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I. CRIMINAL TAX COMPLIANCE PROGRAM
A. Taxation of Income

1. Definition of “Gross Income” (IRC § 61)
a. “Income from any source derived”

b. What is income?

i. “Monetary remuneration in payment for goods or services”

· Subject to reductions

· Business expenses

· Basis

ii. Ordinary income: wages and profits

iii. Capital income: earnings from sale of stock

iv. Helvering v. Horst (donor made gift of bond coupons which mature later in the year)

· Interest payments to donee (without transfer) – whose income?

· The income belongs to the donor because realization occurs when the gift is made (we tax realization, not recognition)
· Cannot assign income

· Two-part inquiry:

1. What is the money to the donor?

2. What is the money to the donee?

v. McAllister v. Commissioner (surrender of life interest in trust in return for $55,000; court held taxpayer had a property interest in the trust, and income gained from the transfer was taxable)

· Is the income ordinary or capital (key: exchange of entire “ownership” in trust)

· This was an exchange of capital income (rather than an assignment like Horst)

· Income = value less basis

c. Payment for services

i. Wages are income: Coleman v. Commissioner of Internal Revenue
ii. Contract payments – Form 1099

iii. Tips are income: US v. Fior D’Italia, Inc.
iv. Bonuses

v. Do not include gifts (“disinterested generosity”)!
2. Definition of “Business Expense”  for deduction purposes (IRC § 162)

a. “Ordinary and necessary” expenditure for the carrying on of a trade or business

b. Sale of goods

i. Trade or business

· Ordinary income 

· Reduced by cost of goods

ii. Capital gains (IRC § 1221)

· Personal in nature

· Goods or securities

· Reduced by “basis” (basis = what was originally paid into the investment)
c. Definition: reduces gross income to arrive at taxable business income.  Commissioner of Internal Revenue v. Soliman
3. Definition of “Investment Expense” (IRC § 212)

4. Tax Return Filing Requirements (IRC §§ 1, 6011, 6012)

a. Gross income over the statutory threshold triggers filing

b. Threshold calculation (changes every year)
i. Exemption, plus
ii. Standard deduction

c. Incidence of taxation: when does it attach?

i. Statute of limitations for criminal taxation: 6 years

ii. Statute of limitations begins to run from the last criminal act

· This is always April 15 if the taxpayer filed before April 15 or after April 15 (unless extension is granted)
· Taxpayer gets the benefit of the doubt and can correct up to April 15

· Legal obligation attaches on April 15
5. Constitutionality of the income tax

a. Is increase in property value income?
i. Eisner v. Macomber (50% stock split; court held increase in value of capital investment is not income; when the value of stock increases, the taxpayer has not received anything out of company assets for separate use (nothing “derived”))

· Income: “gain derived from capital and/or labor…provided it be understood to include profit gained through sale or conversion of capital asset”

· Art. 1, § 2, cl. 3: Congress cannot impose taxes without apportioning them among the states according to population

· 16th Amendment: “The Congress shall have power to lay and collect taxes on incomes, from whatever source derived, without apportioning them among the several states, and without regard to any census or enumeration.”
· We tax the realization, not the recognition of income
6. Assignment of income

a. Lucas v. Earl (husband assigned 50% of income to his wife)
i. Income accrues to the person who earns it

ii. Taxpayer cannot assign income to avoid taxation

7. Substance over form rule
a. Gregory v. Helvering (corporate “spin off” technically complied with the statute; but transaction did not change asset ownership)
i. “Such transactions were not to be considered as realized any profit, because collective interests still remained in solution.”

ii. Learned Hand’s Rule: “Any one may so arrange his affairs that his taxes shall be as low as possible; he is not bound to choose that pattern which will best pay the Treasury.”

iii. Smith’s Corollary: In any series of transaction, the incidence of taxation follows the exercise of control
b. Objective economic reality of income controls taxation

c. Claim of Right Doctrine: when did the taxpayer become responsible?  
i. The key is control.
ii. Corporation pays a “dummy” corporation (no economic substance) for services rendered, and the “dummy” corporation pays the taxpayer/service-provider

iii. Criminal tax litigation statute of limitations is 6 years

· Taxpayer paid service-provider company from his corporation 7 years ago, and received a boat 5 years ago

· Taxpayer argued (and court held) that for taxation purposes, the “dummy” corporation is disregarded and the income cam under the taxpayer’s control when it was paid to the “dummy” corporation 7 years ago

· Taxpayer could not be prosecuted because income came under his control outside the statute of limitations

· But if the service-provider company was a real company (services, president, employees, etc.), then the statute of limitations probably began running 5 years ago when the taxpayer received his income/kick-back in the form of a boat

B. The Criminal Tax Case: Process and Procedure
1. Administrative cases

2. Grand Jury cases

3. Internal IRS review

4. Criminal Tax Counsel review

5. DOJ/Tax Division

6. Tax Division directives

C. Current Criminal Tax Enforcement Priorities

1. Electronic filing fraud

2. Abusive international tax shelters

3. Corporate fraud

4. Terrorism Financing

5. Motor fuel excise tax evasion

6. Financial institution fraud

7. Tax return preparers

8. Non-filer progam

II. TAX EVASION – 26 USC § 7201
A. Generally: the willful failure to accurately report taxable income and pay the proscribed statutory tax
1. Willful: defined by case law and statute

2. Accurately: taxes signed under penalty of perjury

3. Taxable income: legal issue in the case law

B. Government must prove:

1. The required mental state (mens rea) (presumption in all crimes except those that are expressly strict liability)
a. Strict liability crimes

i. Public utility or public welfare offenses (environmental crimes)

ii. Statute may eliminate the general requirement that mens rea be proved

2. The required physical component (actus reus)

3. Where the crime requires a result, that the defendant’s acts caused the result

C. Useful evidence

1. Documentary

a. Tax returns

b. Bank accounts

c. Correspondence

d. Accounting ledgers

e. Invoices

2. Testimonial

a. Undercover conversations

b. Investigative interviews

c. Grand Jury testimony

d. Observational testimony

e. Trial testimony

3. Categories of evidence (in order of least to most probative of mens rea)
a. Returns (instrumentality of the crime)

b. Cash (where did the money go?)

c. Control (who actually runs the show?)

D. Actus reus: who did it and what was the act? 

1. In white collar cases, the question is usually, “Was it a crime?” (rather than, “Who did it?”)

E. ELEMENT 1: Mens rea (Willfulness)
1. Objective standards: 

a. Did the defendant have a conscious objective to commit the act or result proscribed by the crime?

b. Was the defendant aware of a substantial and unjustifiable risk that the act or result would occur?

c. Did the defendant know the act or result would almost certainly occur (foreseeability standard)?

2. Subjective standard:

a. Particular crime may require government to show that the defendant actually intended to violate the law (specific intent)

3. Voluntary, intentional violation of a known legal duty

a. Known legal duty: knowledge that federal law imposes a duty to file a return and accurately report gross income and deductions

b. United States v. Bishop (Congress intended willfulness in tax cases to separate tax violator from well-meaning but confused taxpayer)
i. Willfulness defined: violation of a known legal duty

ii. Overruled Abdul v. United States which only require carelessness for tax misdemeanors (relying on Sansone)
c. “Inadvertence” is the best defense to willfulness

d. Other defenses:

i. Goof faith belief that there was no legal duty

ii. Gifts are not taxable (refunds from the government, loan repayments)

4. Evidence of “evil motive” not required
a. United States v. Pomponio (defendant reported dividends from controlled corporation as “loans” and reported partnership losses on individual tax returns instead of corporate returns; court held willfulness is defined as a violation of a known legal duty and evil motive is not required)
i. Jury instruction: good motive alone is never a defense where the act done or committed is a crime, and consequently, motive was irrelevant except as it bore on intent

5. The reasonableness standard

a. Cheek v. United States
i. Defendant must affirmatively, subjectively know that he is violating a known legal duty
ii. Disagreement with the law is not a defense:

· If defendant is aware of legal duty and disagrees with it or believes it does not apply to him, defendant still acted willfully
· If defendant is aware of the income tax laws, he cannot claim good faith ignorance of legal duty to pay income tax

· Cf. J. Scalia’s opinion: if defendant really and actually believes that the tax laws are invalid, then willfulness is negated

iii. Defendant is not entitled to introduce evidence regarding his misreading of the law

iv. Improper to instruct jury to disregard defendant’s belief in considering intent

v. Jury must determine if defendant subjectively acted willfully

vi. Acting in good faith negates willfulness (prima facie showing only is required; government has an obligation to rebut affirmative defense)
· Good faith: genuinely not aware of legal obligation to file a tax return or pay a tax

· The law does not punish one for a technical misunderstanding of the law

· Willfulness can be inferred from past filing practice if a return was not filed for the particular tax year at issue

vii. But failure to abide by common sense is not acting in good faith

viii. Following advice contrary to regular or established practice is not acting in good faith (“If it is too good to be true, it probably is.”)
b. United States v. Grunewald (defendant diverted his medical income to his professional corporation and refused to pay tax on the income; court held jury can consider reasonableness of the defendant’s actions in determining if he genuinely acted in good faith) [This is not the law in all circuits.]
6. Collective corporate intent

a. United States v. Beacon Brass Co. (defendant lied to IRS about his false deductions on his income tax returns; district court dismissed the indictment due to the expiration of the statute of limitations; court held that false statement was a separate offense and satisfied an affirmative act of evasion)
i. Tax evasion statute is very broad

ii. False statement about income tax returns satisfied definition of an affirmative act of evasion (except in Springfield, Mass.) so that the indictment was reinstated

7. Criminal versus civil sanctions.  Helvering v. Mitchell
F. ELEMENT 2: Additional tax due and owing
1. Computing tax liability

a. Income (AGI)

b. Deductions

i. Charity

ii. Home mortgage interest

iii. Exemptions

c. Income – Deductions = Taxable Income

d. Tax Due – Already Paid = Tax Bill

e. Signed under penalty of perjury

2. Substantial Tax Deficiency

a. United States v. Johnson (defendant owner of gambling houses put his companies in other people’s names; government alleged large amount of unreported income; proof of income consisted in part of expenditures exceeding reported resources; government’s inability to prove exact tax due was not a failure so long as the tax due is substantial)
3. United States v. Silkman I
a. Tax evasion is one crime that may be accomplished in one of two ways:

i. Evasion of assessment, or

ii. Evasion of payment

b. Tax due must be proven in either situation

G. ELEMENT 3: Affirmative act of evasion

1. Sansone v. United States (defendant failed to report capital gain from sale of property; defendant wanted “lesser included offense” instruction; court held defendant was not entitled to instruction)
a. Lesser included offense instruction only proper if greater offense requires finding of disputed element not required for lesser offense; here, the only element in dispute was willfulness, which was required for both offenses

b. Affirmative act defined: an act that has the tendency to conceal

i. Act does not have to be illegal

ii. Act must have the indicia of deception
2. Failure to file a return is not evasion because there is no affirmative act (misdemeanor only).
a. Spies v. United States (taxes not owed, but no return filed; defendant did not file income tax returns but assigned income to family members; government argued that willful failure to file a tax return or pay taxes constituted tax evasion; government instruction was incorrect; court held any act motivated by an attempt to evade paying income taxes constitutes an affirmative act of evasion)

i. Failure to file – 26 USC § 7203
ii. Omissions do not count as attempts to evade payment

iii. An attempt to evade payment does not have to be an illegal act, nor does it have to succeed

iv. The statute is satisfied if there is a tax due for each separate tax year and an affirmative act

H. Evading another taxpayer’s taxes. United States v. Frazier
I. Illegal derived income is taxable. Capone v. United States
1. Fifth Amendment defense

a. Government can compel anything that is not testimony

b. Government can compel testimony if it grants immunity
2. Eugene Tafoya (US military hired to assassinate Libyan political activists in the US on behalf of Qadafi; government charged him with § 7201 violation for evading payment of taxes on assassination fees; evidence of assassination efforts was probative of his motive to conceal the employment by failing to report illegal income)

3. Jerry Whitworth (defendant spied for USSR; sent an anonymous letter to FBI after fee dispute with his handler; indicted on conspiracy and espionage in addition to tax evasion)
4. Manly Sullivan (no return filed because income came from bootlegging; Fifth Amendment defense may or may not be available, but should have been tested by filing a return)

5. Roy Garner (Garner was gambling illegally, he identified the real source of his income on his returns; IRS turned returns over to prosecutors; court held answered were compelled under the Fifth Amendment in order to avoid violations of §§ 7203, 7206; Garner had option of claiming his privilege or testifying and the government would have to grant immunity if he claimed privilege and they wanted more information)

6. Ted Kimble (defendant funneled income through foreign trusts; he filed his return completed with only asterisks and claimed privilege under various constitutional amendments; charged with violation of § 7203)
J. Other methods of tax evasion

1. Tax evasion by lawyers and accountants.  United States v. Irwin
2. Tax evasion by partnerships.  Strauch v. United States
3. Estate tax criminal prosecutions.  United States v. Alker
4. Gift tax criminal prosecutions.  United States v. Nuth
5. Excise tax criminal violations.  United States v. Tarricone
III. OTHER TAX CRIMES
A. Unreported income (use for personal purposes) (“skim cases”)

1. Taxpayers have a legal duty to accurately report business income and expenses

2. When did the crime occur?  Unreported income crime cannot be committed until April 15.

B. Evasion of payment 
1. Sansone v. United States
2. United States v. Silkman (defendant concealed assets after getting notice of deficiency; court held that there was a rebuttable presumption that defendant had tax due based on IRS’s substitute returns, and that defendant could make argument that he had additional deductions)
a. Official DOJ position: evasion of payment and evasion of assessment are not longer two different ways way to commit tax evasion; now just one crime

b. Government has same duty regardless of the manner of “evasion”

c. Before Silkman, government could rely on administrative assessment

d. After Silkman, government must prove valid assessment

i. Silkman I: government’s burden to prove a tax deficiency was substantive; defendant could challenge the assessment when he was really charged with concealing assets (court failed to distinguish between administrative assessment and litigated final assessment)
ii. Silkman II: government is entitled to a presumption of a valid assessment; defendant is entitled to challenge the assessment with contrary evidence, but this is no longer an affirmative defense
3. United States v. Voorhies
4. United States v. England
C. False tax deductions

1. Corporate diversion
a. Money goes into corporation, but is taken out before it is accounted for and used for personal assets

b. Accounting for corporate distributions is a civil concept; criminal violations should be focused on defendant’s conduct and motivation

c. Government now has to prove character of income to satisfy burden of proof
i. Character of income

· Return of capital

1. Equipment costs $30k (basis).  You sell it later for $60k (profit).  You are only taxed on $30k (retained earnings)

· Dividend (taxable)

· Salary (taxable)

· Embezzlement (taxable)

ii. Williams: when defendant diverts corporate income to personal use and fails to properly report this income, then the accounting character of the income is irrelevant (defendant’s state of mind controls)
iii. D’Agostino (2d Cir.) overruled Williams: if corporation does not have adequate earnings and profits, then corporation cannot pay out taxable income to shareholder, and the income defendant withdrew from corporation may not be taxable
· But if defendant could not know the character of the distribution when the income was diverted (final character of corporate distributions determined after close of fiscal year), then how can this objective character affect his subjective intent?  United States v. Bok (2d Cir.)
d. United States v. Helmsley
2. False invoices

3. Abusive tax shelters
D. Failure to file – 26 USC § 7203

1. Spies evasion

a. Failure to file; plus

b. Affirmative act indicating willful evasion

2. “Pure” intent crime

3. Tax due an owing is not a requirement

4. Willfulness is a requirement: did defendant know he had to file?

a. Defendant knows there is a federal income tax system

b. Defendant knows he has “income”

c. Circumstantial evidence of a known duty: defendant filed in the past or IRS sent letters to the defendant (if he never filed before)

5. Common defenses

a. Fifth Amendment: admitting I have taxable income violates my rights.  United States v. Wade
i. There is a trend toward treating this like no return (does not contain information from which taxable income can be computed)
ii. This would be a Spies evasion - § 7203 charge
b. I don’t know what “income” is

c. I don’t have income

d. IRS code is wrong

e. Impossibility (defense to all tax crimes)
6. United States v. Schiff (defendant filed a “zero tax return”; defendant then went on to Tom Snyder show as a tax protestor where his interview made it clear that he knew of his legal duty - willfulness; conviction reversed on an FRE 403 analysis of the television clip)
a. If “return” does not contain information from which income can be computed, it is not a “return” for purposes of Title 26
b. Good discussion of “intent”

E. Filing a false return – 26 USC § 7206(1)

1. Felony

2. Elements

a. Any material falsehood on a return (including source of income)

i. Amount of tax due is irrelevant to materiality (but state of mind is determinative).  United States v. Silverstein
· Amount of tax due cannot go to state of mind unless taxpayer is cognizant of amount

· If taxpayer is cognizant of the amount of tax due and then does not report it, taxpayer made a willful decision not to properly report tax due

ii. Unreported deductions are irrelevant to the violation  
· United States v. Marabelles (defendant failed to report Schedule C business income; defendant claimed offsetting deductions would negate taxable income, so there was no materially false item; court held taxpayer knew about income and deductions and willfully filed a false return)
1. Taxpayer either didn’t know about offsetting deductions when he filed the tax returns so deductions could not have affected his state of mind, or
2. Taxpayer knew about income and deductions and failed to report, which is willful filing of a false income tax return

· United States v. Helmsley (diversion of corporate funds for personal purposes; defendant claimed tax deductions would have offset tax due; court held unreported deductions are irrelevant)

iii. Materiality is a mixes question of fact and law for jury to decide.  United States v. Uchimura
· Law: does the “false item” affect the legal standard codified in the statute?

· Fact: does the “false item” affect the listener and evidence intent to change the listener’s conduct?

· Uchimura applied Gaudin to Title 26 offense

1. Gaudin (18 USC § 1001 case; materiality is included in the text of the statute as an element of the crime; therefore it is a question for the jury)

b. Falsehood was made and subscribed

c. Willfulness

d. There is no requirement to prove tax due!

3. Venue

a. Where the tax return was prepared or filed

b. 18 USC § 3237 (escape clause): venue is found in any district through which crime passes through, so taxpayer may remove to residence if the return is mailed
c. United States v. Hirschfeld
i. District of preparation of residence

ii. District where the Service Center is located
F. Aiding and assisting the filing of a false income tax return – 26 USC § 7206(2)

1. Failure to sign: government only has to prove return was filed without a signature

2. Typically an accountant advices a taxpayer on how to get a larger refund; sometimes the tax return preparer takes a cut of the refund

3. Principal liability is not a requirement! (inchoate offense)

4. United States v. Crum (defendant sold tax shelter in beaver pelts; defendant did not prepare tax returns, but did control the underlying transaction that led to the false tax return)
5. United States v. Dahlstrom (9th Cir.) (defendant did not prepare tax return, but did set up transaction structure; tax returns were never filed because they were prepared as part of a sting operation; court held that § 7206(2) is not violated until tax returns are filed; it was not clear that foreign trust organization (FTO) structure violated the law)
a. Criticism:
i. How does non-filing affect state of mind if defendant believed the returns were filed?
· Willfulness is present when the returns are prepared
· Non-filing should be irrelevant to aiding and abetting the crime
ii. Validity of foreign trust organizations (FTO)
· Should be irrelevant 
· FTOs are valid, but they were used in an invalid manner
· Transaction lacked substance!
6. United States v. Monteiro (1st Cir.) (criticized Dahlstrom in dicta; court held filing requirement is satisfied when return is given to someone with the duty to file; crime completed even though the W-2Gs were not filed)
G. Corrupt endeavor to impair or impede the due administration of the Internal Revenue Code – 26 USC § 7212(a)
1. This is essentially a one-person conspiracy to defraud (18 USC § 371 – Klein conspiracy to defraud the United States)

2. Section 7206(1) violation is not required

3. Section 7212 is a crime of commission, not omission

4. United States v. Reeves (fraudulent tax lien on government employee’s property)
a. “Act done with intent to secure an unlawful benefit for oneself or another.”

b. “Intimidating” IRS or other government employees satisfies definition of “corrupt endeavor”

c. This is implicitly the same standard as willfulness
5. Impairing and impeding

a. United States v. Kassouf (6th Cir.) (defendant charged with § 7212 violation for failing to keep adequate records; count dismissed because “impairing and impeding” requires an ongoing proceeding)
i. Analogous to § 1503 (general obstruction statute); analogy to § 371 “defrauding” is inappropriate

ii. Section 7212 requires a nexus between the offending act and a proceeding

iii. Based on case law regarding false documents presented to IRS during an audit

iv. Kassouf was a bad case!  Section 7212 charge should never have been brought; government confused civil enforcement with criminal liability

· Failing to keep adequate records is not a corrupt endeavor

· An ongoing proceeding is not required – this was an incorrect interpretation
b. United States v. Bowman (6th Cir.) [overruled Kassouf] (defendant filed false 1099 forms to intimidate government personnel; defendant did not have to be aware of pending proceeding to be guilty of section 7212 violation; defendant’s actions may precipitate the government proceeding)

c. Kassouf also distinguished by:

i. Saldana (5th Cir.)

ii. Kelly (2d Cir.)

iii. Massey (9th Cir.)

H. Failure to collect or pay over taxes – 26 USC § 7202

I. Fraudulent withholding exemption certifications – 26 USC § 7205

J. False statement – 26 USC § 7207

K. False claims – 26 USC §§ 286, 287

L. Unauthorized inspection of returns or return information by IRS employees – 26 USC § 7213A

M. Disclosure or use of information by preparers of returns – 26 USC § 7216
N. Civil fraud penalty

1. 50% of underpayment if any part of the underpayment was due to fraud

2. If civil fraud trial follows a criminal conviction, res judicata or collateral estoppel will bar penalty challenge

IV. IRS CIVIL PRACTICE
A. The audit and administrative appeal

1. Types of audits

a. Mail audit (questions and responses by mail)

b. Office audit (record brought by taxpayer to IRS office)

c. Home audit

2. Basic process

a. 30 Day Letter (notice of tax due)

i. 3 year statute or limitations from date of filing for civil audits (26 USC § 6501) OR 2 years from the payment of tax, whichever is later
ii. If there is an alleged fraud, there is no statute of limitations

· The civil fraud burden of proof is “clear and convincing”

· This is more than preponderance, but less than reasonable doubt

iii. Appeal options

· Protest letter

· Reasonable cause letter

1. Appeal directly to IRS audit component taxpayer is dealing with

2. Opportunity to claim personal reason for making the mistake (funeral, hospital expenses, etc.)

· Appeals division evaluates perils of litigation and interests for IRS
iv. Settlement agreements

· Directive 870/870 AD

· Directive 872 – extended statute of limitations

1. Keeping statute of limitations open keeps your options open

2. Cannot file for a refund after period of limitations has ended

3. American Radiator: an agreement to extend the statute of limitations is valid

· Directive 890/7121 closing

· Informal agreement is not a closing letter.  Cleveland Trust Co. v. United States
b. 90 Day Letter

i. 26 USC § 6503(a)(1)

ii. 26 USC § 6213(a)

iii. 90 days to (a) file court petition, (b) pay tax, or (c) do nothing

· If nothing is done, assessment is issued

· If tax court petition is filed, taxpayer gets an additional 60 days

3. Prosecutors will always want the entire civil audit file

a. Not dispositive in the criminal case

b. But may provide foundation (e.g., statement made by taxpayer demonstrating violation of a known legal duty)

B. Tax court procedure
1. Pay and file claim for refund
2. Interest accrues on the day the tax was due (April 15 of filing year)

3. Statute of limitations for assessment is tolled when 90 Day Letter mailed (to decide to go to tax court) plus 60 days

4. Frieling v. Commissioner
C. The refund suit

1. Federal district court

2. Tax paid and claim for refund filed

3. Suit for refund (within 90 days)

a. Taxpayer must file claim for refund first.  26 USC § 6402
b. When claim is denied, district court has jurisdiction

c. If notice is not sent within 6 months, jurisdiction is conferred.  26 USC § 6532(a)(1)

4. Major advantage: jury available

5. American Radiator
6. Claims court

7. Final assessment

a. Interest starts to accrue

b. Equivalent to a judgment

V. ABUSIVE TRUST/TAX SHELTER CASES
A. Economic substance (Helvering)
1. A taxpayer is entitled to arrange his or her affairs so that his or her tax ability is set at the lowest legal amount

2. But the incidence of taxation follows substance

3. Economic substance doctrines is a civil concept; the issue becomes criminal when the taxpayer conceals or lies about the economic nature of a transaction

4. Commissioner of Internal Revenue v. Court Holding Co. (liquidating corporation distributed property to shareholders instead of selling outright; this would normally be considered distribution of dividends – share of profits in the corporation; if no earnings, then no dividends)
a. Possible forms of distribution to shareholders

i. Income (wages)

ii. Dividend (taxed at a lower rate)

iii. Return of capital (tax-free)

b. Shareholders in this case then sold to purchaser

i. Corporation actually negotiated terms of sale from shareholders to purchaser

ii. Amount realized: case paid by purchaser

iii. Amount recognized: amount realized minus basis (original investment amount)

c. Corporation/shareholders were trying to lower the tax rate by lowering the basis through transfer to shareholders prior to sale

i. Incidence of taxation depends on the substance of the transaction

· Shareholder distribution would have been a dividend income to shareholder

· Sale of property by corporation would have been a capital gain to corporation
ii. Facts and Circumstances Test (step transaction/substance over form)

· But for insertion of the shareholders, what would we have?

· Who “controlled” the terms of the sale?

· Objective economic realities of the corporate control.  Boulware
5. True v. United States [civil case] (True Family sold operating assets to True Ranch and ranchland to Smokey Oil; Smokey exchanged ranchland (not depreciable) with True Oil lease (completely depleted); court granted summary judgment to government on land transactions; remand for trial on oil lease transaction; court announced Step Transaction Doctrine)
a. Depreciation: when you buy property for business purposes, there is an available deduction schedule; land is normally not depreciable, but is, however, if there is a mineral or oil lease on the land as that material is depleted

b. 1031 Like-kind Exchange: similar property with similar property values can be exchanged tax-free

i. After the exchange, Smokey Oil had basis it paid for the ranchland, but now also had oil leases for which it could take deductions (True Oil had already depleted its deductions in the mineral rights even though oil was still available)

ii. Effects of transaction:
· High basis land exchange for zero basis lease

· Smokey Oil can now deplete leases to value of costs basis in ranchlands

· True Ranch owns ranch lands

· True Family essentially invented another set of deductions that they would not have had if they purchased ranchland and depleted oil lease deductions

· The 1031 exchange had no economic substance
c. Step Transaction Doctrine
i. End results: if taxpayer cannot articulate a valid, non-tax avoidance motive for intermediate transaction, but sought to achieve the same end result as a direct transaction, then there is no substance to the intermediate step(s)

ii. Interdependence: do the intermediate steps have an independent economic purpose, or do they only make sense as part of the entire transaction?
iii. Binding commitment
6. United States v. Boulware (court held the objective economic reality of the transaction controls taxation rather than the particular form the parties employed)
a. Government argued “distribution” was not in respect to stock ownership so could not be a “return of capital”

b. Boulware argued the corporation did not have any earnings and profits so distributions were not taxable

c. Jury was not asked to consider whether or not Boulware “stole” the money

d. Court also overturned Miller by holding that tax evasion is a legal impossibility if the corporation made no profits (tax-free return of capital)

i. But is this a correct holding?

ii. When an individual shareholder hides his distributions (during the tax year), he does not know whether the corporation has made profits during that year or not before April 15 of the following year

iii. He had the mens rea for attempted tax evasion during the tax year

iv. Intent during the tax year is irrelevant; the issue is that he lied (intent is a civil argument)

B. Assignment of income.  Lucas v. Earl
C. Internet and offshore tax shelters: structure and prosecution

1. United States v. Noske (Noskes convinced taxpayer to convey turkey farm into a business trust for no consideration; personal expenses were deducted as business expenses, income earned was distributed to a second trust; additional deductions were taken and taxable income was distributed to third trust; additional deductions were taken; 40% of the money in the trust was retained by the taxpayer; 60% was conveyed to third-party non-profit corporation (BBCA); remaining income was then conveyed to a “charity” and the original taxpayer was left with zero tax liability; taxpayer would get his money through the use of anonymous P.O. boxes)
a. What makes this a criminal case is that defendants masked the control and ownership of the property
b. The existence of business trusts is not the felony; the use of the business trusts is what makes the conduct illegal
c. Criminal jury instruction

i. Take the totality of the evidence

ii. Look at all the transactions in light of all the evidence (not separate transactions)

iii. If there is no business purpose (or a reduction in taxes is the sole economic purpose) then there is no economic substance

· Proving the sole economic purpose was to reduce taxes is the burden of the government

· Defendant only has to create reasonable doubt that there was a legitimate economic purpose

d. Compare to Dahlstrom
i. In Dahlstrom, court focused on legitimacy of component entities
ii. In Noske, court focused on overall structure

· Legality of component “business trusts” was irrelevant

· Court applied “substance over form” test
2. Definition of a “sham corporation”  United States v. Wapnick
a. “In order for a corporation to be a separate taxable entity, a corporation must be established for a business purpose and must do business in the ordinary meaning of that term.”
b. “For a corporation to considered a separate ‘person’ for tax purposes, it must engage in some kind of industrial, commercial or other activity besides avoiding taxation.”

c. Facts and Circumstances Test: look at the attributes of the entity

i. Employees

ii. Place of business

iii. Regular business activity

iv. Mail

v. Control

vi. Use IRC 162 as a guide

3. United States v. Scott [similar facts to Dahlstrom] (assets and income were funneled first through a domestic trust, then through three other foreign trust organizations; trustees controlled by taxpayer with taxpayers as beneficiaries; foreign trusts which receive income from another foreign source incur no income tax liability in the US; taxpayers then repatriate income from Trust 4 into the US)

a. Repatriation methods
i. Gift

ii. Debit card

iii. Promissory note (foreign trusts lending money to each other)
b. Net effect

i. Taxpayer starts with income, and

ii. Taxpayer ends with income
4. United States v. Keith Anderson
5. United States v. Paul Harris
VI. TAX PROTESTOR CASE
A. Definition: an individual or group that challenges the legal foundations of the federal income system

B. Two kinds of protest cases
1. Those advocating outright defiance

a. Self-representation

b. Usually mute (no examination, no witnesses, etc.)

2. Those hiding behind an aura of legitimacy

C. Legitimate protest or fraud

1. Where does “tax protest” end and fraud begin?

2. Non-filing defiance

3. “Legitimate” consulting or investment businesses

4. Frivolous returns: zero returns or large withholding credits

D. Pretending an aura of legitimacy

1. Warehouse banks: taxpayers send untaxed income to bank plus fee; bank sets up secret accounts which taxpayers control; bank is really a sham charging a fee for secrecy and assuming risk on behalf of the taxpayer
a. Voss v. Bergsgard
b. United States v. Stelton
c. United States v. Flowers
2. Offshore banking

3. “Voluntary system” argument

a. United States v. Marsh
4. “Corporations only” argument

a. Income tax system only taxes corporations

b. Only the corporate individual is subject to taxation, not a “living being”

5. “Foreign source income only” argument
a. Only foreign sources of income are taxed by IRC

6. First Amendment argument

7. Definition of “income” argument
a. United States v. Schiff
b. Note: a belief that tax laws are unconstitutional is inadmissible as a defense (exception under Cheek)

E. Prosecuting the tax protestor

1. Keep the court focused on the issue

2. Take away the soap box
a. If defendant takes the stand, you can prove elements more easily

b. If defendant does not take the stand, you cannot reference that fact

3. Focus on the “intent” evidence

a. Tax returns (self-authenticating; certified record of non-filing)

b. Bank records (business records exception FRE 803(6))

c. Returned checks (must prove money is income; subpoena check-writer)

4. Witnesses

a. IRS agent (optional with certified record of no-filing)
i. Lack of filing
ii. Authenticate correspondence between taxpayer and IRS (party admission)
b. Special agent
i. Interview summaries never come in 
ii. Rule of completeness: if what the IRS said to the taxpayer in the course of the interview, the IRS statements can come in not for the truth of the matter asserted, but rather to put the conversation in context
c. Two witnesses for every item of income
i. Bank (maker of check)
ii. Payor of check
d. Expert witness (accountant)
i. Can give opinions (unlike lay witnesses)
5. Identify inconsistencies

a. Prove defendant was not sincere

b. Prove defendant did not have good faith belief
F. Case studies

1. United States v. Marsh [Pilot Connection Society] (claimed TPCS had 10,000 members and in business for over a decade; “untaxing” kits sold for $600 to $1,200 each; clients joined the TCPS for $45 and received a newsletter; for $100 TCPS would “decode” the IRS)

a. “Untaxing” kits 
i. Theory: federal income tax system is voluntary and individuals can “revoke” their participation in the “system” by rescinding their “signature” and “legally” not pay tax on their income; signing a tax return would violate the 5th Amendment unless it were truly voluntary
ii. Pro-forma letters for the IRS which individuals used to “rescind” their signature and SSN with the IRS

iii. Individuals instructed to file W-2s as “exempt”

iv. Place assets in trusts to conceal from the IRS

b. Evidence

i. TCPS in business only for a few years

ii. TCPS had sold 3,000 kits

iii. Promoters themselves had not “withdrawn” from the system

iv. Promoters used bank accounts and credit cards

v. Victory letters from IRS were frauduslent

vi. IRS repeatedly informed promoters that their legal arguments were frivolous

c. Prosecution
i. Charges

· Conspiracy – 18 USC § 371

· Mail fraud – 18 USC § 1341

· Corrupt endeavor – 26 USC § 7212

· Tax evasion – 26 USC § 7201
ii. Government’s theory

· Defendants defrauded their clients by intentionally lying about the “kits” they sold (con artists rather than true believers)

· Focus of case-in-chief was evidence that defendants knew the legal arguments they “sold” their clients had been rejected by competent authorities

iii. Evidence at trial

· During first trial, many TCPS clients were impeached because of their bad tax histories

· During second trial, government introduced three client letters through testifying agents as “knowledge” evidence

1. Failure to file and tax evasion convictions stuck on appeal
2. Conspiracy and fraud convictions reverses on appeal because of Confrontation Clause and FRE 403 analysis
a. Defendants denied right to cross examine the clients who essentially testified through their letters which were read to the jury

b. A proper jury instruction could have cured the problem (letters only went to prove that the defendants were on notice, not to prove the content of the letters themselves)
3. Corrupt endeavor conviction reversed for lack of venue

2. United States v. Flowers [Christian Patriot Association] (CPA was a warehouse bank with 900 clients and $186 million in deposits; clients’ funds were co-mingled to conceal from IRS; clients charged $60 per annum and percentage transaction fee)
a. Charges

i. Conspiracy to defraud government – 18 USC § 371

ii. Failure to file tax returns – 26 USC § 7203

b. Evidence that defendants were trying to thwart detection

i. Kept only last three transactions for each client

ii. Instructed clients to destroy all records

iii. Funds wired offshore and repatriated to different accounts

c. Prosecution

i. 1996 search warrant included defendants own “tax literature” which the government moved to suppress
ii. Court performed FRE 403 analysis

· Permitted some reliance evidence on a limited basis
· Defendant was not permitted to read “literature” into the record

3. Pilot versus Flowers
a. Both cases focused on “intent” evidence

b. Flowers case evidence was offered by the defendants

i. Evidence was legal writing that could confuse the jury on the law

c. Pilot case evidence was offered by the government

i. Case letters were inflammatory, using “intent” like language invading the province of the jury

VII. TITLE 18 OFFENSES AS TAX OFFENSES
A. False statement – 18 USC § 1001

1. Making false statement to law enforcement

2. Falsifying, covering up, or concealing any material fact

3. Possible defenses

a. “Exculpatory No”: if an affirmative answer to a question would be incriminating, you have a right to answer “no” (this defense is allowed as a general denial of guilt)

b. “Literal Truth”: if statement is literally true, it is not a violation of § 1001

B. Administrative obstruction – 18 USC § 1503

C. Obstruction witness before the Grand Jury

D. Conspiracy – 18 USC § 371 
1. Inchoate offense

2. Conspiracy to defraud the US or conspiracy  to violate federal law (“conspiracy to impede and defraud the IRS”)

3. 6 year statute of limitations

a. Any overt act in furtherance of the conspiracy “restarts” the statute of limitations

b. If conspirators have not talked in years, an overt act may arguably be for self-protection rather than in furtherance of the conspiracy

4. Klein Conspiracy (1957)

a. 17 foreign corporations used to conceal business activities and operations
b. Good statement of “sham” or economic substance rule
c. Government changed theory after indictment
d. Sometimes, concealment efforts are so effective that government cannot truly prove conspiracy
5. Falcone (knowledge of the conspiracy is distinct from participation in the conspiracy)

6. Grunewald (act of concealment can be over act in furtherance of the conspiracy)
E. False Claims Act – 18 USC § 287

1. False, fictitious or fraudulent claims

2. Applies to state and federal claims

3. Includes a claim for refund (Drape (1981) – §§ 7206(1) and 287)

4. Motley (absent proof that taxpayer committed offense, preparer cannot be held liable under § 287; but preparer could be convicted of lesser-included offense of aiding and assisting in preparation of false or fraudulent return)
5. This is a more expedient charge for individuals claiming false refunds because materiality is not a required element (Irwin (1981))

6. Conspiracy to make a false or fraudulent claim – 18 USC § 286
a. No overt act required (so more expedient than § 371)
F. Sarbanes-Oxley Act § 906

1. Response to corporate scandals

2. Title III: responsibility of corporate officer for accuracy and validity of corporate financial reports (duty to disclose)

3. Prohibits the knowing destruction or falsification of any record, document, or tangible object with the intent to impede or obstruct and investigation even if the documents are not under subpoena 
G. Mail fraud – 18 USC § 1341

H. Wire fraud – 18 USC § 1343

I. Obstruction of justice (destruction of documents) – 18 USC § 1505

J. Obstruction of criminal investigation – 18 USC § 1510

K. Lying to an investigator – 18 USC § 1621

L. Suborning perjury – 18 USC § 1622

M. False declarations before a Grand Jury or court – 18 USC § 1623
N. Laundering proceeds of a crimes – 18 USC § 1956

O. Spending proceeds of a crime in an amount over $10,000 – 18 USC § 1957

VIII. CRIMINAL TAX INVESTIGATION
A. IRS – Criminal Investigations Division
1. Exclusive jurisdiction for Title 26 criminal cases (which must be approved by DOJ Tax Division)
2. Administrative Investigation (IRS only)
a. IRS agents may not issue subpoenas, get search warrants, appear in court alone, etc.

b. This is closer to an audit

c. IRS may issue administrative summonses (Art. II executive branch)

i. May be challenged in court

ii. Not the same force as Grand Jury subpoenas

d. Use of databases

e. Once the IRS agent comes across some evidence or situation that requires legal process, a form will be submitted to DOJ requesting Grand Jury investigation
3. Grand Jury Investigation

a. Prosecutor and Grand Jury involved

b. Benefit is that other legal processes may be used

c. Prosecuted by local US Attorney’s Office

4. Criminal Investigation Division (CID) Management Structure

a. Chief/Deputy Chief

i. Office of Enforcement

ii. Operations

· 5 Regional Directors

· Field Offices (by population)
1. Special Agent in Charge (SAC)

2. Assistant Special Agent(s) in Charge

3. Supervisory Special Agents (SSA)
4. Special Agents (law enforcement authority under 18 USC § 11, carry guns, etc.)
iii. Strategy

· Analysts

b. CID Chief Counsel

i. Regional Counsels

· Criminal Tax Counsel

1. Special Agents in Charge

ii. Assistant Chief Counsel (and staff)

B. DOJ Tax Division Management Structure

1. Assistant Attorney General (8 or 9 individuals; political appointments)
2. Deputy Assistant Attorney General (principal DAAG is always the criminal DAAG as opposed to civil; political appointments)
3. Section Chiefs and Assistant Chiefs

a. Western, Southern, and Northern Regions (each has chief)

b. Policy (one chief)

4. Trial Attorneys

C. Authorization

1. DOJ Tax Division must authorize:

a. Title 26 charges

b. Title 26 Grand Jury investigations

c. Dismissal of Title 26 charges

d. Certain search warrants in Title 26 cases

e. Reduction of Title 26 charges
f. Discontinuation of Title 26 Grand Jury investigation

2. Authorization process

a. Special Agent Report (SAR)

i. SSA Review

ii. Centralized case review (internal IRS process)
iii. Criminal Tax Counsel review

· Letter sent to taxpayer’s counsel notifying of criminal charges and inviting to conference (lawyer to lawyer) to discuss facts (guilt or innocence)

· If taxpayer’s lawyer is successful here, report never goes to DOJ

· No matter what, taxpayer’s lawyer will write prudential letter to DOJ invoking right to taxpayer conference if file makes it to DOJ; DOJ will open file for taxpayer lawyer’s letter

iv. SAC review

b. 6103(h) referral to DOJ Tax Division Section Chief

i. This is the only way for IRS to share information with DOJ (otherwise, it is a felony for an IRS employee to share tax information with a non-authorized person, including DOJ – 26 USC § 7213A)

ii. Assign to Trial Attorney

· Letter sent to taxpayer’s counsel notifying of criminal charges and inviting to conference (lawyer to lawyer) to discuss facts (guilt or innocence)

· Another taxpayer conference: taxpayer can present additional evidence here

· Goal: convince DOJ attorney that this is a bad case and taxpayer will pay back taxes plus penalties (acknowledge what you can’t deny)

· Note: writing a check after the criminal investigation is admissible as evidence at trial (after-offense conduct), but lawyer will argue payment occurred as soon as taxpayer learned of “mistake” – goes to state of mind (inadvertence)
· Notice of Deficiency: formal statutory bill of tax deficiency (90-day notice)

· A taxpayer may get a Notice of Deficiency before criminal tax investigation has begun if there is no civil audit, or if the auditor refers directly to CID 
iii. Review by Assistant Chief

iv. Final action

v. Assignment to US Attorney’s Office

vi. Prosecution

D. Tax Division Directives

1. Promulgated by the Tax AAG

2. Policy regarding particular Title 26 offenses

a. Section 7212(a)

b. Section 7207
3. 86-59 Form

a. Delegation of Authority
b. If US Attorney is prosecuting for other crimes and uncovers tax evasion, the US Attorney may proceed without going through the whole process (letter sent to Tax Division Chief and IRS special agenst)

4. Using Title 18 charges in tax cases

5. General Tax Division policy

E. Methods of Proof of Tax Loss
1. Proving a tax due and owing for § 7201 violation

a. Go to tax return for state tax liability (except in Spies evasion)

b. Go to other sources of proof of income (specific items)

c. Calculate the correct tax liability (income minus deductible business expenses)

d. Prove the correct liability in court

2. Direct Method
a. Specific Items
i. All necessary records are available, and government just has to prove admissibility of each document and analysis

ii. Reliance on financial records
· Bank records

· Corporate records

· Internal ledgers

· Credit card statements

· Invoices

· Foreign bank records

iii. Proving income through Specific Items Method

· Establish, through documents, that a financial transaction occurred, and 

· Show, through testimony, the motive/purpose for the transaction
3. Indirect methods

a. All indirect methods of proof require notice and analysis be given to the other side (as part of the expert witness rule)

b. Expenditures Method 

i. Indirect method of proving that defendants had more “income” that what was reported

ii. If taxpayer spent the money on a personal item, then taxpayer had income in an amount equal to the expenditure

iii. United States v. Johnson (Johnson was a gambler; swore he never had any financial interest in any gambling club operated by defendants; evidence showed Johnson had private expenditure which greatly exceeded his available declared income; court affirmed that admission of testimony of an expert witness regarding Johnson’s income and expenditure did not invade the jury’s province)
iv. Jury may look to the reasonableness of the belief to determine that that the belief that all income was reported was held in good faith.  Grunewald
· Use outward facts and circumstances to convince the jury that a belief was not held in good faith (e.g., a belief that gross income was $69,000 as filed with the IRS as compared with $800,000 in expenditures)

c. Net Worth Method (rarely used)
i. Total Assets – Total Liabilities = Net Worth

ii. Negate the opening balance = cash on hand

iii. Document expenditures

iv. Be sure to account for non-taxable payments during the year (e.g., gifts) and prove that there are no non-taxable possible sources of the income
· US v. Lassiter (math teacher with firearms dealer license; evidence showed unexplained deposits; government proved that deposits did not come from bank credit, loans, or gifts)
· Discerning taxable versus non-taxable expenditures:

1. Face of the documentary evidence

2. Third party witnesses

3. Expert witnesses

d. Bank Deposits Method

i. Baseline = cash on hand

ii. Income producing activity

iii. Regular deposits representing income

iv. Discern income from non-income

v. [Unexplained transactions] – [reported income] – [non-taxable income] = tax due and owing

vi. Rule: the more intangible the evidence, the less the government can rely on “out of court” evidence

· Proof of bank records and mechanical calculations can be based, in part, on “out of court” evidence

· Proof of “characterization” is close to “ultimate issue” and less likely to be permitted by “out of court” evidence

vii. United States v. Morse
· Government must prove the following foundation:

1. During the tax year(s) in question, taxpayer was engaged in an income producing business or calling

2. Taxpayer made regular deposits of funds into bank account

3. Adequate and full investigation of those accounts was conducted in order to distinguish between income and non-income

· After this foundation is laid, the government totals all bank deposits, subtract non-income deposits, and exclude deposits prior to tax years in question.

· The allowable circumstantial inference is that all remaining deposits constitute taxable income
· Government called IRS agent to describe methodology in determining all non-income deposits, but conviction reversed for inadmissible hearsay
viii. United States v. Stone (doctor with a system for reporting his fees; IRS obtained bank records, then contacted insurance companies and tested representative sample of deposit items)
· Court held evidence admissible

· Cf. Morse: in Morse, a ledger was available to prove characterization; here in Stone, the issue was amount, not characterization
e. Blended Methods of Proof
i. United States v. Abodeely (“government has armed itself with an arsenal of indirect methods of proof which rely on circumstantial evidence to disclose unreported taxable income.”)
4. Procedure and hearsay exceptions

a. FRE 701-704: Expert witnesses

i. Cannot testify as to ultimate issues of fact or the defendant’s state of mind

· IRS agent’s audit report is inadmissible because it goes to the ultimate issue of fact – defendant’s guilt

· Bank’s report of suspicious activity is also inadmissible because it goes to the ultimate issue of fact – defendant’s criminal activity

ii. Expert witness testimony does not invade the province of the jury.  Johnson
iii. Expert can rely on items not in evidence (if the items are typically relied upon by experts in the field)
iv. Expert witness rule allows a special agent to testify that his out of court conversations with vendors lead him to categorize expenditures based on his professional, expert opinion
· Based on hearsay
· Admissible under FRE 703

· Subject to challenge

b. FRE 401: Relevance

c. FRE 601: Witness Competence (helpful to proving relevance)

d. FRE 801: Hearsay
i. If the government elicits the defendant’s statements made out of court from the defendant while on the stand, the statements are admissible as non-hearsay admission by party opponent

ii. Those same statements by defendant elicited by defense counsel are hearsay because there is no party opponent relationship
iii. Independent legal significance versus “offered for the truth of the matter asserted”

e. FRE 801(d)(2) (non-hearsay): Party Admission

i. Party admission is not hearsay

ii. If the admission is couched in religious belief, it can still be used against the defendant

f. FRE 803(6): Records of Regularly Conducted Activity

i. Made at or near the time

ii. By a person with knowledge

iii. Kept in the court of regularly conducted business activity

iv. Regular practice of the business activity to make the record

v. Shown by testimony of the custodian (qualified witness)
· United States v. Greenberg (litigants must rely on a live witness knowledgeable about the transaction; mere fact that a payment was made, without more, does not suffice to prove income; witness with personal knowledge of the purpose of the payment or the income nature of the transaction must appear in court)
· Challenge to the qualified witness by motion

1. Outside the presence of the jury

2. Preponderance of the evidence

· Law enforcement agent as qualified witness

1. Franco (lays out process for offer of proof)

2. Witness can authenticate records in the custody and control of defendant

3. Witness can establish records created in “regular course of business” – this is the biggest problem for law enforcement agents as qualified witnesses

4. Witness should be able to establish why defendant is relying on the records for their veracity

5. Witness has particular expertise to establish records upon for their veracity by persons in the type of business engaged in by the defendant

6. FRE does not require witness to be familiar with creation of the documents (e.g. secretary of three years can verify as business records documents created fifteen years ago)
7. Pelullo (law enforcement office possessed special qualifications, but witness was not familiar with record-keeping system of the custodian bank, documents were offered against the defendant rather than custodian bank, and a more qualified witness was available)
· Qualified witness must have knowledge of:

1. Location from where documents seized

2. How documents used in “regularly conducted” activity

3. Knowledge by how documents were “used” by the defendant

· In a tax shelter case where you cannot use law enforcement agents as qualified witnesses:

1. ‘Reverse business records’ exception – the documents are not business records because they are false; defendant cannot be relying on the documents for their veracity

2. The documents are not hearsay because they have independent legal significance (corpus of the crime)

3. Documents are not offered for their truth, but only that they exist

vi. The records of third-party businesses incorporated into defendant’s business files can come in under this exception as well because the defendant is demonstrating reliance on those third-party records for the same self-interested reasons

g. FRE 901: Authenticity

h. Proving a negative: call custodial witness and have witness explain accuracy procedures in recordkeeping

IX. FINANCIAL RECORDS SEARCH WARRANTS
A. How do we obtain documentary evidence?

1. Subpoena – banks or business associates (third parties)

a. Art. III instrument

b. Grand Jury subpoenas are considered per se valid

2. Public records (FRE 803(8))

3. Voluntary disclosures
4. Administrative summons (Art. II request for records)

5. Search warrant

B. Fourth Amendment 
1. Protection against unreasonable searches and seizures

2. Warrants shall not issue without:

a. Probable cause

b. Supported by oath or affirmation (usually sealed until indictment)
c. Particularly describing the place to be searched and thing to be seized

3. Analysis: is government intrusion in the area an infringement upon the person and societal values protected by the Fourth Amendment? 
C. Obtaining the warrant
1. General requirements for financial records search warrant

a. Probable cause

i. Reason to believe a crime has been committed and that evidence of the crimes is located at the property to be searched
ii. Target is somehow involved in the crime and has control over the property

· Coolidge v. New Hampshire
· How do we determine probable cause?  Totality of the evidence: Illinois v. Gates
iii. Staleness

· Probably cause must be fresh (though financial records have a longer shelf life); can be freshened up with a new witness
· Probable cause is stale if evidence is too old to be reliable; must evaluate each case based on its own circumstances of items sought (United States v. McCall)
· Important regulations:

1. Treas. Reg. 1.6001-1(e): obligation to keep tax records

2. IRC 6501: can be audited up to three years after tax return filed

· United States v. Lacy
1. Pattern of behavior can rebut staleness of probable cause

2. Continuing pattern must establish “reason to believe” target items are still on the premises
b. Particularity of the items to be seized
i. Are the items to be seized described with sufficient particularity to prevent a “general search” and direct the searching officers?  General search warrants are unconstitutional!
ii. Basic information to be identified

· Tax year

· Particular offense

· List names of clients of particular interest (prepared by IRS)

iii. Practical accuracy standard.  United States v. Kail
· Degree of particularity is dependent on the circumstances of the situation and type of items sought.  United States v. Pillow
· “The degree to which a warrant must state its terms with particularity varies inversely with the complexity of the criminal activity.”  United States v. Gotti
· “Any and all” language may or may not be appropriate (less appropriate when affiant can be more specific)

iv. Exception to particularity requirement: permeated with fraud

· Anderson v. Maryland
1. Entire enterprise is criminal in nature
2. But “the complexity of an illegal scheme may not be used as a shield to avoid detection.”

3. Impossible to segregate documents evidencing “fraud” from other documents

4. Instrumentality of fraud pervades the entire enterprise
· The permeated with fraud exception is not automatic

· “Including but not limited to” is not sufficient
· Must specific how business is permeated with fraud.  United States v. Hickey
v. Particularity in general
· What crime was committed?

· What evidence is there that evidence will be located at the search premises?

· Nexus requirement: what evidence is there that the defendant had control of the premises?
· Voss (permeated with fraud standard was not applied; warrant was overly broad; nexus between evidence and crime was weak)

· Stelton (warrant was not overly broad; also did not apply permeated with fraud exception; nexus between evidence and crime was sufficient; good faith exception applied)  

c. Specificity of location to be searched
i. United States v. Bonner
ii. United States v. Baldyga
d. Scope of search

i. United States v. Ross
ii. Premises and curtilage: area near premises where, due to circumstances, zone of privacy extends (e.g., driveways, outbuildings, pens)
· Facts and circumstances test

· Hobbs (protective sweep (no warrant) of the outside of a house; police saw cocaine inside house and used that visual (through window) to get search warrant; court held that protective sweep was in violation of the Fourth Amendment (curtilage; too intrusive), but there was enough probable cause without the cocaine visual to support the warrant)
iii. Exceptions

· Exigent circumstances

· Plain view

· Inevitable discovery

· Abandonment

e. When should a search warrant not be used?

i. Relevant documents are held by a disinterested third party
· If there is a minimal chance that evidence will be compromised, less intrusive means should be used (“substantially jeopardize the usefulness of the evidence”)

· What is a disinterested third party?  Sliding scale along distance from target

· Internal regulations that govern how government employees operate do not confer any substantive remedies; therefore, third party custodians cannot challenge a search as an inappropriate application of the CFR (4th Amendment challenge only)

ii. If a target hands the evidence over to his attorney and the attorney does not turn the evidence over to the government, the government can subpoena the attorney

· The documents are not privileged because they are pre-existing

· Search warrant for the attorney’s office is a bad idea; may lead to inadvertent disclosure and prosecutor may have to recuse himself

2. Hypothetical: what do you need for a warrant to search a tax preparer’s office based on undercover agent and taped conversation?

a. What are you looking for?  Evidence of other clients; client files and returns
b. Where are the files?

c. How do you establish probable cause?  Current and former employees and clients

D. Admissibility of search warrant records

1. Authenticity – FRE 901

2. Relevance – FRRE 401

3. Competent witness – FRE 601

4. Hearsay – FRE 801 et seq

5. Financial Records Search Warrants and the Use of Law Enforcement Agent as a “Qualified Witness” for Purposes of the Business Records Exception to the Hearsay Rule
a. Abel v. United States
b. United States v. Watson
E. Motion to Suppress (Franks Hearing)

1. Exclusionary rule

a. Weeks v. United States (applied to federal government)

b. Mapp v. Ohio (applied to the states)

c. A pre-condition to the law being broke by law enforcement officers is intent; if the officer did not act willfully, the exclusionary rule does not serve its purpose
d. Exception: United States v. Leon
i. Search warrant obtained in good faith is not subject to the exclusionary rule

ii. Leon good faith exception does not apply if (Crews – first four only):
· (1) Affiant acted willfully or with reckless disregard of the truth

· (2) Magistrate acted as a rubber stamp (abdicated independent judicial role)

· (3) Warrant was so facially deficient that officers could not reasonably rely on validity of warrant

· (4) Affidavit was so lacking in indicia of probable cause that it was unreasonable for officer to rely upon it in good faith
1. There is a material omission or misstatement

2. “These are the facts known to me that I believe support probable cause, but there are other facts known to me that I do not believe are relevant.”

· Defendant is prejudiced by the false item (probable cause does not survive if false item is removed)

· Warrant is so overly broad that it was facially deficient.  United States v. Kow [severely limited to facts] (permeated with fraud exception did not apply to broad search warrant because there was a legitimate business operating at the premises; warrant did not adequately describe items to be seized; alleged crime not adequately described; warrant not limited to time frame; affidavit not incorporated by reference)

2. Motion for Franks Hearing

a. Franks v. Delaware (probable cause was lacking and affiant acted with reckless disregard for the truth)
i. Franks hearing will only be granted if a substantial preliminary showing is made

· A false statement (reckless disregard of the truth)
· Knowing and intentionally made

· Allegedly false statement is necessary for finding of probable cause

ii. Issue: if the false item is removed from the affidavit, does probable cause still exist?

· Was the omitted or incorrect item material?

· If it was material, then probable cause would not exist if the time was removed.
b. Defending the warrant

i. Burden is on the government

ii. Hearing is confined to the four corners of the warrant

· Affiant included all material evidence in the affidavit known at the time
· If affiant excluded some information, it was unintentional
c. Discovery

i. Hearing should not be used as a “fishing expedition” by the defense

ii. Special agent treated as a government witness for discovery purposes and called by defendant.  F.R. Crim. P. 26.2, 12(i)

3. Grounds for suppression

a. Warrant lacks probable cause:

i. That crime was committed;

ii. That location searched contained evidence of the crime;

iii. That there is a nexus between the crime and the location search; or

iv. Probable cause is stale

b. Warrant is not sufficiently particular:

i. Description of property searched is too vague

ii. Description of property to be seized is overly broad

4. Fruit of the Poisonous Tree Doctrine

a. Generally suppressed evidence is inadmissible

b. Evidence obtained using leads obtained from suppressed evidence is inadmissible

c. Exceptions

i. If the link between the suppressed item and the evidence presented is attenuated, evidence may be admissible.  United States v. Hughes
ii. If the search warrant was obtained in good faith based on evidence later found to have been improperly obtained, the evidence is still admissible.  United States v. Watson
X. TERRORISM FINANCING INVESTIGATIONS
A. “Terrorist financing”: application of financial tools to disrupt terrorism before it occurs; endgame is prevention
B. Intelligence 
1. The intelligence cycle

a. Planning and direction

b. Collection

c. Processing

d. Analysis and production

e. Dissemination to individuals in the government who have the authority to act upon intelligence
2. “Evidence” is an example of “actionable intelligence”

C. US crimes of terrorism (some of these crimes require proof of political motive, but emphasis is really on the act, not intent) (56 total)
1. Destruction of aircraft

2. Air piracy

3. Hostage taking

4. Use of weapons of mass destruction

5. Possession of biological weapons

6. Assassination of official leaders

7. Attacks on US facilities

8. Murder of US citizens abroad

D. Overinclusive targeting: crimes are drawn intentionally wider than the mischief they are intended to prevent

E. Money laundering

1. Financial transactions designed to make illegal proceeds appear to be legitimate

F. 18 USC § 2339A

1. Offense: “Whoever provides material support or resources…knowing or intending that they are to be used in preparation for, or in carrying out, a [crime of terrorism], shall be [guilty of a felony].”
a. Includes by reference 18 USC § 956: conspiracy made within the US to kill, kidnap, maim, or injure persons or damage property in a foreign country if an act in furtherance of the conspiracy takes place within the US
b. Together, these two crimes create the same authority as § 2339B when there is no FO at stake: knowingly providing currency or personnel to other persons, knowing or intending that it is to be used in conspiracy to kill or maim people abroad

2. Intent: knowing or intended (onerous burden of proof)

3. Adham Hassoum (recruited Jose Padilla; convicted under § 2339A by intercepted telephone calls in which he talked to recruiters about details and progress)

G. 18 USC § 2339B

1. Offense: “Whoever knowingly provides material support or resources to a foreign terrorist organization, or attempts or conspires to do so, shall be [guilty of a felony].”
2. Intent: knowing (defined as knowledge that the group is designated or knowledge that the group commits terrorist acts)

3. Definition of “material support or resources” includes any property, service or personnel
4. Foreign Terrorist Organizations (FTOs)

a. Designated by State Department

b. 40+ groups (no individuals), including their aliases

c. All are foreign

d. Assistance is a violation of § 2339B

5. Specially Designated Terrorists (SDTs)

a. Designated by President

b. 450+ groups (includes groups and individuals)

c. Foreign and domestic

d. Assistance is a violation of the IEEPA – 50 USC § 1701

e. Intent: willfully

H. United States v. Marzook (good example of constitutional challenge to material support statute)
I. Humanitarian Law Project v. Reno (charity argued that it was chilled in its activities by material support statute; court held the charity can do anything but provide “material support”; court also held that “training” and “personnel” in the definition of material support were too broad; these terms have since been defined by DOJ)
J. Terrorism Financing Article
K. Investigate methods

1. Bank records

2. Tax records

3. Mail covers

4. Visual surveillance

5. Controlled deliveries

6. Undercover agents
7. Search warrants

8. Intercepting telecommunications

a. FISA – 50 USC § 1801

b. Allows for court-approved electronic and other surveillance of persons within the US suspected of acting as “agents of a foreign power.”

c. Standards are different from those in the criminal investigations

i. Do not need probable cause that a crime has been committed

ii. But do need evidence that the target of surveillance is acting as an “agent of a foreign power”

· Mostly foreign citizens within the US

· Mostly people with ties to FTOs

· Hostile countries and sub-national groups will be higher on the data-collection priority list

d. Much evidence is collected by the FBI without the intention that it will ever be used in court

e. FISA can be used to authorize physical searches; must be approved by the FIS Court (ordinary probable cause not required)
f. Use agent who recorded the information or controlled the recording process as a witness  to get the FISA recording in (like a business record)
g. Cost of using FISA intelligence in a criminal case is declassification 

L. False 501(c)(3) charities

1. Tax exempt, so more money goes to the real source

2. Less scrutiny from IRS
3. Encourages individuals to donate for a tax deduction

4. IRS Form 990 is filed under penalty of perjury (subject to § 7206(1) or § 7206(2) violation)

5. 15 USC §§ 1701-05
6. 15 USC § 6101

7. 18 USC § 917

M. Right to Financial Privacy Act 12 U.S.C. § 3403: banks shall not disclose information unless the request is supported by a subpoena or NSL

N. Bank Secrecy Act and PATRIOT Act
1. Bank Secrecy Act

a. Imposes recordkeeping requirements on financial institutions

b. Intent standard: “willfully” (Cheek instruction required); government must prove willfulness to commit a crime (Ratzlaf v. United States)

2. 31 USC § 5311 et seq

3. 31 USC §§ 5312 (financial institutions defined), 5313(g), 5313 (h)

4. Suspicious activity reports - 31 CFR § 103.18

a. Hearsay

b. Business record

c. But inadmissible under FRE 403 as substantially more prejudicial than probative because it is a layman’s documentation of suspected criminal activity

d. Analogous to reports by criminal informants

5. Bulk smuggling – 31 USC § 5316(a)(1)(A)

a. Failure to file report of international transportation of monetary instrument

b. Requirement to file a CMIR (includes cashier’s check and money orders)
c. Al-Haramain Islamic Foundation, Inc.
6. Subpoena of bank records (PATRIOT Act) – 31 USC § 5318(k)(3)

a. Correspondent bank subpoenas

i. Foreign banks can do business in the US and offer their customers dollar wire transfers

ii. If American law enforcement wants the bank records of the foreign bank, the government can subpoena the corresponding American bank with which the foreign bank does business

iii. If the foreign bank does not comply, the corresponding American bank is liable

7. Forfeiture of funds deposited into foreign banks – 18 USC § 981(k)

8. Currency smuggling – 31 USC § 5332(a)

9. Structuring – 31 USC § 5324
a. Prohibits a person from structuring a transaction in order to evade require currency reporting requirements

b. Amended to include a knowing requirement 

XI. CRIMINAL TAX TRIAL
A. Referral of the criminal tax case

1. Abuse of civil process

a. United States v. Tweel
i. Did IRS auditor take direction from CID?

ii. Did IRS auditor’s conduct prejudice the taxpayer?

b. “Stalking Horse” claims

i. Is it fair for law enforcement agents to hide behind IRS auditors while collecting information pursuant to a criminal investigation?
· Special agent (gun-carrying law enforcement)

· Revenue agent (civil auditors)
ii. Due process: civil audit places property at stake, while a criminal investigation places liberty at stake
2. When does an income tax audit become a criminal investigation?

a. First indications of fraud

b. Consultation with criminal investigations

c. Revenue agents do not have to refer a case to CID until there are firm indications of fraud 

i. United States v. Peters (redefined “stalking horse” doctrine of Tweel)
· Suppression is only appropriate if:

1. IRS has firm indications of fraud

2. There is clear and convincing evidence that IRS affirmatively and intentionally misled the taxpayer (Tweel)

3. IRS conduct prejudiced the defendant
d. Criminal referral memorandum

e. Acceptance of criminal referral

B. Grand Jury practice

1. Functions

a. Investigation
i. Prosecution always offers a summary witness

ii. Be careful: the agent who interviewed the defendant should not be the summary witness for the government because the government will then have to turn over the Grand Jury testimony pursuant to F. R. Crim. Pro. 16
b. Indictment

2. The overriding mandate is secrecy
a. Grand Jury investigation is the only process by which IRS can cooperate with DOJ

b. Grand Jury is constitutionally required before any federal indictment may be brought

c. F. R. Crim. P 6: government attorney, court reporter, grand jurors, and those on the 6(e) list can be penalized for disclosing “matters occurring” before the Grand Jury without proper sanction

d. Exceptions

i. Those on the 6(e) list (e.g., IRS agent)
ii. Grand Jury to Grand Jury transfer

iii. Other government attorneys

iv. Particularized need

· Generally, matters occurring before the Grand Jury cannot be used in unrelated proceedings.  United States v. Baggot
· Must be preliminary to or in connection with a judicial proceeding

· If so, then matters occurring before the Grand Jury may be disclosed if:

1. Information is not otherwise available, and

2. Failure to disclose will substantially prejudice the movant

· Disclosure is not proper if it is for the purpose of evaluating the perils of litigation.  Baggot
v. PATRIOT Act: grand jury information involving foreign intelligence may be shared with federal law enforcement, intelligence, protective, immigration, national defense, or national security officials

e. “Matters occurring” before the Grand Jury

i. Testimony of a witness including interview and preparation of witness prior to Grand Jury testimony.  In re Grand Jury Matter (auditor created schedule of checks before Grand Jury and Grand Jury indicted; prosecutors wanted to go back and charge with another crime; court held that auditor’s report could not be used because it was created for the purpose of reporting to the Grand Jury; court held testimony of Grand Jury witness, including pre-testimony interview are “matters occurring before a Grand Jury.”)
ii. Not pre-existing business records (except in 6th Circuit).  United States v. Blalock (pre-existing business records are not “matters occurring before a Grand Jury”; proper remedy to a claim that information was leaked was to challenge the indictment, not to enjoin the Grand Jury)
f. Compelling public interest in Grand Jury secrecy overrides litigants’ needs in civil law suit, so Grand Jury material is not accessible through civil discovery.  Campbell v. Eastland
i. Grand Jury material may be available through civil discovery if It is exculpatory (all statements by defendant and all witness statements in possession of prosecutor)

3. Immunized witnesses

a. Cost-benefit analysis

i. Is the person is more valuable to the public interest as a witness or as a defendant?
ii. Witnesses are particularly important in criminal tax cases because the majority of evidence is circumstantial

iii. 18 USC § 6001

b. Different types of immunity

i. Transactional immunity: absolute immunity from prosecution for a specific crime
· Absolute immunity from prosecution for a specific crime

· Follows the transaction 

· Limited to a few state systems

· Not authorized in the federal system

ii. Use immunity: statements of the witness will not be used as substantive evidence against declarant
· Does not protect the witness from the transaction

· Statements of the witness will not be used as substantive evidence against the declarant 

· DOJ will only grant full statutory immunity if the witness is likely to have committed a crime (guarded very closely)

· Informal use immunity is used where it is less clear that the witness committed a crime

1. Written contract between prosecutor and defense counsel

2. If prosecutor brings charges, defense counsel moves to dismiss the indictment for fraudulent inducement (even though prosecutor didn’t violate informal use immunity)

· Also known as letter immunity

iii. Derivative use (statutory) immunity: statements will not be used as leads to seek additional evidence against the declarant
· Fifth Amendment does not provide that declarant will never be prosecuted

· Therefore, grant of statutory immunity likewise does not provide such protection

· Implication: immunized witnesses can still be prosecuted!

iv. Act of production immunity: immunity to produce documents
· Fact of production of documents cannot be used against the producer

· After a defendant produces records under such a grant of immunity, can those records then be used as substantive evidence to prosecute the defendant?

· United States v. Hubbell (government knew that Hubbell had several banks accounts and was getting money from members of the Clinton Administration; Hubbell was the target of the investigation): “We conclude that the testimonial value varies directly with the quantum of information that the government seeks to extract through compelling the expression of the contents of an individual’s mind and inversely with the quantum of information in the government’s possession at the time the relevant subpoena issue.”

· The immunized testimony is the communicative act of handing over the documents and the implicit authentication; the government learns that the documents exist and that they are in the producer’s possession

1. Government cannot then use the documents against the producer because his authentication of them was immunized when he handed them over

2. The level of immunization is greatest when the government knows nothing, and the testimonial value is almost zero when the government has absolute knowledge (in the latter case, motion to dismiss the indictment would probably fail)

a. In other words, the more the government knows, the less communicative value, and the less it is immunized

· Prosecutors should never give act of production immunity to defendants (no problem for witness with no intention to prosecute), and defense counsel should always ask for it

c. Scope: use and derivative immunity are coextensive with privilege against self-incrimination
i. 5th Amendment allows a witness to remain silent

ii. But that witness may still be prosecuted; only his words cannot be used against him

iii. Use of immunized testimony to prep a witness violates the grant of statutory immunity
iv. Some circuits hold that there is “use” when the immunized testimony affects the mental processes of the prosecutor, even if the prosecutor prosecutes with an entire separate body of evidence

v. Immunity is very narrow: granted only for specific crime and specific tax years

d. Kastigar v. United States Hearing (mini bench trial)
i. Immunized person comes in and makes a prima facie showing that:

· He complied with the immunity agreement (an immunized testimony has been given, and 
· The testimony has been relied upon to indict an individual)

ii. Government argues that the charged can be proved by a body of evidence separate and distinct from the immunized testimony
e. United States v. Noske: Prosecution of the Immunized Confidential Informant
C. Affirmative defense and expert witnesses

1. “Reliance on professional advice” defense

a. Elements

i. Full disclosure of all pertinent facts

ii. Advice given by a professional in the field

iii. Reasonable for taxpayer to rely on advice

iv. Good faith (overlaps with other elements)

b. Predicate necessary for jury instruction
i. To get the jury instruction, the defense has to make a certain showing

ii. If the jury finds all elements of the defense are met, the jury must acquit

iii. Prosecutor can still win even if the jury instruction is given

iv. Defense counsel only makes prima facie showing to get the instruction in (judge will assume the prima facie showing is made)

v. Prosecution can then make arguments on all three elements
c. Remember: a person can be guilty of evading another’s taxes (including tax professionals and lawyers)

i. So when there is a tax professional involved in the circumstances of the case, the tax professional will often be prosecuted as well

· Evading another person’s taxes

· Aiding and assisting

· Klein conspiracy

· Conspiracy to evade

d. Defense tip: turn your client into witness instead of target; offer to have your client testify against the real “bad guy” – the tax professional who’s taking a cut of the refund – in exchange for immunity

e. United States v. Brimberry
D. Brady material

1. All material exculpatory evidence must be turned over to the defendant

2. What is material?  Bagley
a. Would it have changed the verdict, viewed in the totality of the circumstances?

b. Giglio
i. No distinction between exculpatory evidence and evidence that impeaches the credibility of a witness

ii. Does the “evidence” affect witness bias or veracity?

iii. Plea agreements, grants of immunity, prior inconsistent statements, favorable treatment in IRS audit
3. Disclosure is not equal to admissibility (protective order and privacy protections)

4. The prosecutor has to look at the filing history of every single witness in a criminal tax case (in case witness had promised testimony in exchange for favorable tax treatment)
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