit, or when the company's
bank reduced its line of credit by $ 200,000 in
anticipation of IEPO's potential tax liability. Although
these two latter events may represent palpable harm
caused by the malpractice of the accountant, they are
based on a temtative assessment of potential liability
only. Although Feddersen's alleged negligence may have
been "discovered" during the audit, such potential
liability could not amount to actual harm until the date of
the deficiency tax assessment or finality of the audit
process.

The foregoing rule both conserves judicial resources
and avoids forcing the client to sue the allegedly
negligent accountant for malpractice while the audit is
pending. It also avoids requiring the client to allege facts
in the negligence action that could be used against him or
her in the audit, without first allowing the accountant to
correct the error (or mitigate the consequences thereof)
during the audit process. (See Ackerman v. Price
Waterhouse (1992) 156 Misc.2d 865 [**1288] [591
[***159] N.Y.S.2d 936, 941], affd., 198 A.D.2d 1 [604
N.Y.S.2d 721] ["general rule that statute of limitations
for accountant malpractice does not begin to run until a
tax deficiency is assessed protects federal tax preparers
from the prejudice of needless litigation expense on suits
which must later be abandoned because no damage
ensued, after occasioning an entirely wasted investment
of court resources"].)

3. Other-state Cases

Authority from other jurisdictions favors a rule
whereby the limitations period for the tort of accountant
malpractice regarding tax advice does not commence
until the taxing authority assesses a deficiency. (See e.g.,
Mills, supra, 768 P.2d at p. 556; Thomas v. Cleary
(Alaska 1989) 768 P.2d 1090, [*621] 1093-1094; Strieb
v. Viegel (1985) 109 Idaho 174 [706 P.2d 63, 67];
Chisholm v. Scott (1974) 86 N.M. 707 [526 P.2d 1300,
1301-1302); Sladky v. Lomax (1988) 43 Ohio App.3d 4
[538 N.E.2d 1089, 1090]; Atkins v. Crosland (Tex. 1967)
417 S.W.2d 150, 153 [26 A.L.R.3d 1431].) The general
rule in these cases is that "the statute [of limitations for
accountant malpractice] does not begin to run until a tax
deficiency is assessed because there is no injury to the
plaintiff prior to that time; i.e., there is not a completed
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tort until the IRS assesses a deficiency." (Mills, supra,
768 P.2d at p. 556.)

As Feddersen observes, some authority from other
jurisdictions holds that the statute of limitations starts to
run on the first indication that the accountant's mistake in
preparing the tax return may lead to adverse action by
the IRS. (See, e.g., Ackerman v. Price Waterhouse
(1994) 84 N.Y.2d 535 [620 N.Y.S.2d 318] [accountant
malpractice action accrues upon client's receipt of
accountant's skill and advice]; Klosure v. Johnson, Grant
& Co. (1988) 229 Neb. 369 [427 N.W.2d 44] [two-year
statute of limitations for accountant malpractice
commences when plaintiff told by accountant that
company did not qualify for DISC status under Internal
Revenue Codel; Harvey v. Dixie Graphics (La. 1991)
580 So.2d 518 [taxpayer sustained actual injury under
accountant malpractice statute of limitations when he
learned during IRS audit that IRS disagreed with
taxpayer's accountants].)

We are not persuaded. These cases would
commence the limitations period when actual injury is
still speculative and deficiency assessment uncertain,
defeating the purpose of California's "discovery plus
actual injury rule." Moreover, as the Mills court
observed, the goal of a statute of limitations is to prevent
stale claims. By using the date of deficiency assessment
or notice of deficiency assessment, as the date of actual
injury, we further this goal. As set forth above, the IRS
must assess a tax deficiency within three years from the
date of the tax return, unless the parties agree to extend
the assessment period. Most taxpayers are likely to
contact the accountant who prepared the returns in
question for assistance in the audit process. If the
taxpayer were required to file suit against the accountant
at this time, the effort to clarify any mistakes in filing
would be frustrated. (Mills, supra, 768 P.2d at pp. 557,
558.)

The use of the date of deficiency assessment to mark
the date of actual injury in accountant malpractice cases
provides the parties with a bright line that, once crossed,
commences the limitations period under section 339,
subdivision 1, and therefore provides certainty in terms
of the statute's application. Obviously, in some cases
injury will be clear before the notice of deficiency is
given to the taxpayer. But uniformity in application
serves a  [*622] more important function when
interpreting statutes of limitation than does the
identification of the precise point at which some harm
might be said to have occurred, even if negative
collateral consequences might arise from the tentative
assessment of additional tax liability.

CONCLUSION

We conclude that the statute of limitations in an
accountant malpractice case alleging the negligent
preparation of tax returns commences when the tax
deficiency is assessed by the IRS. In the present case, the
IRS presented IEP and IEPO with its final deficiency
assessment on May 16, 1988. Accordingly, the two-year
statute of limitations provided in section 339, subdivision
1, began to [**1289] [***160] run at that time, and
this suit, filed on May 15, 1990, was timely. We
conclude, therefore, that the Court of Appeal judgment
should be reversed and remanded for further proceedings
consistent with this holding.

Because we determine that the statute of limitations
commences on the date of deficiency assessment, we do
not address IEP's alternative argument that the statute
should be tolled during the "continuous representation”
of the accountant. We believe any broadening of the
continuous representation rule should come from the
Legislature. We also deny Feddersen's request to strike
IEP's reply brief and have chosen instead to exercise our
discretion to disregard any defects and consider the brief
to the extent it was properly prepared. (See Cal. Rules of
Court, rule 18.)

The judgment of the Court of Appeal is reversed.

Arabian, J., Baxter, J., George, J., and Werdegar, J.,
concurred.

CONCUR BY: MOSK, J.; KENNARD, .

CONCUR
MOSK, J.

I concur in the result, holding that the claim of
accountant malpractice was timely.

[ concur in the reasoning only under compulsion of
Laird v. Blacker (1992) 2 Cal.4th 606 [7 Cal.Rptr.2d
550, 828 P.2d 691], on which the majority rely in
concluding that the statute of limitations began running
on the date of the deficiency assessment against plaintiff.

I continue, however, to prefer the views expressed in
my dissent in Laird v. Blacker, supra, 2 Cal.4th at pages
621-628. As explained therein, to force malpractice
plaintiffs to file their actions before they know the
outcome of the case on which their claim is based does
not promote judicial economy. The status of the
malpractice claim is uncertain until administrative and
[*623] judicial procedures for review are exhausted.
Obviously, if the client should ultimately prevail in the
underlying suit, the malpractice claim may well become
moot for lack of damages.

Thus I believe that "actual injury" under Code of
Civil Procedure section 339, subdivision 1, should not be
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deemed to occur until the taxpayer has exhausted
administrative and judicial remedies and has suffered
irremediable damage. As the majority observe, the date
of the deficiency assessment against this plaintiff was not
the point of "irremediability” because it is not equivalent
to a final judgment; the taxpayer has 90 days from
receipt of the notice of deficiency to file a petition for
redetermination of the deficiency and may seek further
administrative and judicial review. In the present case,
plaintiff did not seek review. Accordingly, I would hold
that the statute of limitations began running only when
the deficiency became final.

DISSENT BY: KENNARD, J.

DISSENT
KENNARD, J.,
Concurring and Dissenting.--How long after

discovering a costly mistake in a federal income tax
return may the taxpayer wait to bring a malpractice
action against the accountant who prepared the return?
For actions asserting malpractice by professionals other
than attorneys or health care providers, Code of Civil
Procedure section 339, subdivision 1, provides a two-
year limitations period. In Budd v. Nixen (1971) 6 Cal.3d
195, 201 [98 Cal.Rptr. 849, 491 P.2d 433] (hereafter
Budd), this court decided that the two-year limitations
period for professional malpractice actions begins to run
upon discovery of the malpractice and the occurrence of
"[a]ny appreciable and actual harm."

The majority holds that an accountant's negligence
in the preparation of a federal income tax return causes
"appreciable and actual harm"” only when the Internal
Revenue Service (IRS) assesses a tax deficiency.

The majority is wrong. Under Budd, supra, 6 Cal.3d
195, the term "appreciable and actual harm" includes any
nontrivial monetary loss or expense proximately caused
by a professional's negligence. This is consistent with the
Legislature's determination in Civil Code section 3333
that the measure of damages in negligence cases is "the
amount which will compensate for all the detriment
proximately caused" by the negligence. As applied to the
situation in which an accountant's negligent preparation
of a tax return results in an IRS [**1290] [***161]
audit, Budd and Civil Code section 3333 both compel the
conclusion that any nontrivial costs that the client-
taxpayer incurs to respond to the audit, including
accounting and legal fees, constitute appreciable and
actual harm attributable to the accountant's malpractice.
In dismissing such costs as irrelevant or insignificant, the
majority errs.

[*624] Nevertheless, 1 agree with the majority that
the action under review here is not barred by the statute

of limitations. In professional malpractice actions, the
limitations period does not begin to run while the
professional continues to represent the client in the
matter at issue, even after the client has both discovered
the negligence and suffered appreciable and actual harm.
Because the record here shows that the defendant
accountants represented the plaintiff clients in the IRS
audit of the plaintiffs' tax returns, and that this
representation continued until less than two years before
plaintiffs filed suit, the action is timely.

I

In 1974, Feddersen and Company (Feddersen), an
accounting firm, assisted plaintiff International Engine
Parts, Inc. in setting up plaintiff L.E.P.O., Inc. IEPO) as
a "domestic international stock corporation" (DISC) to
qualify for certain tax benefits. Feddersen prepared
plaintiffs' 1983 and 1984 tax returns, in which plaintiffs
claimed the DISC tax benefits. In 1984, the IRS began an
audit of plaintiffs' returns, looking specifically at the
DISC status of IEPO. Plaintiffs retained Feddersen to
represent them during the audit.

In 1986, the IRS informed plaintiffs that it would
disqualify IEPO as a DISC because the tax returns did
not include the proper documentation of "producer
loans" and inter-company pricing agreements. When
plaintiffs raised the matter with Feddersen, Feddersen
admitted that its accountants had "just forgot it or missed
it." Feddersen advised plaintiffs that the resulting tax
liability could be in the range of $ 300,000. Plaintiffs
also consulted their attorneys on the matter, thereby
incurring legal fees.

In June 1987, the IRS sent Feddersen its audit report
stating that it would disqualify IEPO as a DISC and
impose a tax deficiency, interest, and penalties for the tax
years 1983 and 1984. Feddersen forwarded the report to
plaintiffs. Plaintiffs requested and obtained extensions of
time to finalize the audit because plaintiffs anticipated a
refund from the audit of a separate but related entity and
hoped to use the refund to partly offset the deficiency.
On May 16, 1988, the audit was finalized, and the
deficiency was formally assessed, when plaintiffs and the
IRS signed the appropriate forms.

On May 15, 1990, plaintiffs filed this malpractice
action against Feddersen. The trial court granted
summary judgment for Feddersen on the basis that the
action was barred by the two-year statute of limitations
in Code of Civil Procedure section 339, subdivision 1.
Plaintiffs appealed and the Court of Appeal affirmed.
That court rejected plaintiffs' contention that there was
[*625] no actual damage until plaintiffs signed the
documents finalizing the audit and accepting the
deficiency assessment. The court reasoned that actual
damage had occurred when Feddersen failed to
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document the producer loans and inter-company pricing
agreements (documents that must be generated at the
time the transactions occur) or, at the latest, when
plaintiffs paid Feddersen to represent them in the audit
and paid fees to their attorneys to advise them on the
audit problem.

This court granted plaintiffs' petition for review.
I1

If the lost DISC tax benefits and the interest and
penalties imposed by the IRS for underpayment of taxes
were the only damages that Feddersen's negligence
caused plaintiffs to suffer, I would agree with the
majority that plaintiffs incurred appreciable and actual
harm only when the IRS assessed the deficiency. For the
reasons stated by the majority, assessment of tax
deficiency is an appropriate point in time to mark the
occurrence of those injuries for statute of limitations
purposes. But the majority is wrong when it dismisses as
unimportant or irrelevant the many other species of
damage [**1291] [***162] that may result from an
accountant's negligence in the preparation of a business's
income tax return and that often precede the deficiency
assessment.

The majority here makes essentially the same
mistake as in ITT Small Business Finance Corp. v. Niles
(1994) 9 Cal.4th 245 [36 Cal.Rptr.2d 552, 885 P.2d 965]
(hereafter ITT). In that case, the corporate plaintiff had
alleged that its attorney's negligence in preparing loan
documents had required it to engage in litigation with
third parties. A majority of this court held that the
limitations period began to run only when the third party
litigation terminated adverse to the plaintiff corporation
by settlement. As I explained in my dissent, this holding
cannot be reconciled with Budd, supra, 6 Cal.3d 195, or
with the plain meaning of the statute (Code Civ. Proc., §
340.6) that codified the holding of Budd for legal
malpractice actions. (/T7, supra, 9 Cal.4th 245, 258-262
(dis. opn. of Kennard, J.).)

Attempting to rationalize its holding in /77, supra, 9
Cal.4th 245, the majority now states that in attorney
malpractice cases, "the question whether the attorney has
actually committed malpractice has not been resolved"
until the third party litigation terminates in a manner
adverse to the client by judgment, settlement, or
dismissal. (Maj. opn., ante, at p. 619.) The majority
further declares that "the question whether the plaintiff
[client] suffered actual injury as a result of the attorney's
[malpractice] is contingent on the outcome of the [third
party] proceeding." (/bid) This explanation is
problematic for several reasons.

[*626] First, if the majority means that the third
party proceeding will "resolve" the issues of malpractice

and actual injury by operation of collateral estoppel, the
majority is wrong. The doctrine of collateral estoppel,
under which a determination of issues in one action
precludes relitigation of the same issues in later actions,
cannot be invoked against one who was not a party (or in
privity with a party) to the earlier proceeding. ( Western
Steamship Lines, Inc. v. San Pedro Peninsula Hospital
(1994) 8 Cal.4th 100, 118 [32 Cal.Rptr.2d 263, 876 P.2d
1062] [stating that "a judgment cannot bind one who was
not a party thereto"]; see 7 Witkin, Cal. Procedure (3d
ed. 1985) Judgment, § 298, p. 737.) Thus, litigation
between a client and a third party cannot "resolve" the
issue of malpractice by an attorney or accountant (or the
issue of actual injury) by operation of the doctrine of
collateral estoppel unless the client's attorney or
accountant was a party to the earlier action, a situation
that seldom occurs and did not occur in I77, supra, 9
Cal.4th 245.

Second, it is unlikely that the issue of malpractice--
that is, whether the attorney or accountant exercised the
skill, knowledge, and care ordinarily possessed and
exercised by members of these professions ( Flowers v.
Torrance Memorial Hospital Medical Center (1994) 8
Cal.4th 992, 998 [35 Cal.Rptr.2d 685, 884 P.2d 142])--
will actually be litigated or decided in a third party suit.
Collateral estoppel applies only if the issue decided in
the earlier action was "identical" to the issue presented in
the later action. { Bernhard v. Bank of America (1942) 19
Cal.2d 807, 813 [122 P.2d 892]; Bear Creek Planning
Com. v. Title Ins. & Trust Co. (1985) 164 Cal.App.3d
1227, 1242 [211 Cal.Rptr. 172].)

Third, a judgment in a third party action may not
"resolve” issues even as between the client and the third
party because the judgment may be reversed on appeal.

Finally, and perhaps most importantly, the
malpractice of an attorney or accountant may severely
damage the client even when the third party litigation
terminates in the client's favor. As I have stated, "it
defies common sense to hold, as the majority does, that a
client has not sustained 'actual injury' even though the
client has paid thousands, perhaps hundreds of
thousands, of dollars [in litigation costs] because the
attorney's malpractice has compelled the client to
prosecute or defend third party litigation." (/77, supra, 9
Cal.4th 245, 259 (dis. opn. of Kennard, J.).)

For example, an accountant's negligent preparation
of a business's tax returns may trigger a full-scale audit
by the IRS. In the [**1292] [***163] end, the IRS
may assess no deficiency because the accountant made
mistakes in the government's favor that offset mistakes in
the client's favor. Does this mean the [*627] client has
suffered no injury? Not at all. In responding to the audit,
the client may have incurred massive expenses, including



Page 11

9 Cal. 4th 606, *; 888 P.2d 1279, **;
. 38 Cal. Rptr. 2d 150, ***; 1995 Cal. LEXIS 704

legal fees, accountant fees, and the time expended by the
client's own employees. In addition, the audit may
disclose the permanent loss of tax benefits that should
have been but, because of the accountant's negligence,
were not claimed in the client's return. Thus, I cannot
agree that the issue of actual harm is "contingent on the
outcome of the audit." (Maj. opn., ante, at p. 619.)

The error in the majority's analysis is further
illustrated by examination of the case law allowing
recovery of attorney fees incurred in third party litigation
caused by the "tort of another." This court has stated the
rule in these terms: "A person who through the tort of
another has been required to act in the protection of his
interests by bringing or defending an action against a
third person is entitled to recover compensation for the
reasonably necessary loss of time, attorney's fees, and
other expenditures thereby suffered or incurred.
[Citations.]" ( Prentice v. North Amer. Title Guar. Corp.
(1963) 59 Cal.2d 618, 620 [30 Cal.Rptr. 821, 381 P.2d
645]; see also, Rest.2d Torts, § 914, subd. (2).) The "tort
of another” rule does not require that the claimant be
unsuccessful in the third party litigation. On the contrary,
courts applying the rule have upheld damage awards for
attorney fees incurred in third party litigation that
terminated in favor of the party claiming those fees.
(E.g., Saunders v. Cariss (1990) 224 Cal.App.3d 905,
909-910 {274 Cal.Rptr. 186]; Slaughter v. Legal Process
& Courier Service (1984) 162 Cal.App.3d 1236, 1251-
1252 [209 Cal.Rptr. 189]; Brousseau v. Jarrett (1977) 73
Cal.App.3d 864, 871 [141 Cal.Rptr. 200]; Nilson-Newey
& Co. v. Ballou (6th Cir. 1988) 839 F.2d 1171, 1177 ;
see also Moe v. Transamerica Title Ins. Co. (1971) 21
Cal.App.3d 289, 303 [98 Cal.Rptr. 547] [stating that
plaintiff's lack of success in the third party action was "of
no legal importance"].)

Here, a trier of fact might find, were the matter fully
litigated, that Feddersen's negligence in the preparation
of plaintiffs' tax returns triggered the IRS audit or at least
made that audit longer or more costly than it otherwise
would have been. Even if plaintiffs had somehow
prevailed in the audit, and the IRS had assessed no
deficiency, the audit-related costs, to the extent they are
directly attributable to the malpractice, should be
recoverable under the "tort of another" rule.

For all these reasons, I would hold that plaintiffs
suffered appreciable and actual harm for purposes of the
statute of limitations when they incurred any nontrivial
audit-related costs as a result of Feddersen's negligence
in preparing plaintiffs' tax returns, To the extent the
majority holds otherwise, I respectfully disagree.

[*628] III

Nevertheless, the majority reaches the correct result
in this case when it holds that plaintiffs' action against

Feddersen is not barred by the statute of limitations. The
result is correct because of the "continuous
representation” or "continuing relationship” rule, under
which the statute of limitations on a cause of action for
professional malpractice does not begin to run while the
professional continues to render services to the injured
client in relation to the matter at issue.

As I shall explain, California courts developed the
"continuous representation” rule in medical malpractice
actions as a corollary to the "discovery” rule, which
precludes the running of a statute of limitations while the
plaintiff is justifiably ignorant of the injury and its
negligent cause. The "continuous representation” rule has
been applied in actions alleging negligence by
accountants and attorneys, and the Legislature has
expressly approved and adopted it in Code of Civil
Procedure section 340.6, subdivision (a)(2), which
governs actions for legal malpractice. In its statutory
form, the rule has assumed significance independent of
its origins as an aspect of the "discovery" rule, so that the
statute of limitations for attorney malpractice will not run
during the period of continuing [**1293] [***164]
professional representation even when the client is fully
aware of both the attorney's negligence and the resulting
harm. Consistent with the policy underlying the rule as
the Legislature has embraced it, I would hold that in a
negligence action against an accountant, the statute of
limitations does not begin to run while the accountant
continues to represent the client in relation to the matter
at issue.

A. Medical Malpractice Cases

In California, both the "discovery" rule and the
"continuous representation” rule may be traced to this
court's landmark decision in Huysman v. Kirsch (1936) 6
Cal.2d 302 {57 P.2d 908]. There, a patient sued a
surgeon for damages resulting from the surgeon's
negligence in leaving a rubber drainage tube in the
patient's body. The surgeon left the tube in the patient's
body during an operation performed on January 3, 1931,
and did not remove it until September 26, 1932. ( Id. at
p. 305.) The patient filed suit against the surgeon on
January 7, 1933. The trial court dismissed the action,
ruling that the one-year limitations period for personal
injury actions began to run on the date of the plaintiff's
injury, that the plaintiff had been injured on the date of
the first operation (Jan. 3, 1931), and consequently that
the action was barred by the statute of limitations. (/bid.)

{*629] Noting that in the workers' compensation
arena courts had adopted the principle that "the statute of
limitations should not run against an injured employee's
right to compensation during the time said person was in
ignorance of the cause of his disability and could not
with reasonable care and diligence ascertain such cause,"
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this court concluded that the same principle should
govern actions for medical malpractice. ( Huysman v.
Kirsch, supra, 6 Cal.2d 302, 312.) Accordingly, this
court reversed the trial court's judgment.

The rationale of the "continuous representation” rule
appears in a part of the Huysman opinion quoting these
words from an earlier Ohio decision: " 'Indeed, it would
be inconsistent to say, that the plaintiff might sue for her
injuries while the surgeon was still in charge of the case
and advising and assuring her that proper patience would
witness a complete recovery. It would be trifling with the
law and the courts to exact compliance with such a rule,
in order to have a standing in court for the vindication of
her rights. It would impose upon her an improper burden
to hold, that in order to prevent the statute from running
against her right of action, she must sue while she was
following the advice of the surgeon and upon which she
all the time relied.' " ( Huysman v. Kirsch, supra, 6
Cal.2d 302, 309, quoting Gillette v. Tucker (1902) 67
Ohio St. 106 [65 N.E. 865, 871].)

Later cases viewed the continuing doctor-patient
relationship primarily as a justification for the patient's
failure to investigate facts that would otherwise have
alerted the patient to the possibility of the doctor's
negligence. (See, e.g., Stafford v. Schultz (1954) 42
Cal.2d 767, 778 [270 P.2d 1] [stating that "the fiduciary
relationship of physician and patient excused plaintiff
from greater diligence in determining the cause of his
injury"]; Myers v. Stevenson (1954) 125 Cal.App.2d 399,
401-402[270 P.2d 885] [stating that the plaintiff is "not
ordinarily put on notice of the negligent conduct of the
physician upon whose skill, judgment and advice he
continues to rely"].) Although I have found no case
directly so holding, some decisions contain dictum
stating that the statute of limitations begins to run on a
medical malpractice claim once the patient acquires
actual knowledge of both the injury and its negligent
cause even though the patient elects to continue
treatment with the same doctor. (See Sanchez v. South
Hoover Hospital (1976) 18 Cal.3d 93, 97 [132 Cal.Rptr.
657, 553 P.2d 1129]; Mock v. Santa Monica Hospital
(1960) 187 Cal.App.2d 57, 64 [9 Cal.Rptr. 555].)

In 1970, the Legislature established a special
limitations provision for medical malpractice--Code of
Civil Procedure section 340.5. (Stats. 1970, ch. 360, § 1,
p. 772.) Under this provision, the patient is generally
required to commence the malpractice action within four
years after the date of [*630] injury, or one year after
the date of discovery, whichever occurs first. (/bid.)
Although the Legislature did [**1294] [***165] not
expressly codify the "continuous representation" rule,
courts in medical malpractice actions still use the rule to
determine the date of which the patient will be deemed to
have discovered the injury. (See, e.g., Gray v. Reeves

(1977) 76 Cal.App.3d 567, 577, fn. 3 [142 Cal.Rptr.
716].)

B. Legal Malpractice Cases

After developing the "discovery" and "continuous
representation” rules for medical malpractice actions,
courts eventually applied them also to actions alleging
attorney malpractice. The leading case is Neel wv.
Magana, Olney, Levy, Cathcart & Gelfand (1971) 6
Cal.3d 176 [98 Cal.Rptr. 837, 491 P.2d 421] (hereafter
Neel), in which this court established that in legal
malpractice actions the statute of limitations does not
begin to run until the client has discovered, or through
the exercise of diligence should have discovered, both
the attorney's negligent act and the resulting damage. (
Id. at p. 190.) In a footnote, we discussed the
significance of a continuing attorney-client relationship
in determining when the statute of limitations begins to
run, concluding that if the client had not yet discovered
the facts essential to the cause of action, termination of
the attorney-client relationship would not commence the
running of the limitations period. ( /d. at p. 189, fn. 26.)
We did not discuss the converse situation, in which
discovery of the cause of action precedes termination of
the attorney-client relationship.

As it had done for medical malpractice actions, the
Legislature in 1977 enacted a special statute of
limitations provision for attorney malpractice actions--
Code of Civil Procedure section 340.6. (Stats. 1977, ch.
863, § 1, p. 2608.) Under this provision, the client is
generally required to commence the legal malpractice
action within one year after the plaintiff's discovery of
facts constituting the wrongful act, or within four years
after the wrongful act, whichever occurs first. Unlike the
provision for medical malpractice actions, however,
Code of Civil Procedure section 340.6 expressly
addresses the "continuing relationship” issue, providing
that "the period [of limitation] shall be tolled during the
time that ... [P] (2) The attorney continues to represent
the plaintiff regarding the specific subject matter in
which the alleged wrongful act or omission occurred ...."

This court has explained that the Legislature's
purpose in adopting the "continuous representation” rule
in attorney malpractice cases was "to ‘'avoid the
disruption of an attorney-client relationship by a lawsuit
while enabling the attorney to correct or minimize an
apparent error, and to [*631] prevent an attorney from
defeating a malpractice cause of action by continuing to
represent the client until the statutory period has expired.'
(Sen. Com. on Judiciary, 2d reading analysis of Assem.
Bill No. 298 (1977-1978 Reg. Sess.) as amended May
17, 1977.)" ( Laird v. Blacker (1992) 2 Cal.4th 606, 618
[7 Cal.Rptr.2d 550, 828 P.2d 691].)
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The Courts of Appeal have stated that the
"continuous representation” rule as embodied in Code of
Civil Procedure section 340.6, subdivision (a)(2), is
"substantially similar” to a rule fashioned by the state
courts of New York. ( Gurkewitz v. Haberman (1982)
137 Cal.App.3d 328, 333 [187 Cal.Rptr. 14]; accord,
Hensley v. Caietti (1993) 13 Cal.App.4th 1165, 1171 [16
Cal.Rptr.2d 837]; Shapero v. Fliegel (1987) 191
Cal.App.3d 842, 847-848 [236 Cal.Rptr. 696].) Under
this view, the existence of the attorney-client relationship
is more than just an excuse for the client's failure to
investigate evidence of legal practice. Tolling the
limitations period while the attorney continues to
represent the client serves also to afford the attorney an
opportunity to rectify mistakes the attorney has made and
to mitigate the client's losses without jeopardizing the
client's right to recover damages from the attorney for
any harm that is caused by the attorney's malpractice and
ultimately remains unremedied.

C. Accountant Malpractice Cases

The "discovery"” rule of Huysman v. Kirsch, supra, 6
Cal.2d 302, was extended to accountants in Moonie v.
Lynch (1967) 256 Cal.App.2d 361, 365-366 [64
Cal.Rptr. 55]. (See also, Electronic Equipment Express,
Inc. v. Donald H. Seiler & Co. (1981) 122 Cal.App.3d
834, 848 [176 Cal.Rptr. [**1295] [***166] 239].) The
rule of "continuous representation” has likewise been
applied to actions for accountant malpractice. (
Electronic Equipment Express, Inc. v. Donald H. Seiler
& Co., supra, 122 Cal.App.3d 834, 854-856.) The only
question is whether the rule to be applied in such cases is
the "continuous representation" rule as codified by the
Legislature for legal malpractice cases or the somewhat
more limited rule that the courts developed in medical
malpractice cases.

I would apply the rule in the form that the
Legislature has adopted. As this court stressed in Neel,
supra, 6 Cal.3d 176, professional malpractice actions --
whether involving doctors, lawyers, accountants, or
stockbrokers--have much in common. All professionals
are legally obligated to possess and employ the special
knowledge and skills of their profession; a layperson
who employs any professional is frequently not in a
position to judge the quality of the professional's work
and thus may not immediately detect malpractice,
[¥632] not only because the layperson lacks the
professional's skill and knowledge, but also because the
professional frequently works out of the client's view;
and, finally, all professionals are under a fiduciary duty
to fully disclose to their clients facts materially affecting
the clients' interests. (/d. at pp. 187-189.) Because of
these similarities among the professions, the rules
governing the running of the statute of limitations for the
various professions should be alike unless there is a

particular justification for different treatment. (See id. at
p- 189; see also Baright v. Willis (1984) 151 Cal.App.3d
303, 311-313 [198 CalRptr. 510] [citing medical
malpractice precedents to resolve a statute of limitations
problem in a legal malpractice case].)

The statutory form of the "continuous
representation” rule is appropriate for accountant
malpractice cases. Accountants no less than attorneys
should be afforded an opportunity to correct their
mistakes and to mitigate the client's damages without the
client being compelled by the running of the statute of
limitations to bring a malpractice action. Accountants no
less than attorneys should be prevented from defeating a
malpractice cause of action by continuing to represent
the client until the statutory period has expired.
Therefore, the articulation of the rule in the attorney
malpractice statute should guide our construction of
Code of Civil Procedure section 339, subdivision 1, as it
applies to actions against an accountant for negligence in
the preparation of an income tax return. ' In this case, |
would hold that the limitations period did not begin to
run while Feddersen continued to represent plaintiffs in
the IRS audit of plaintiffs' tax returns.

1 The New York courts have so concluded,
extending the "continuous representation” rule
developed in the context of doctor and attorney
malpractice cases to malpractice cases against
accountants. ( Zwecker v. Kulberg (1994) 209
A.D.2d 514 [618 N.Y.S.2d 840, 841]; Wilkin v.
Dana R. Pickup & Co. (1973) 74 Misc.2d 1025
[347 N.Y.S.2d 122, 124-125].)

Conclusion

Attempting to articulate a "bright line" rule for the
accrual of professional malpractice actions, the majority
has instead fashioned a judicial straightjacket, into which
it forces all manner of cases, no matter how poor the fit.
The determination of the point of "appreciable and
actual" harm is essentially a factual question, as this
court acknowledged in Budd. The situations calling for
application of the rule are simply too variable to allow
the majority, by adoption of one or many "bright line"
rules, to eliminate all triable issues of fact and thereby
permit summary disposition by demurrer or summary
judgment.

Nevertheless, the majority is correct that the
plaintiffs' action here was timely. Even though plaintiffs
discovered the accountant's negligence, and [*633]
incurred appreciable and actual harm as a result of that
negligence, the limitations period did not begin to run
while the accountants continued to represent plaintiffs in
the IRS audit of plaintiffs' tax returns.
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Respondent's petition for a rehearing was denied
April 13, 1995. Kennard, J., was of the opinion that the
petition should be granted.
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