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CRIMINAL TAX

The majority of inquiries by the Intemd Reverue Sewice (IRS) or Franchise Tax Board (FTB) are civil.
Howewer,in thesmall perentag of casesvhere therearefraudulent orcriminal implications the pracess
reguiresextreme caution ard spedal attertion. Some cases are known as“eggshell” audits that are civil audits
involving sersitive isses (forexanple, unreprtedincome), which have thepotentialto turnthecaseinto a
criminal investgation if they arediscoveral bythe audior. The goal ofCriminal Investgation (Cl) of the RS
ard the Federal Bureau of Invedigation (FBI) in acriminal invedigation is to build a case where the subjed will
be posecutd ard then seitencedo a fine,restitution and a termof imprisonnent.

The vast najority of Americansrecoqize theirlegal resmnsibility to propely repat andpaytheirtax
obligations The efforts of Cl are direded at the minority of Americantaxpayers who wil Ifully and intentiondly
violate their known legal duty to file income tax returns ard/or pay the corred amount of income, employmert,
or excise taes.

A criminal investigation (whether itis anadninistrative investicgationor agrandjury investigation) requires
expertrepresetation.We arevery experiencedn represeting individualsandbusinesses (a withessesand/or
targets) incriminal taxandothe white cdlar criminal matters.

Cases have included:

» Sucessfullyrepregnteda nusic pomoter aml his businessn an"eggshell” awit by thelnternalRewenue
Senice.

» Hardledan RScriminal investigationtargetingamulti-office taxpreprationbusiness (Liberty Tax
Senice),andsucceshllly oltainedthe retun of seizd asetsThe RS hasdrgppedtheinvestication.

* Repesentedndividualsinvolved inanalleged dusiwe trustschene, succesilly preventingthecasefrom
going criminal, and achieving a favoralde civil settlement.

» Deferdeda taxpreparemccusd o preparingfalsereturnsandconmitting bark fraud
* Repesentedaconmputersoftwae distrikutor inacurrencystructuing andforfeiture case
* Repesentedareal estateleweloperin avoluntaryconpliancecase.

* Repesentedaxpayers insentening andpostsentening heaings inwlving theIRSandFTB in federal arl
state court.

* Repesentedaxpayers inadministrative sunmonses.

* Repesentedvitnessesn grandjury sulpoeras.



Repesentedahighly placel in-hous cainselto amajor multi-nationd companyin an RS criminal
investigaton, invalving a whstleblower inside the company.

Repesentecanddefendedasmall distribuion companyowner inatax ewasionandfiling falsereturnscase.
Repesentechnontesident).S. citizen inafailure tofile investication.

Repesentedanindividual in anautoinswancefraud prosection by theDepartment d Justice.
Repesentedchdoctorin atax evasionschene.

Repesentedarestaurahaccisedof skmming.

Repesentedacontracte in a taxevasionprosection in District Court.

Represented aganbler in atax evadon proseaution in District Court.

Represented an importer/exporter in an“eggstell” aulit, which was resolved civil ly.
Repesentedalimousineconpanyin a crininal investigation, resultirg in a desisionnot toprosecute.

Repesentedhtaxicabconpanythatproceeledto District Court wherethe cae was won after indctment m
a Motionto Dismiss baedon constitutional violationsby theIRS



I. THE CRMINAL INVESTIGATION IN GENERAL

Administrative investicationsare thge investigationsworked autsideof the grandjury process Most
administrative investigationsinvolve orly Title 26violations,althaugh it is passible toinvestigate Title 31
violationsandsone Title 18violationsadministratively. Administrative investigationsmay beworked wheneer
the $ecialAgent aticipatesworking withoutthe caperation o othe agencies.

A. Administrative Investications.

1. Administrative investigationsmay beinitiated wheneer informationindicatingpossible volationsof tax,
moneylaurdering or bark secreg laws isreceived o dewlopedby theLeadDewveloprrent Genter (LDC) or
Spedal Agent.

2. This section contains a rumbe of administrative procedures to be empbyed in mog administrative
investicative situdions.

3. The Speial Agent inCharge (SAC) or Assistant SoecialAgent inCharge (ASAC) will select fa
investigationall informationitems which, upon evaluationandscreenig, are deemed towarrant irguiries
beyondthoseauthorizd fa evaluatinginformationitems.

4. A brief summary of the lasis fa openingtheinvestigationwill be prgaredandretainedn the
administrative file. At thediscretionof the SAC, it may bea se@arate @cunent,suchas amenorandim
prepared by the evaluating special agert, or it may be incorporatedin an existing document used in the field
office’'s investigationinitiation process

5. All assignedinvesticationswill be sibject to sufficieminvestigative inquiry to supprt thedisposition
recommendedin the reprt, excep whensuneyed.

6. Intemd Rewverue Code (IRC) §7605(b) providesthat no taxpayer shdl be subjeded to unnecesay
exaninationsor investigations,andony ore insgectionof ataxpayer's baks ofaccount stall bemadefor
eachtaxableyear,unlessthe tayayer reqests therwise or,afterinvestigation, he/ske isnotified in writing
that anaddtional inspectionis necessary

7. Authority hasbeen ddegated to the respedive Operating Division Territory Manager for cageswithin their
jurisdictionto sign thendice toa taxmyer thatan alditiond inspectionof swch taxpayer's baks ofaccount
is ne@ssary

8. In general theprovisionsof IRC §7605(8 shauld be invoked aly where,sulsequat to closingacase,
informationis dewelopedwhichindicatesfraud, malfeasane, collusion concedment,or misrepresetation d
amaterial fad. Any such natice, after signaure by the appropriate Operating Division Territory Manager,
will be ddiveredto thetaxpayer bythe Spedal Agent a thecooperatingRevenueAgent @ RevenueOfficer
at thetime theinspectim isbegun.

B. GrandJury Investications.Special agnts ae auhorized toassisthe Uhited StatesAttorney in conducting
invedigations in preparing for indictmen, trial, and in obtaining evidercerelative to sertendng, in maters
involving potertial violations of Title 26, and/or Title 18, and/or Title 31 of the United States Code committed in
contraentionof tax, banksecreg, or moneylaurderingstatutesA United StatesAttorney or Strike Force
Attorney may request special agents to assist in such investigaions by a Federal grand jury, or to make
preertationsto a Federal grand jury. Also, the IRS or anatorney for the govemment may initiate arequest for a
grandjury investigation.
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The RS may request the use of a giand jury either before, during, or after conducting an administrative
invedigation. A grand jury may normally be requeged whenever.

1. using agrand jury would be more efficiert, eg., the administrative process cannot develop the relevart fads
within areasonhle periodof time; or

2. an irvestigationhasproceeledas faras theadministrative pracess Bows, but proecutionpatential would be
strenghenedby thegrandjury process.

C. Title 26 —Criminal PenaltiesApplicable toFraud.

1. IRC 60501 SructuringTransaction toEvadeCashReporting InternalRevenueCode 8®50I requres
tradesandbusinesses tdile Form 8300 when in receiptof $10000in cas fromore tranactionor two or
more relded trarsactions.

Internal Revenue Code 86050I(f) prohibits structuring transactions to evade the reporting requirements. It
states

“(1) In general.. .No personshall fa thepurpee d evadingthereturnrequirenents @ this section—

(A) cause or atenpt to causeatrade or busnessto fail to file areturn required under this
section,

(B) cause or atenpt to causeatrade or busnessto file areturn required under this
sectionthat cantainsa material onissionor misstatenent d fact, or

(C) structureor assst in structuring or attenpt to structureor assst in structuring any
transactiorwith one ormore trags @ businesses.

(2) Penalties A persa violating thissubsetion shall be sibject to thesane civl and criminal
sanctiors applicableto apersonwho fails tofile or conpletesa falseor incorrect reéurn.”

2.IRC §7201. Attempt to Evade or Defeat Tax. IRC 87201 dates in its ertirety:

“Any persm whowillfully attenpts inanymannerto evadeor defeat ay taximposedby thistitle or
the myment trereof fall, in addition to other penalties povidedby law, be quilty of a felory and
upon conviction thered, shdl be fined nat more than$100,000 ($500,000 in the caseof a
corpaation),or imprisonel not more thtan Syears,or both, together vith thecostsof prosecutia.

Note By operationof thecriminal fine provisionsunde 18 USC 83571, themaximum pernissible fires for
theviolations of IRC §7201, is atleast $250,000 for individuds ard $500,000 for carporations. Alternatively,
if any persm derives gcuniarygain fram theoffense,or if the offenseresults inpeaniarylossto aperson
otherthanthe cefendat, the defendat may befined not nore than tre geater é twice thegross @in o
twicethe goss I®s.

Avoidane Distinguishedfrom Evasion.Avoidan@ oftaxesis nd a aiminal offense.Any attenpt toreduce
awid, minimize, or allevate taxs bylegtimate neanss pernissible.The distinctionbetweenawidane ard
evadon is fine, yet definite. One who avoidstax doesnot conceal or misrepresen. He shapesevensto
reduceor eliminate taxliability and uponthe happeiing of the exents,makes aconplete dsclosure Evasion,
onthe other hand, involvesdeceit, subterfuge, camoufl age, concealment, some attempt to color or obsaure
everts, or makesthings seemother thanthey are. For example, the credion of abonafide partnership to
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reducethetax liaklity of a bisinesdy dividing theincome anongseeral indvidual partnerds tax
awidance. Howewer, the facts of a particular case may show that an alleged partnership wasnot, in fad,
establishd ard tha oneor more d the alleged @rtnerssecretlyreturred his/her slare d the profits tothe
real owner d thebusines,who, in turn, did not report ths incame. This wauld be aninstarce d attenpted
evasion.

IRC §7201 — Elemertis of the Offerse The elements of the offense of wil lfully atenpting in any mamer to
evade or defeat any tax or the payment of any tax are the same, but the courts have interpreted the terms
differertly in some instarces. The differerces are noted in the explamation. The elemerts of the offense are:

(a) additional tax due ard owing;
(b) anattenpt inany mannerto evadeor defeat ag tax, orthe payment trereof; ad
(c) willfulness.
3. IRC §7206. IRC §7206 dates its ertirety:
“Any persm who—

(1) DeclarationUnder Renaltiesof Perjury. Willfully makes anl sibscribesanyreturn
statenent,or aher dbcunent,which cantainsor isverified by awritten declaratiorthat
it is madeunde the penaltiesof perjury, and which he dees rot bdieve tobe trie ard
correctas toevery material natter; or

(2) Aid or Assistance.Willfully aidsor asssts in,or procues,coursels,or adrises the
preparatio or presatationunde, or in conrectionwith any matter arisingunder,the
internal reveruelaws, of areturn, affidavit, claim, or other documert, which is
frawdulent or is falseas to any material matter, whether or nat such falsity or frawd is
with the knowedge orconsat of the personauthorizd o requred topresat sich
return,affidawt, claim, or docunment; o

(3) Frauddent Bonds Permits, and Entries.Simulatesor falsdy or fraudulently executes
or signs ay bond, pernit, ertry, or othe docunent reqiiredby theprovisionsof the
internalrevenuelaws, or by anyregulationmadein pursuancehered, or proares tle
sane tobe fdsely or fraudulently executed,or advises,aids in or comives atsuch
exection thereof; @

(4) Renmoval or Corcealnment Withintentto Defraud.Renmoves,depaits, o corceals,or
is concernedin renmoving, depodting, or conceding, any goods or commodities for or in
resped whereof any tax is or shall be impaosed, or any property upon which levy is
authorizd by section 6331, with intert to evadeor defeat tle assesnent a colledion of
anytaximposedby thistitle; or

(5) Compromises ad Cosing Agreemnents.In cannectian with ary conprormise urder
section7122 or offer of stch mmprormise,or in conrectionwith any closing ageenent
under section 7121, or offer to erter into any such agreemert, willfully—

(A) concalment d property. Conceds from anyofficer or enployee d the
United States ary property belanging to the esate ofa tax@yer orotherperson
liable inrespet of the tax or
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(B) withholding, falsifying, and destroyng recads.Recéves,withholds,
destro, mutilates,or falsifiesanybook, docunent,or recad, or makes ary
false statment,relatingto the egate orfinancialcondtion of the taxpayer or
otherpersonliablein respect ofthe tax

shall e quilty of a felory and uponconiiction thereof,shall ke finedna more tran
$10Q000 ($00000in the caseof a caporatior) orimprison&l not more tran 3years,or
both,together wth thecostsof prosecutio.”

Note Themaximum pernissible fire forthe felmy offenses seforthin IRC §7206,is & least$250000
for individuds and $500,000 for corporations Altematively, if the offense has resutedin peauniary gain
to thedefendart or pecumary lossto arotherperson the ddéendart may befined not nore than tre
greater 6 twice thegross @in a twice thegross Iss.

4, Sedion 371 Conspracgy to Commit Offenseor to Defraud the United States. 18 USC §371 statesin its
entirety:

“I'f two or more persons congpire ether to commit any off enrseagaing the United States, or to
defraud the United States, or any agercy thered in any mamer or for any purpose and one or more
of sich persongdo any actto effed theobject of thecorspiracy eachshall ke finedunder this title o
imprisoned not more thanfive yeas, or bath. If, howewer, the offense, the commission of which is
the dject of theconsjracy, isa nisdeneanoronly, the punishnment fa suchcorspiracyshal not
exceedhemaximum punishnent povidedfor swch nisdeneanor!

(a) Klein Corspiracy. A Klein corspiracy whichis naned fa thelead @se,s aconsgracy to defraud
the government by impedingandimpairingthelawful function o the InternalRevenueSenice.

If evderceis developedin a case which shows deceit, trickety, craftiness or dishonesty, and if donein
furtherarce d anageenent tointerferewith or dbstructthe RSin its lawful function of tax
administration, including examination, asssnern, and collection, thenthere is a potertial Klein
conspracy.

The object of te Klein conspracy would be a planand the subsequent overt acts by which consprators
knowingly deeive thelRS. However,tax exasiondoesnot recessariljnawe tobe poved tohawe been
the notive forthe caospiracyto defraud

(b) Tax Canspiracy Referenceo theparticdar Title 26criminal tax statutewhich thecorspiracy
attenptedto violate nust ke madein theindictment, (unlessit is aconsjracy to defraud impedeor
impair the IRSasin aKlein corspiracy discussedelow). Foar exanple, A, B, & C corspiredto evade
payment d A's taxliability in violation of IRC §7201.
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Il. METHODS OF PROOF

There are various methods of proof available to the Special Agert in deermining ataxpayers corred taxale
income, and how to properly document each method of proof:

» Specific Iterrs;

Net Worth;

» Expendtures;

» BankDeposits;

» Pacentag Marlup;

* Unit ard Volume.

A. Dired (Specific Item) Method. Among the various methods of proving unreported or underreported taxable
income, the sgcific itemmethodis themost peferred.Mosttaxpayers rejprt ther income ard expenss bythe

spedfic itemmethod usng books and/or recordsin which their finandal transadions are contenporaneously
recorded Their transactiors areusuallysunmarized and shown on thetaxreturn.

There are three broad categories of schemeswhich are suited to the spedfic itemmethod of proof:
1. undestatenent d income;
2. overstaterant d expensesand
3. fraudulent clains forcredits @ exenptions.

A false taxreturnmay include ay or all of the stienes.Unreportedincone canbeproved wsingthebasicor
agyrecate ajproacles.

Small anountsof expenss claimed a thereturnsonetimes fave tobe dlowed or acceptee@useof the
inability or time neededto prgperly traceor docurrent the actal anounts.

B. IndirectMethods.Indirectmethodsrequre thespecialagent togather ad presenevidenceto sipportthe
allegation. The sgcial ag@nt will use evidenceto deermine what ircome stould have been rgportedonthe
taxpayers returnandconparethat tothe anountshown on thereturn if a returnwas filed.

Sourcesof income may not be idertifiade, asin a specific itemmethod of proof therefore taxable income has to
be omputedindirectly, basedon variousapplications o usesof funds.

The courthawe upheldthe wse d the net worth, expemitures,andbark demsits nethodsof proving incame, on
the theory that proof of unexpended funds or assets may establish a primafacie understatement of income
requiringataxpayer toovercone thelogical inferencedrawn fromtheprovable fats.

With resped to the edablishmert of a primafacie invedigation by such eviderce, courts have been careful to
pointout that findngs offraudhawe been sistainedf, but anly if, the taypayer ha offerel no explanation or no
adequate eyplanation of the discrepaciesbetween(onthe me rand)expemituresandbankdepsits awl
increasesn net worth and (onthe dher rand)the anountof income rertedby thetaxpayer.
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Anacther indirect methodof proof is thepercetage markup methodof proof. Pendng theestablishrent d
judicial preceents,the percentag markup methodof proof israrelyusa asaprimary methodof proof.

C. Conmmon Deferses.

1. The taxpger ha anhonest ad good{aith believe thathe ddn’t owe taxes.Chesk v.United States 498
U.S 192(1991).

2. If the position taken on the return is uncertain, then the taxpayer may not have had criminal intent to
violate tre statte. United States v.Dahlstrom 713 F.2d 1423(9th dr. 1983),cert.denied 466 U.S.980
(1984); United States v.IngredientTecmology Corporation, 698 F.2d 88 (2nd Cir. 1983, cert cenied 462
U.S. 1131 (1983); United States v.Garber, 607 F.2d 92 (5th Cir. 1979); United States v.Critzer, 498 F.2d
1160(4thCir. 1974.

3. The act vas rot canmitted.

4. Mistake (oversight, computational errors, ec.).

5. Nedigence.

6. Reliance on the advice of a profesgond.

7.No tax isowed.

8. Corductof theagents.Chaacter ¢ the defencnt.Blame otlrers who wereinvolved o who werenot
prosected.
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[1l. VOLUNTARY DISCLOSURE POLCY

It iscurrently the pradice of the IRS that a voluntary disclosure will be conddered dong with all other fagorsin
the invegigation in determining whether criminal prosecution will be recommended. Prior IRS voluntary
disclosue pratices cretes nosutstantive orprocediral rights fa taxpayers,but raher areamatter ofinternal
IRS pradice, providedsolelyfor guidan@ tolRS persanel.

A voluntarydisclessure wil not guaranteemmunity from prasecution yet avoluntarydisclesure nay resultin no
prosection recommendatia. However, sincethe RS apgication of thevoluntarydisclessure pactice @esnot
autonatically resultin immunity from criminal prosecutim, taxpayers slould be alvised that theycamot rdy on
the fad thatothersmay na have been posecutd.

A voluntary disclosure occurs when the communication is:
e truthful;
* timely;
» conplete;

» when the taxpayer shows awillingnessto cogperate (and doesin fad cooperate) with the IRS in
determining Hs or he correct tax liability.

A discloaureis timely if it is received before:

» thelRShasinitiatedan imuiry thatis likely to lead tothetaxpayer, andthe tayayer isreasonhly thowght
to be aware of that invedigaive activity;

* ome evert known by the taxpayer occurred, which evert islikely to causean audit into the taxpayer's
liabilities.

An exanple d what isnot avoluntarydisclosure isaletter fromanattorneystatinghisor her cliert, whowishes
to remain anonymous, warts to resolve his or her tax liahlity in exchange for IRS asaurance that the client wil |
not ke crimnally prosecutedThis isna a wluntarydisclosure ecauseheidentity of the taypayer ha nd been
revealed.The caclusicn would be the sane whetherthe atteney madeor dffered ppyment o behalf d the
anorymousclient a devised ®me nmethodto prevent acess taheclient’s mrrect taxreturrs,i.e., placirg the
correcttax retuns inasafetydemsit box or propose ary similar variation.
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