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CRIM I NAL  TAX

The majority of inquiries by the Internal Revenue Service (IRS) or Franchise Tax Board (FTB) are civil .
However, in the small percentage of cases where there are fraudulent or criminal implications, the process
requires extreme caution and special attention. Some cases are known as “eggshell”  audits that are civil  audits
involving sensitive issues (for example, unreported income), which have the potential to turn the case into a
criminal investigation if they are discovered by the auditor. The goal of Criminal Investigation (CI) of the IRS
and the Federal Bureau of Investigation (FBI) in a criminal investigation is to build a case where the subject wil l
be prosecuted and then sentenced to a fine, restitution, and a term of imprisonment. 

The vast majority of Americans recognize their legal responsibility to properly report and pay their tax
obligations. The efforts of CI are directed at the minority of American taxpayers who wil lfully and intentionally
violate their known legal duty to file income tax returns and/or pay the correct amount of income, employment,
or excise taxes. 

A criminal investigation (whether it is an administrative investigation or a grand jury investigation) requires
expert representation. We are very experienced in representing individuals and businesses (as witnesses and/or
targets) in criminal tax and other white collar criminal matters. 

Cases have included:

• Successfully represented a music promoter and his business in an "eggshell" audit by the Internal Revenue
Service.

• Handled an IRS criminal investigation targeting a multi-office tax preparation business (Liberty Tax
Service), and successfully  obtained the return of seized assets. The IRS has dropped the investigation.

• Represented individuals involved in an alleged abusive trust scheme, successfully  preventing the case from
going criminal, and achieving a favorable civil  settlement.

• Defended a tax preparer accused of preparing false returns and committing bank fraud.

• Represented a computer software distributor in a currency structuring and forfeiture case.

• Represented a real estate developer in a voluntary compliance case.

• Represented taxpayers in sentencing and post-sentencing hearings involving the IRS and FTB in federal and
state court.

• Represented taxpayers in administrative summonses.

• Represented witnesses in grand jury subpoenas.



• Represented a highly placed in-house counsel to a major multi-national company in an IRS criminal
investigation, involving a whistleblower inside the company.

• Represented and defended a small distribution company owner in a tax evasion and filing false returns case.

• Represented a non-resident U.S. citizen in a failure to file investigation.

• Represented an individual in an auto insurance fraud prosecution by the Department of Justice.

• Represented a doctor in a tax evasion scheme.

• Represented a restaurant accused of skimming. 

• Represented a contractor in a tax evasion prosecution in District Court. 

• Represented a gambler in a tax evasion prosecution in District Court.

• Represented an importer/exporter in an “eggshell”  audit, which was resolved civil ly.

• Represented a limousine company in a criminal investigation, resulting in a decision not to prosecute.

• Represented a taxicab company that proceeded to District Court where the case was won after indictment on
a Motion to Dismiss based on constitutional violations by the IRS.



WOOD & PORTER 415/834-1800
333 Sacramento Street fax: 415/834-1888
San Francisco, CA 94111 Page 3  www.woodporter.com

I. THE CRIMINAL INVESTIGATION IN GENERAL

Administrative investigations are those investigations worked outside of the grand jury process. Most
administrative investigations involve only Title 26 violations, although it is possible to investigate Title 31
violations and some Title 18 violations administratively. Administrative investigations may be worked whenever
the Special Agent anticipates working without the cooperation of other agencies. 

A. Administrative Investigations.

1. Administrative investigations may be initiated whenever information indicating possible violations of tax,
money laundering, or bank secrecy laws is received or developed by the Lead Development Center (LDC) or
Special Agent. 

2. This section contains a number of administrative procedures to be employed in most administrative
investigative situations. 

3. The Special Agent in Charge (SAC) or Assistant Special Agent in Charge (ASAC) will select for
investigation all information items which, upon evaluation and screening, are deemed to warrant inquiries
beyond those authorized for evaluating information items. 

4. A brief summary of the basis for opening the investigation will be prepared and retained in the
administrative file. At the discretion of the SAC, it may be a separate document, such as a memorandum
prepared by the evaluating special agent, or it may be incorporated in an existing document used in the field
office's investigation initiation process. 

5. All assigned investigations will be subject to sufficient investigative inquiry to support the disposition
recommended in the report, except when surveyed. 

6. Internal Revenue Code (IRC) §7605(b) provides that no taxpayer shall  be subjected to unnecessary
examinations or investigations, and only one inspection of a taxpayer's books of account shall be made for
each taxable year, unless the taxpayer requests otherwise or, after investigation, he/she is notified in writing
that an additional inspection is necessary. 

7. Authority has been delegated to the respective Operating Division Territory Manager for cases within their
jurisdiction to sign the notice to a taxpayer that an additional inspection of such taxpayer's books of account
is necessary. 

8. In general, the provisions of IRC §7605(b) should be invoked only where, subsequent to closing a case,
information is developed which indicates fraud, malfeasance, collusion, concealment, or misrepresentation of
a material fact. Any such notice, after signature by the appropriate Operating Division Territory Manager,
will be delivered to the taxpayer by the Special Agent or the cooperating Revenue Agent or Revenue Officer
at the time the inspection is begun.

B. Grand Jury Investigations. Special agents are authorized to assist the United States Attorney in conducting
investigations, in preparing for indictment, trial, and in obtaining evidence relative to sentencing, in matters
involving potential violations of Title 26, and/or Title 18, and/or Title 31 of the United States Code committed in
contravention of tax, bank secrecy, or money laundering statutes. A United States Attorney or Strike Force
Attorney may request special agents to assist in such investigations by a Federal grand jury, or to make
presentations to a Federal grand jury. Also, the IRS or an attorney for the government may initiate a request for a
grand jury investigation. 
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The IRS may request the use of a grand jury either before, during, or after conducting an administrative
investigation. A grand jury may normally be requested whenever: 

1. using a grand jury would be more efficient, e.g., the administrative process cannot develop the relevant facts
within a reasonable period of time; or

2. an investigation has proceeded as far as the administrative process allows, but prosecution potential would be
strengthened by the grand jury process.

C. Title 26 — Criminal Penalties Applicable to Fraud.

1. IRC 6050I. Structuring Transactions to Evade Cash Reporting. Internal Revenue Code §6050I requires
trades and businesses to file Form 8300 when in receipt of $10,000 in cash from one transaction or two or
more related transactions. 

Internal Revenue Code §6050I(f) prohibits structuring transactions to evade the reporting requirements. It
states: 

“(1) In general. . .No person shall for the purpose of evading the return requirements of this section— 

(A) cause or attempt to cause a trade or business to fail to fi le a return required under this
section,

(B) cause or attempt to cause a trade or business to file a return required under this
section that contains a material omission or misstatement of fact, or

(C) structure or assist in structuring, or attempt to structure or assist in structuring, any
transaction with one or more trades or businesses. 

(2) Penalties. A person violating this subsection shall be subject to the same civil and criminal
sanctions applicable to a person who fails to file or completes a false or incorrect return.” 

2. IRC §7201. Attempt to Evade or Defeat Tax. IRC §7201 states in its entirety:

“Any person who willfully  attempts in any manner to evade or defeat any tax imposed by this title or
the payment thereof shall, in addition to other penalties provided by law, be guilty of a felony and,
upon conviction thereof, shall  be fined not more than $100,000 ($500,000 in the case of a
corporation), or imprisoned not more than 5 years, or both, together with the costs of prosecution. 

Note:  By operation of the criminal fine provisions under 18 USC §3571, the maximum permissible fines for
the violations of IRC §7201, is at least $250,000 for individuals and $500,000 for corporations. Alternatively,
if any person derives pecuniary gain from the offense, or if the offense results in pecuniary loss to a person
other than the defendant, the defendant may be fined not more than the greater of twice the gross gain or
twice the gross loss. 

Avoidance Distinguished from Evasion. Avoidance of taxes is not a criminal offense. Any attempt to reduce,
avoid, minimize, or alleviate taxes by legitimate means is permissible. The distinction between avoidance and
evasion is fine, yet definite. One who avoids tax does not conceal or misrepresent. He shapes events to
reduce or eliminate tax liability and, upon the happening of the events, makes a complete disclosure. Evasion,
on the other hand, involves deceit, subterfuge, camouflage, concealment, some attempt to color or obscure
events, or makes things seem other than they are. For example, the creation of a bona fide partnership to
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reduce the tax liability  of a business by dividing the income among several individual partners is tax
avoidance. However, the facts of a particular case may show that an alleged partnership was not, in fact,
established and that one or more of the alleged partners secretly returned his/her share of the profits to the
real owner of the business, who, in turn, did not report this income. This would be an instance of attempted
evasion. 

IRC §7201 — Elements of the Offense. The elements of the offense of wil lfully attempting in any manner to
evade or defeat any tax or the payment of any tax are the same, but the courts have interpreted the terms
differently in some instances. The differences are noted in the explanation. The elements of the offense are: 

(a) additional tax due and owing;

(b) an attempt in any manner to evade or defeat any tax, or the payment thereof; and

(c) willfulness.

3. IRC §7206. IRC §7206 states its entirety:

“Any person who—

(1) Declaration Under Penalties of Perjury. Willfully  makes and subscribes any return,
statement, or other document, which contains or is verified by a written declaration that
it is made under the penalties of perjury, and which he does not believe to be true and
correct as to every material matter; or

(2) Aid or Assistance. Willfully  aids or assists in, or procures, counsels, or advises the
preparation or presentation under, or in connection with any matter arising under, the
internal revenue laws, of a return, aff idavit, claim, or other document, which is
fraudulent or is false as to any material matter, whether or not such falsity or fraud is
with the knowledge or consent of the person authorized or required to present such
return, affidavit, claim, or document; or

(3) Fraudulent Bonds, Permits, and Entries. Simulates or falsely or fraudulently executes
or signs any bond, permit, entry, or other document required by the provisions of the
internal revenue laws, or by any regulation made in pursuance thereof, or procures the
same to be falsely or fraudulently executed, or advises, aids in, or connives at such
execution thereof; or

(4) Removal or Concealment With Intent to Defraud. Removes, deposits, or conceals, or
is concerned in removing, depositing, or concealing, any goods or commodities for or in
respect whereof any tax is or shall be imposed, or any property upon which levy is
authorized by section 6331, with intent to evade or defeat the assessment or collection of
any tax imposed by this title; or

(5) Compromises and Closing Agreements. In connection with any compromise under
section 7122, or offer of such compromise, or in connection with any closing agreement
under section 7121, or offer to enter into any such agreement, willfully—

(A) concealment of property. Conceals from any officer or employee of the
United States any property belonging to the estate of a taxpayer or other person
liable in respect of the tax, or
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(B) withholding, falsifying, and destroying records. Receives, withholds,
destroys, mutilates, or falsifies any book, document, or record, or makes any
false statement, relating to the estate or financial condition of the taxpayer or
other person liable in respect of the tax;

shall be guilty of a felony and, upon conviction thereof, shall be fined not more than
$100,000 ($500,000 in the case of a corporation) or imprisoned not more than 3 years, or
both, together with the costs of prosecution.”

Note:  The maximum permissible fine for the felony offenses set forth in IRC §7206, is at least $250,000
for individuals and $500,000 for corporations. Alternatively, if the offense has resulted in pecuniary gain
to the defendant or pecuniary loss to another person, the defendant may be fined not more than the
greater of twice the gross gain or twice the gross loss. 

4. Section 371. Conspiracy to Commit Offense or to Defraud the United States. 18 USC §371 states in its
entirety:

“I f two or more persons conspire either to commit any offense against the United States, or to
defraud the United States, or any agency thereof in any manner or for any purpose, and one or more
of such persons do any act to effect the object of the conspiracy, each shall be fined under this title or
imprisoned not more than five years, or both. If, however, the offense, the commission of which is
the object of the conspiracy, is a misdemeanor only, the punishment for such conspiracy shall not
exceed the maximum punishment provided for such misdemeanor.”

(a) Klein Conspiracy. A Klein conspiracy, which is named for the lead case, is a conspiracy to defraud
the government by impeding and impairing the lawful function of the Internal Revenue Service. 

If evidence is developed in a case which shows deceit, trickery, craftiness or dishonesty, and if done in
furtherance of an agreement to interfere with or obstruct the IRS in its lawful function of tax
administration, including examination, assessment, and collection, then there is a potential Klein
conspiracy. 

The object of the Klein conspiracy would be a plan and the subsequent overt acts by which conspirators
knowingly deceive the IRS. However, tax evasion does not necessarily have to be proved to have been
the motive for the conspiracy to defraud. 

(b)  Tax Conspiracy. Reference to the particular Title 26 criminal tax statute which the conspiracy
attempted to violate must be made in the indictment, (unless it is a conspiracy to defraud, impede or
impair the IRS as in a Klein conspiracy, discussed below). For example, A, B, & C conspired to evade
payment of A's tax liability  in violation of IRC §7201. 
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II. METHODS OF PROOF 

There are various methods of proof available to the Special Agent in determining a taxpayer's correct taxable
income, and how to properly document each method of proof:

•  Specific Items;

•  Net Worth;

•  Expenditures;

•  Bank Deposits;

•  Percentage Markup;

•  Unit and Volume.

A. Direct (Specific Item) Method. Among the various methods of proving unreported or underreported taxable
income, the specific item method is the most preferred. Most taxpayers report their income and expenses by the
specif ic item method using books and/or records in which their financial transactions are contemporaneously
recorded. Their transactions are usually summarized and shown on the tax return. 

There are three broad categories of schemes which are suited to the specif ic item method of proof: 

1. understatement of income;

2. overstatement of expenses; and

3. fraudulent claims for credits or exemptions.

A false tax return may include any or all of the schemes. Unreported Income can be proved using the basic or
aggregate approaches. 

Small amounts of expenses claimed on the return sometimes have to be allowed or accepted because of the
inability or time needed to properly trace or document the actual amounts. 

B. Indirect Methods. Indirect methods require the special agent to gather and present evidence to support the
allegation. The special agent will use evidence to determine what income should have been reported on the
taxpayer's return and compare that to the amount shown on the return, if a return was filed. 

Sources of income may not be identifiable, as in a specific item method of proof therefore taxable income has to
be computed indirectly, based on various applications or uses of funds. 

The courts have upheld the use of the net worth, expenditures, and bank deposits methods of proving income, on
the theory that proof of unexpended funds or assets may establish a prima facie understatement of income
requiring a taxpayer to overcome the logical inference drawn from the provable facts. 

With respect to the establishment of a prima facie investigation by such evidence, courts have been careful to
point out that findings of fraud have been sustained if, but only if, the taxpayer has offered no explanation, or no
adequate explanation, of the discrepancies between (on the one hand) expenditures and bank deposits and
increases in net worth and (on the other hand) the amount of income reported by the taxpayer. 
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Another indirect method of proof is the percentage markup method of proof. Pending the establishment of
judicial precedents, the percentage markup method of proof is rarely used as a primary method of proof. 

C. Common Defenses. 

1. The taxpayer had an honest and good-faith believe that he didn’t owe taxes. Cheek 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 the statute. United States v. Dahlstrom, 713 F.2d 1423 (9th Cir. 1983), cert. denied, 466 U.S. 980
(1984); United States v. Ingredient Technology Corporation, 698 F.2d 88 (2nd Cir. 1983), cert denied, 462
U.S. 1131 (1983); United States v. Garber, 607 F.2d 92 (5th Cir. 1979); United States v. Critzer, 498 F.2d
1160 (4th Cir. 1974). 

3. The act was not committed.

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

5. Negligence.

6. Reliance on the advice of a professional.

7. No tax is owed.

8. Conduct of the agents. Character of the defendant. Blame others who were involved or who were not
prosecuted. 
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III. VOLUNTARY DISCLOSURE POLICY

It is currently the practice of the IRS that a voluntary disclosure wil l be considered along with all other factors in
the investigation in determining whether criminal prosecution wil l be recommended. Prior IRS voluntary
disclosure practices creates no substantive or procedural rights for taxpayers, but rather are a matter of internal
IRS practice, provided solely for guidance to IRS personnel. 

A voluntary disclosure will not guarantee immunity from prosecution, yet a voluntary disclosure may result in no
prosecution recommendation. However, since the IRS application of the voluntary disclosure practice does not
automatically result in immunity from criminal prosecution, taxpayers should be advised that they cannot rely on
the fact that others may not have been prosecuted. 

A voluntary disclosure occurs when the communication is: 

•  truthful;

•  timely;

•  complete;

•  when the taxpayer shows a wil lingness to cooperate (and does in fact cooperate) with the IRS in
determining his or her correct tax liability.

A disclosure is timely if it is received before: 

•  the IRS has initiated an inquiry that is likely to lead to the taxpayer, and the taxpayer is reasonably thought
to be aware of that investigative activity;

•  some event known by the taxpayer occurred, which event is li kely to cause an audit into the taxpayer’s
liabilities.

An example of what is not a voluntary disclosure is a letter from an attorney stating his or her client, who wishes
to remain anonymous, wants to resolve his or her tax liabil ity in exchange for IRS assurance that the client wil l
not be criminally prosecuted. This is not a voluntary disclosure because the identity of the taxpayer has not been
revealed. The conclusion would be the same whether the attorney made or offered payment on behalf of the
anonymous client or devised some method to prevent access to the client’s correct tax returns, i.e., placing the
correct tax returns in a safety deposit box or proposed any similar variation. 


