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

specific 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 specific 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 proofis 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 Sates, 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 Satesv. 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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