July 2001
Volume 49
Num ber 4

United States
Department of Justice
Executive Office for
United States Attorneys
Office of Legal Education
Washington, DC
20535

Louis De Falaise
Acting Director

Contributors’opinions and
statements should not be
considered an endorsement
by EOUSA for any policy,
program, or service

The United States Attorneys’
Bulletinis published pursuant
to 28 CFR § 0.22(b)

The United States Attorneys’
Bulletin is published bi-
monthly by the Executive
Office for United States
Attorneys, Office of Legal
Education, 1620 Pendleton
Street, Columbia, South
Carolina 29201. Periodical
postage paid at Washington,
D.C. Postmaster: Send
address changes to Editor,
United States Attorneys’
Bulletin, Office of Legal
Education, 1620 Pendleton
Street, Columbia, South
Carolina 29201

Managing Editor
Jim Donovan

Assistant Editor
Nancy Bowman

Law Clerk
Brian Burke

Internet Address
www.usdoj.gov/usao/
eousa/foia/foiamanuals.html

Send article submissions to
Managing Editor, United
States Attorneys’ Bulletin,
National Advocacy Center
Office of Legal Education
1620 Pendleton Street
Columbia, SC 29201

|RS Reorganization
and Tax
Prosecutions

In This Issue

What Has Changed for IRS Criminal Investigation and Our

Relationship with the Department of Justice ... .. ... ... .. 1
By Mark E. Matthews

IRS Creates Counsel/Special Agent Team . . . ... ... ...... 11
By Nancy Jardini and Mark E. Matthews

New IRS Publicity Strategy ... .. ... ... . .. ... .. .o.... 15
By Mark E. Matthews

Prosecution of Abusive TrustCases . . .. ... ... ... ...... 19
By Martin E. Needle, Dora S. Welsh, and Beth Elfrey

Recycled “Redemption”: The Latest lllegal Tax Protester

Scheme . . . . e e 25

By Jennifer E. Ihlo and Melissa E. Schraibman

The Internal Revenue Service’s Voluntary Disclosure Policy 30
By Stanley J. Okula, Jr.

Missing in Action: The Absent Witness Instruction in Tax
Prosecutions
By Thomas E. Zehnle

Obtaining Foreign Evidence and Other Types of Assistance for
Criminal Tax Cases . . . . . . . i i i it e e e e e e e e 43
By James P. Springer

Character Evidence in Tax (and Other) Cases . . .. ... ..... 51
By Robert Miskell

Holding the Defendant Responsible for the Loss in a Criminal

Tax Prosecution: Is Restitution the Answer? . ........... 57
By Mitchell J. Ballweg and Karen Quesnel






What Has Changed for IRS Criminal
Investigation and Our Relationship
with the Department of Justice?

By: Mark E. Matthews
Chief, IRS Criminal Investigation

In July 2000, the Internal Revenue Service
Criminal Investigation ("CI") finalized an historic
reorganization. We achieved numerous long-
sought gaoals includingline authority over all ClI
special agents and employees, referral authority to
the Department of Judice for our investigations
and a direct reporting relationship to the
Commissioner. Until last July, Cl Special A gents
reported most directly to multifunctional (i.e.,
civil and criminal) IRS district directors, a
relationship mirrored at IRS headquarters with an
Assistant Commissioner for Cl reporting to a
multifunctiond executive subordinate to the
Commissioner. Commissioner Charles O. Rossotti
has now placed all criminal enforcement resources
under the Chief, Criminal Investigation, who, in
turn, reportsdirectly to him. Two significant
reasons for the reorganization were:

1. The Restructuring and Reform Act of 1998
(RRA 98) set the groundwork for the IRS to
redesign to serve taxpayers and tax
practitioners more effectively and efficiently.
RRA 98 included redesign for the Criminal
Investigation Division.

2. The 1999 W ebster Report, written by Judge
William Webster, made dozens of detailed
recommendations, including the major
structural changes described above.

Some of the mog significant changes to IRS
Criminal Investigation were virtually invisible to
the field special agents and our key constituents:
the Department of Jugice Tax Division and the
Offices of the U nited States A ttorneys. However,
numerous internal changes have occurred that will
ensure amore focused tax compliance strategy, a
streamlined approach to case management within
ClI, and a much more coordinated and effective

media strategy. (See article “IRS Publicity
Strategy” by Mark Matthewsin thisissue of the
USA Bulletin) The revised ClI misson staement
reflects that focus:

I. Mission of IRS Criminal Investigation

Criminal Investigation (Cl) serves the
American public by investigating potential
crimind violationsof the Internal Revenue Code
and related financial crimes in a manner that
fosters confidence in the tax system and
compliance with thetax law.

A. Line Authority

The IRS CI hasline authority through the
Chief Cl who reportsdirectly to the
Commissioner. The local Cl Special Agent-In-
Charge (SAC) reports directly to the National
Office through his or her Director of Field
Operaions (DFO), who is located in the RS
areas. This ensures that case management is now
the responsibility of professional law
enforcement officials within the IRS.

B. IRS Lead Development Centers

A new concept for the IRS CI was the
establishment of Lead Development Centers
(LDC). These centers, which are being
implemented as this article is published, will
assig Cl spedal agents in developing and
assigning investigative leads. LD Cswill be apart
of the Director, Field Operation's staff. They will
perform database analysis, devel op leads tothe
level required for Primary Investigation (PI)
assignment, and review |leads for consistency
with the IRS Compliance Strategy. The LDC will
process al fraud referrals from the four newly-
created IRS Operating Divisions and send them
to the field offices. Further, the L DCs will
interface with CI Fidd Offices, Operating
Divisions, task forces, and FinCEN (Financial
Crimes Enforcement Network) to select, devd op,
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and assign leads. As of M ay 2001, the Baltimore
LDC is staffed and operating. During the next
year, LD Cswill be opened in Atlanta, St.
Petersburg, Garden City, Philadelphia, Cincinnati,
Indiangpolis, Kansas City, Austin, Denver, Fresno
and Portland. (See appendix A — Case
Management Process)

C. Fraud Referrals

Both structural and process changesare being
established in the Operating Divisons to revive
the referral program so that Cl can focus on tax
investigations. Both Cl and Operating Division
resources will be dedicated to fraud detection and
investigation at key organizational levels. Formal
educational, referral, and feedback processes will
be established. The Operating Divisions have
hired Fraud Area Managers for their four area
offices. T hese managers will supervise over sixty
fraud referral program specialists who will be
spread across the country. T hese specialists will
work directly with Revenue A gents and Officers
to develop quality fraud referralsto Cl.

D. Fraud Detection Centers

The new ly named Fraud Detection Centers
(FDCs) replace the Criminal Investigative
Branches (formerly known as CIBs) locaed in the
Customer Service Centers. The FDCs have been
incorporated into the Cl organization under the
Office of Refund Crimes. They work closely with
Cl field offices to develop criminal cases as well
as to gop fraudulent refunds. In addition, the
FDCs work with the other Operating Divisions
within the Service Center and in the field offices.

E. Focus of Tax

Legal source tax cases are and will be the top
priority for CI, followed by money laundering and
illegal source income cases. As the Webster
Report concluded, itis Cl and Cl aonethat is
charged with enforcement of tax crimes. A nti-
drug enforcement is, of course, a national concern,
and ClI special agents will still be utilized in those
efforts. The W ebster Report made clear, however,
that Cl should be reimbursed by other agencies
that utilize its agents and resources in narcotics
cases, and that is, in fact, happening now. Cl is
now focusing on those cases of significance where
ClI specifically brings its unique skills to the table

and on cases with an impact on tax
administration.

Cl has developed an interim compliance
strategy which identified three separate segments
of Cl'sinvestigative efforts; Legal Source Tax
Cases (commonly referred to asTitle 26 cases
although this segment also includes Title 18
violaions such as 286, 287 and 371); Illegal
Source Financial Crimes (which includes Title 18
and Title 26 violations aswell as money
laundering violations); and Narcotics-Related
Financid Crimes(which includes both tax and
money laundering violations.)

F. IRS Compliance Council

Cl is akey member of the IRS Compliance
Council that will implement an IRS National
Compliance Strategy. T he council includes ClI,
the I RS operating divisions, the Commissioner's
Representative and external compliance
stakeholders - such as the Department of Justice.
The coundil will play an essential role in the IRS'
strategic, coordinated approach to compliance
issues throughout the pre-filing, filing and post-
filing efforts. Cl will use the National
Compliance Strategy to manage the mix of cases
to ensure the appropriate investigations are beng
conducted in order to foster compliance.

G. Partnership with Operating Divisions

Cl works dosely with the four operating
divisions, and this relationship is reinforced
through the IRS Compliance Council. The
relationships with Small Business and Self
Employed (SB/SE), Wage and Investment (W &
), Lage and Mid-Sized Business (LM SB) and
Tax-Exempt and Government Entities (TE/GE) is
geared toward specific market-segment taxpayers
for purposes of providing anti<fraud education
and identifying appropriate fraud cases for
referral.

H. IRS Counsel’s Role inthe new CI (See
“IRS Creates Counsel/Specid Agent Team” by
Nancy Jardini and Mark Matthews in this issue of
the USA Bulletin)

Counsel is now involved in Cl cases from the
very beginning to provide guidance to the case
agent and management officials. Counsel is
available to discuss all types of case related issues

JuLy 2001

UNITED STATESATTORNEYS BULLETIN 2



regarding both Title 26 and money laundering.
They are involved in the review of Special
Investigative Techniques, handle summons
enforcement, review Cl cases upon completion,
and prepare an evaluation memorandum for the
referring official. (See appendix A -- Case
Management Process.)

One of the recommendations in the Webster
Report was to restructurethe way legal service
was provided to Cl. Judge Webster’s
recommendations, along with the design changes
brought aout as areault of the more generd IRS
restructuring, resulted in the reorganization of
Criminal Tax counsel. In July, 2000, immediately
after Cl was restructured, the Treasury Secretary,
with the endorsement of Commissioner Rossotti,
transferred referral authority of a criminal case
from Counsel to Cl Special Agents-in-Charge.
The laws regulating the disclosure of taxpayer and
tax return information from the IRS to outside
agencies require that there be one centralized
authority to refer crimind tax investigations to the
Justice Department for prosecution.

I. Public Information Officers (P1Os) (See
IRS Publicity Strategy by M ark Matthews in this
issue of the USA Bulletin)

Criminal Investigation has established
collateral duty positions for IRS special agents to
serve as Public Information Officers (PIO). Each
of the thirty-five Special Agents-in-Charge now
hasaPIO. They serve as the contact point for all
internal and external CI communication
initiatives, including issuing press releases and
coordinaing with the U.S. Attorneys' Offices and
other law enforcement mediaevents. One of the
key responsibilities of the PIO is to establish a
close working relationship with theU.S.
Attorneys' Officesin their judicial districts to
assist in ensuring that Cl cases receive appropriate
publicity. The PIOs have received disclosure
training (asit relates to the disclosure of tax return
information under Internal Revenue Code Section
6103) and media training with their SACs.

J. Recruiting New Special Agents

Criminal Investigations is taking aggressive
steps to increasethe special agent workforce.
Some efforts ind ude increased recruiting
activities, obtaining additional hiring authority

and the reegablishment of the sudent COOP
program. During the next two years, 2001- 2002,
CI will hire aimost 600 additional special agents.

I1. Geographic Structure

Headquarters: Washington, DC (See appendix B
— Organizational Charts)

A. Field Structure (See appendix C — Map)

1. Six Area Director, Field Operations
Offices: Atlanta, GA; Bdtimore, MD;
Chicago, IL; Dallas TX; Philadelphia,
PA; Laguna Nigud, CA.

2. Thirty-five Special Agent-in-Charge
Offices CI teritory officeswill be
aligned with the boundaries of the
Federal judicial districts to enableeach
U.S. Attorney's Officeto have contact
with only one CI office.

3. Ten Fraud D etection Centers: Formerly
called Criminal Investigative Branchesin
the ten IRS service centers, the Fraud
Detection Centers will remain located in
the same centers across the United States;
however, they report to the Headquarters
Director, Refund Fraud. These centers
detect fraudulent returns and prevent
issuance of related false refunds. They
work closely with Cl field offices to
develop criminal cases.

4. Criminal Investigation Foreign Liaison
Offices: Cl special agents are in foreign
posts-of-duty located in Canada, Mexico,
Colombia, Germany, and Hong Kong, as
well as at INTERPOL in Lyon, France.

5. CI Specid Agents and support gaff: The
majority of Cl's front line field
employees are at the same location doing
the same job.

oy}

. Changes in Field Operations

1. CI Offices are aligned with IRS area
boundaries and U.S. Judicial Districtsto
improv e stakeholder interfaces and to
meet our responsibilities in the area of
tax administration and law enforcement.

2. CI hasincreased operational focus and
accountability by linking more directly
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with the IRS operating divisions to
develop leads and investigate tax fraud.

3. Centralized management increases
congstency in the application of the ClI
compliance strategy.

4. Responsibility is delegated to the Special
Agents-in-Charge (SACs) and Assigant
Special Agents-in-Charge (ASACs) in
order to increase the efficient use of
resources and eliminate duplicity in case
review and approval.

5. Centralized management as well as
increased presence by IRS Chief Counsel
ensures that the best cases are pursued
through a collabor ative ef fort between CI,
Chief Counsel, Department of Jugice and
the Executive Office for U.S. Attorneys.

6. Thenew configuration more closely
resembl es other law enforcement
agencies.

C. What Does this Mean to the U.S.
Attorney?

1. Criminal Investigation'sinvolvement with
the U.S. Attorney's office is essentially
“business as usual.”

2. Clin each field operation isunder the
direct authority of the Special Agent-in-
Charge.

3. Field officeshave been realigned to be
consistent with the boundaries of U.S.
Judicial Didricts. Therefore, U.S.
Attorneys work with one RS SAC,;
however, in some areas, a SAC may have
authority over more than one Judicial
District (see map - Appendix C).

4. The SA C and A SAC and Supervisory
Special Agent continue to establish and
mai ntai n liaison with the U.S. A ttorney's
office.

ABOUT THE AUTHOR
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IRS Creates Counsel/Special Agent

Team

Nancy Jardini

Division Counsel/Associate Chief Counsel
(Criminal Tax)

Mark E. Matthews
Chief, Criminal Investigation

Therole of the criminal tax attorney within
the Internal Revenue Service’'s Office of Chief
Counsel changed dramatically in July, 2000. Both
the organizational gructure of Chief Counsel’s
Criminal Tax Division, also known as CT, as well
as its procedural responsibilities have been altered
to promote a stronger, more integrated and
constructive relationship between CT attorneys
and the Criminal Investigation Special A gents.
Assistant United States Attorneys and trial
attomeys from both the Criminal Division and the
Tax Division should understand the redesign of
the Counsel role, and how they can take
maximum advantage of the CT resources
available to assist them in IRS investigations.

In response to Senate Finance Committee
hearingsin 1998, IRS Commissioner Charles
Rossotti asked Judge William Webster, former
director of the FBI and CIA, to conduct a
comprehensive review of the operations of IRS
Criminal Investigation (CI). In areport issued in
April 1999, see
http:/Awww.treas.gov/irgci/ci_structure/index.htm,
Judge Webster made numerous recommendations
to improve the efficiency of Cl operations. One of
those recommendations was to restructure the way
legal servicewas provided to Cl. Judge Webster's
recommendations were based on two fundamental
findings. First, a structural changeto CT would
ensure accessible legal advice in the complicated
area of crimind tax to the Special Agentsin the
field. Another equally important reason, how ever,
was to enaure that the very sensitive enforcement
concerns of the IRS, which differ from every

other federal law enforcement agency, are
consigently considered in every case. The
restructuring of CT has allowed CT to effectively
accomplish the goals set forth by Judge W ebster.

Before the reorganization, the criminal tax
services provided by the Office of Chief Counsel
were fractured. National policy was developed by
a small cadre of lawyers in the nationd office who
had no authority to enforce it. In the field,
criminal tax work was handled by multi-
functional district counsel attorneys who were
regponsgble for supporting and reviewing Cl
investigations, as well as for abroad range of civil
tax issues such as tax court and bankruptcy
proceedings. They were not full-time practitioners
in the complicated criminal tax arena.

This fractured structure presented a number of
difficulties in providing effective legal advice to
Cl. Thefield attorneys who w ere expected to
provide expert legal advice on complicated
aspects of criminal tax to the agentsin the field
also shouldered diverse responsibilities for civil
tax matters. Consequently, these attorneys were
expected to develop a depth of expertise while at
the same time fulfilling their reponsibilitiesin tax
court and in U.S. District Court on bankruptcy
matters. A s aresult, despite the dedicated efforts
of Counsel attorneys, the criminal tax work often
became alow priority because it had | ess urgent
deadlines. Finally, because the national office had
no direct authority over the field attorneys,
nationd criminal tax policy guidance and training
was not always effectively implemented in the
field.

The new structure of CT not only addresses
those shortcomingshbut also reflects the IRS’
commitment to support the criminal enforcement
component. Every attorney nationwide whois
assigned to CT is a dedicated expert in criminal
tax law and does not have any civil tax
responsibilities. CT has adirect line of authority
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from the national office through the field to
establish consistent policy and to provide uniform
review, guidance, and training. CT attorneys’
mandate is not only to foger criminal tax
expertise, but to be accessible and integrated
members of the criminal investigative team. These
features of a stronger national office with direct
supervisory control over field operationsis
mirrored in the Cl organization as well.

The CT National Officeis now directed by
the Division Counsel/Associate Chief Counsel
(Criminal Tax), who reports directly to the Chief
Counsel of the IRS. Although there is no direct
reporting authority to ClI, the Division Counsel
and the Chief of Cl work closely together to
ensure consistent policy development and
implementation. The Division Counsel is
responsible for directing the entire Criminal Tax
program, which includes a national office staff
and docket attorneys located in thirty-five field
offices throughout the country. The National
Office mandates all CT policy and procedure,
coordinaes multidistrict investigations, devd ops
and coordinates all CT training, reviews sensitive
investigations from the field and generally ensures
that the CT program isimplemented effectively.

The CT field structure is designed to mirror
the structure of the client, Cl. Thus, CT field
operations are coordinated by six regionally
deployed Area Counsel who are co-located with
Cl’ssix directorsof field operations(DFOs). CT
dock et attorneys are assigned to each of the thirty-
five CI field offices where the Cl Special-Agents-
In-Charge (SA Cs) are located. M ost CT field
attorneys have a primary office location with
other attorneys from the Office of Chief Counsel,
but hav e secondary space in the ClI offices. This
allows the CT attorneys to maintain professional
contact with ther peers from other field divisions
of Counsel and alsoto develop a new, closer and
more integrated relaionship with theinvestigating
Special A gents.

In addition to the structural changes, CT has
effected numerous procedural changes to
accomplish the missi on of partnership with CI.
The most significant procedural change has been
the transfer of “referral authority” of a criminal
case from Counsel to Cl Special-Agents-In-

Charge. The laws regulating the disclosure of
taxpayer and tax return information from IRS to
outside agencies require that there beone
centralized authority to refer criminal tax
investigations to the Justice Department for
prosecution. That responsibility, known as referral
authority, has traditionally been held by Counsel
because it was thought to ensure that the criminal
tax lawswere applied uniformly throughout the
country. It was also designed to ensure that both
the civil and criminal tax implications were
evaluated during the criminal referral process.

The practical impact of Counsel’s possession
of the referral authority was to create asignificant
impediment in the relationship between Counsel
and ClI. It created a dynamic under the old
Counsel structure whereby multifunctional
Counsel attorneys, who may not have had any
significant expertise in criminal tax, wielded the
authority to prevent an invegigation from being
referred for prosecution. Thoseattorneys, who
were often consumed with tax court
responsibilities, only got involved in the criminal
investigation once it was completed and were
responsible for conducting a thorough legal
review and deciding whether the case warranted
prosecution. If that attorney referred the case, then
a second review was conducted by the Justice
Department’s Tax Division. From the ClI special
agents’ point of view, the CT attorney, in most
instances, got involved at the end of an
investigation and was perceived only assomeone
who could hurt, not help, the case. Counsel’s
power to decline cases, combined with their
inability to dedicate significant time to assisting in
perfecting the cases creaed strained relationships
on occasion between Counsel and Cl.

In July, immediately after CT and Cl were
restructured, the Treasury scretary, with the
endorsement of Commissioner Rossotti, Counsel
and Cl, transferred referral authority to CI. CT
attorneys are no longer the gate through which
crimind invedigations must pass in order to be
prosecuted, but are vehicles to assistin developing
quality cases at every sage, not just once the
investigation has been completed. TheCT
attorney isstill responsibleto ensure that both the
civil and criminal implications of an investigation
are considered. National consistency in criminal

12 UNITED STATESATTORNEYS BULLETIN
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tax enforcement is accomplished by both CT
attorneys’ intimate involvement in the case at
every stage and the Justice Department’s review
after the investigaion is referred.

Although CT attorneys no longer have referral
authority, they have taken on a broad range of
responsibilities to assist Cl in the development of
quality investigations. CT attorneys are the sole
legal advisorsto Cl in administrativetax
investigations butwork in partnership with CI
specid agents in both administrative and grand
jury investigations. T heir role in grand jury
investigations is to assist both the case agentsand
the supervising prosecutor by providing technical
criminal tax expertise and helping to ensure that
the investigative means conform to both legal
standardsand IRS policy requirements. An
example is the use of search warrants in tax cases.
IRS ClI policy is tosubject such warrants to a
careful review, involving CT attorneys, to ensure
that avariety of factors are considered, including
whether less intrusive means of gathering the
necessary evidence are available. By having CT
attorneys asgst Cl agents in drafting search
warrants, it is hoped that a better product will
result and that CT’sinvolvement will aid in
reducing the burdens on theprosecutor. CT
attorneys and federal prosecutors have worked
cooperatively in numerous districts on search
warrants and a variety of other issues to the
benefit of federal tax prosecutions.

CT attorneys continue to conduct in-depth
legal analysis of all completed investigations, but
also become involved in the preparaion of the
Special Agent report long beforeit isfinalized.
This document is not only relied on in
determining whether a case is referred, but also by
the Justice Department in determining whether
they will accept a case for prosecution. The
Justice Department’s

Tax Division attorneysconsder the CT review a
highly important aid in evduating cases CT
attorneys arrange and partid pate in taxpayer and
taxpayer representative conferences in
administratively investigated cases. They review
undercover operation requests and participate in
the strategic planning of those activities. They
assist in the preparation of grants of immunity,
search warrants, summons enforcement actions,
and requests for the use of special investigative
techniques such as wiretaps. CT attorneys are also
active in ClI traning at both the local and national
level, and have two attorneys who train new
Special Agents, deployed to the Federal Law
Enforcement Training Center in Glynco, Georgia.

Insum, CT attorneys are involved at every
stage of the criminal investigation to
cooperatively assig Specid Agents and
prosecutors in the development of quality cases.
From Cl Specid Agents perspective, the CT
attorney isnow seen as someone who will help,
rather than hinder an investigation. This should
assig¢ in avaiding missteps in investigations and
rectifying promptly any case deficiencies.
Although too soon to evaluate, our early
experience indicates that this new process will
result in a more efficient and prompt review
process, without sacrificing existing standards.
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New IRS Publicity Strategy

Mark E. Matthews
Chief, Criminal Investigation

|. Introduction

Before becoming Chief of Criminal
Investigation, | spent over ten years as a federal
prosecutor, both as an AUSA and then asthe
Deputy Assistant Attorney General responsible
for criminal tax mattersinthe Tax Division. In
both of those positions, | was frustrated by the fact
that dollar for dollar, tax cases did not seem to
garner the same media attention (and hence
deterrence value) as smilar white collar fraud
cases. As aresult of: (a) the IRS reorganization
effort last year; (b) additional resources devoted to
our publicity efforts; and (c) a major overhaul of
our media drategy, | an pleased to report that we
have developed the tools that are already
dramatically improving the length, placement and
targeting of media stories about criminal tax
cases. The key elements are the creation and
training of thirty-five Special Agent Public
Information Officers ("PIOs"), the dramatic
expansion of our website, our institutional
commitment to become more open and to provide
more comprehensive information about our

enforcement efforts and, lastly, apress strategy
that links individual casesin a systematic way to
larger compliance issues and enforcement
programs. The website allows us to "recycle" tax
cases — generate multiple press stories
nationwide about particular cases — and to target
our enforcement efforts to particular media outlets
or other specialized websites that reach key
audiences. This entire effort is accomplished with
maximum fidelity to taxpayer disclosure lawsand
in cooperation with United States Attorneys'
Officesand the Tax Division.

1. Background

As part of modernization, the Internal
Revenue Service commissioned Roper Starch
Worldwide, Inc. to conduct astudy anong the
general public to determine their attitudes toward
income tax and the IRS, in particular. The results
showed that the majority of taxpayers make an
honest effort tofile accurate and timely tax
returns. The survey also showed that those honest
taxpayers wanted to know that everyone else pays
his/her fair share of taxes — in fact, the survey
said that taxpayersbelieve that they end up paying
the “tax” bill for those who cheat.
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Some of the other findings included the belief
by 88% of those polled that major tax
indiscretions should be punished. The survey also
asked “From the following list of people, how
likely would you be to read a newspaper or
magazine atide or watch a TV news story about
their indictment or conviction for tax evasion?’

Very Some- Not at all
Likely | what Likely
Likely

Someone 49% 30% 10%
who has
the same
occupation
or works
in your
industry or

profession

National 21% 33% 23%
celebrity

Local 28% 39% 15%
business
person
such as
your local
gas station
owner

A 44% 35% 10%
neighbor
or person
in your
town

A 47% 34% 9%
neighbor
or person
inyour
town who
isalso
indicted or
convicted
of money
laundering

A political 56% 28% 9%
figure,
such as
your
congress-
person

These results told us several important things.
First, we need to focus our publicity on specific
audiences— or market segments, because the
respondents said they wanted to know about
someone in their local area or someone who had a
similar occupation. Second, we learned that in
order to enhance compliance (reach those who are
tempted to cheat or evade their tax obligations)
and to instill public confidence in the integrity of
the tax system (reach those who believe that
THEY pay the price for otherswho cheat), we
needed to do a better job of publicizing our
enforcement efforts.

Historically, when we work acase inIRS
Criminal Investigation, we put 99% of our effort
into the lengthy, complex investigation, from
initiation to sentendng, yet we don't even spend
1% of our time obtaining publicity on that case.
We realized that we needed to reall ocate resources
given the fact that IRS CI faces the largest general
deterrence mission in all of federal law
enforcement. We have to reach over 200 million
Americans who encounter the tax system each
year — both to deter the potential cheaters and
assurethe vag majority who are honest that the
IRS is investigating those who intentionally evade
their obligations.

When | came on the job last year, many
practitioners members of the American Bar
Association and industry leaders kept asking me,
“Mark, when isCl going to do something about
abusive trusts? When are you going to bring some
criminal casesin thisarea? My reply was, “ Did
you know that we had thirty-five indictments last
year and that we have 130 open criminal
investigaionsin the areaof ausive trugs?" Of
course, the common answer was, "No, and why
are you keeping it a secret? That information
would have been useful to usin our practice.”
Consequently, we started looking at what we did
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with those cases. We found that we weretaking
standard press items from Criminal Investigation
indictments and/or convictions, writing up a short
press release and dropping it in the court house
regular press box for courthouse reporters. We did
not pay attention to whether those reportersor
their readers were intereged in tax stories. Our
stories got viewed in isolation, focused only on
the individual defendants, and often wound up
being buried in the Metro or Business section of
the papers.

I1l. Compliance Strategy Linked to Media
Strategy

Several features of the modernized IRS are
helping us solve our problems. One is that we are
actually developing a comprehensive compliance
strategy throughout the IRS. That strategy will be
combined with amore comprehensive and more
sophisticated media strategy. The goal isto allow
us to provide reporterswith more comprehensive
information about our enforcement efforts and to
place an individual prosecution in the context of a
larger compliance problem. The ideais that an
individual case then becomes the fresh,
newsworthy element in a story that focuses on a
nationd compliance problem and the IRS and
Justice Departments’ regponsive eforts. Using our
related web pages and the efforts of the local
Public Information Officer, we are beginning to
provide reporters with information about similar
convictions around the country, "recycling" those
convictions and sentences and allowing the media
to provide a more comprehensive "trending"
story. Of course, we are doing all of thiswithin
the confines of Intemal Revenue Code Section
6103 (Disclosure of Tax Information).

IV. IRS C I Website and U.S. Attorney Press
Releases

A significant part of our media strategy was
the development of a website,
http://lwww.treas.gov/irs/ci, that provides
compliance-related enforcement activity
information to the public. Our website includes
fraud alertsin areas involving Employment Tax
Fraud, Non-filers, and Abusive Trusts We will be
expanding the fraud derts in thefutureto include
Return Prepaers and other key areas of non-
compliance and other programs such as money

laundering and narcaticsrelated cases By doing
this, the mediais able to obtain the most current,
factud information about legal actions taken by
the Department of Jugtice on Cl investigations. To
use abusive trusts as an example, we provide a
description of the foreign and domestic schemes
that are occurring in the abusive trust area. We
also provide information about the number of
indictments, the number of open investigations,
and the number of sentences and the average
sentence. Toward the end of the website material
on trusts, we list the five or six biggest, most
significant cases (we call it "bundled" news). We
also provide the text from the IRS brochure,
Should your financial portfolio contain Too Good
To be True Trusts, areally good example of things
that the public should be looking for when
considering atrust.

Thisis anew approach for the IRS, but it does
avery effective job of reaching various market
segments and certainly gives the media a wealth
of information that was previously not available to
them from the IRS. Now, every time we get a new
conviction in a paticular program, we geer the
reporters tothe relevant webpage. We tell the
reporter, "Here's a press release on a conviction
regarding an abusive trust, and if you want more
information for your story, hereis the website for
additional background information and cases."
We are extremdy pleased that several U.S.
Attorneys' Offices have begun to include our web
address in press releases on our cases, giving both
the public and the media access to this
comprehensive enforcement data. It is particularly
useful in a press release involving a guilty plea
when the vast majority of the case-specific
information may still be protected by disclosure
laws.

In addition to the website, our national press
office has a very active program in marketing
Justice D epartment convictions and sentencings to
the professional tax preparaion community and
their national periodicals. This audienceisa
particularly important audience for tax-related
prosecutions. Not only are they our partnersinour
compliance efforts, they have an economic
interest in spreading information about con artists
and their tax scams. | have even beentold by one
practitioner that he keeps copies of the
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convictions from our abusive trust webpage to
hand to clients who ask him about such schemes.

V. Public Information Officers

CI now has thirty-five special agents serving
as full or part-time Public Information Officers,
one for each field office. The PIOs w ork directly
for the Special Agent-in-Charge and in
cooperation with public information officersin
U.S. Attorneys' offices. They havereceived IRS
disclosure training, which can be a valuable
resource to the United States Attorneys as they
draft their press releases. Both the Special Agent-
in-Charge and the PIOs have received media
training as well. One of the key responsibilities
for the PIOs is to work with the Offices of the
United States Attorneys to ensure that key
information isprovided for press releases and
press conferences regarding Cl’s invedigative and
enforcement efforts. Since October 2000, when
the PIOswere selected, the publicity on ClI
enforcement activity has increased significantly. |
am confident that the primary reason for this
increase is a result of the positive support they
have received from the Offices of the
United States Attorney.

With the support of Department of Justice Tax
Division, the United States Attomneys and the
newly trained special agent P1Os, this new media
strategy is going to have a significant impact on
compliance with the tax laws. By leveraging the
general deterrence impact of our enforcement
actions, it also provides the taxpayers with a better
return on their investment in our enforcement
program.
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l. Introduction

At the outset, itisimportant to recognize that
not all trusts are abusive. Legal trusts are
frequently used in estate planning, to facilitate
charitable transfers of property, and/or to hold
property for minors and incompetents. No legal
trust arrangement, however, reduces or eliminates
all income tax except for certain trusts whose
income isspecifically exempted from tax by
statute. Either the trust, the beneficiary, or the
grantor, as applicable, must pay the tax on the
income redized by the trust, induding theincome
generated by property held in trust. Abusive trust
arrangements typically are promoted by the
promise of tax benefitswhile thereisno
meaningful change in the taxpayer’s control over
or benefit from the tax payer’ sincome or assets. It
isin these situations where commonly accepted
trust and income tax principles are being ignored
that the Internal Revenue Service isfocusing its
enforcement efforts.

In recent yearsthe Internal Revenue Service
has detected a proliferation of promotions
involving abusive trust schemes aimed at
fraudulently reducing a taxpayer’s tax liability.
Multi-layered trusts, in combination with other
business forms, are used to conceal the taxpayer’s

control over the trusts and his/her assets. The goal
of this layered distribution of incomeisto
gradually reduce or eliminae taxable income
through the use of bogus deductions and offshore
diversons of income. When looking at the
validity of atrug set-up, one mug determine who
is spending and controlling the income and assets.
In many abusive trust schemes, the income and
assets are controlled no differently than if the
taxpayer had never formed a trust. I n situations
like these, the trusts are disregarded and the
income attributed to the true ow ners.

While a number of prosecution strategies are
available to attack these abusive trust schemes,
experience has demonstrated one of the most
successful approaches is proving who controlled
and spent the money rather than attacking the
actual trust gructure. Prosecutors have focused on
tracing the flow of money and attributing it to the
individuals who earned and controlled it under a
lack of economic substance or sham theory. In
these abusive trust schemes, the government has
directed its prosecution efforts towards promoters
and their clients who have willfully taken
advantage of these schemes to evade taxes.

1. Abusive Trust Schemes

Typically abusive trust arrangements promise
benefits which may include: (1) the reduction or
eliminaion of income subject totax; (2)
deductions for personal ex penses paid by the trust;
(3) depreciation deductions of an owner’s
personal residence and furnishings (4) astepped-
up basis for property transferred to the trust; (5)
the reduction or elimination of self-employment
taxes; and (6) the reduction or elimination of gift
and/or estate taxes.

These abusive arrangements often use trusts to
hide the true ownership of assets and income in
order to disguise the actual substance of the
transactions. These arrangements frequently
involve multi-tiered or layered trusts, each
holding different assets of the taxpayer, as well as
interestsin other trusts. A typical abusive trust
scheme may involve any number of the following
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trusts: business trust, equipment or service trust,
family residence trust, charitable trust, and foregn
trust.

A business trust is created when the owner of
a business, typically a sole proprietorship,
transfers the businessto a trust in exchange for
shares of ownership. Through nominee trustees or
other controlled entities, the owner is still able to
not only run the business’s day-to-day activities
but also control itsincome stream. The business
trust makes payments to the trust unit holders or
to other downstream trusts created by the owner
which are characterized as either deductible
business expenses or ded uctible distributions.
These payments purport to reduce the taxable
income of the business trust to a point w here little
or no tax is due. In addition, the owner claims the
arrangement reduces or eliminates the owner’s
self-employment taxes on the theory that the
owner is receiving reduced income or no income
from the operation of the business.

An equipment trust is formed to hold
equipment that is rented or leased to the business
trust, often at inflated rates. A service trust is
formed to provide services to the business trust,
often for inflated fees. Under these abusive
arrangements, the business trust may purport to
reduce itsincome by making allegedly deductible
payments to the equipment or service trust.
Further, as to the equipment trust, the equipment
owner may claim that the transfer of equipment to
the equipment trust in exchange for trust unitsis a
taxable exchange. The trust takes the position that
it purchased the equipment for itsfair market
value and that this value is the new tax basis for
purposes of calculating depreciation. The owner,
on the other hand, takes the inconsistent position
that the value of the trust units received in the
exchange cannot be determined, resulting in no
taxablegain tothe owner from the exchange. The
equipment or service trust also may attempt to
reduce or eliminate its income through
distributions to other trusts.

A family residence trust is formed when an
owner of the family resdence transfers the
residence, induding its furnishings to atrust. The
trust claimsthe exchange results in astepped-up
basis for the property, whilethe owner reports no

gain from the transfer. The trust claimsto bein
the rental business and purports to rent the
residence back to the owner, however, little or no
rent is actudly paid. Rather, the owner contends
the family members are caretakers or provide
services to the trust and live in the residence for
the benefit of the trust. The family residence trust
often receives distributions from other trusts
which are treated as income. To reduce this
income, the trust may attempt to deduct
depreciation expenses and other expenses
associated with maintaining and operating the
residence, such as utilities, gardening service,
pool service and food expenditures.

A charitable trust is created when a taxpayer
transfers assets or income to a purported
charitable trust and claims either that the
paymentsto the trust are deductible or that the
payments made by the trust are deductible
charitable contributions. The trust pays for
personal, educational, and recreational expenses
on behalf of the taxpayer or family member. The
trust then improperly claims the payments as
charitable deductions on its tax returns to reduce
or offset taxable income.

Foreign trusts are integral to most abusive
trust arrangements. They are often located in tax
haven countries that impose little or no tax on
trusts and have strict bank secrecy laws.
Typically, funds are transferred between the
various layers of trusts and are ultimately routed
offshore to the foreign trust. The funds are then
repatriated to the taxpayer in the United States,
often in the form of sham gifts or loans or through
the use of debit/credit cards issued by an offshore
bank. Some trust arrangements may indude
multiple layers of foreign trusts or an International
Business Corporation (IBC) that acts as the
nominee donor or lender for the purported gift or
loan.

I11. Theories of Prosecution

In determining the validity of trust
arrangements, courts look at a taxpayer’s control
over his/her assets and sources of income. Courts
have routinely invalidated abusive trust
arrangements and found the income taxable to the
individual taxpayer, and not thetrust, by using
one or more of the following legal theories: lack
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of economic substance (sham theory), unlawful
assignment of income or the grantor trust rules.

A. Lack of Economic Substance or Sham
Theory

In cases where the trust structure has no
economic purpose and the taxpayer retains
complete control over the trust assets, courts have
ignored the trust arrangement under a lack of
economic substance or sham theory. It is long-
settled that transactions motivated solely by tax
avoidance are disregarded for tax purposes. If,
after considering all the factsand circumstances
surrounding a particular transaction, the finder of
fact determines that there is no real economic
effect to the transaction other than the creation of
tax benefits, and the form of the transaction
affects no cognizable economic relationship, the
substance of the transaction will control over its
form. Gregory v. Helvering, 293 U.S. 465 (1935);
Furman v. Commissioner, 45 T.C. 360, 364
(1966), aff’d per curiam, 381 F.2d 22 (5th Cir.
1967). If atrust has no economic substance apart
from tax considerations, the trust entity is
considered a “sham” and is not recognized for
federal tax purposes. Zmuda v. Com missioner,
731 F.2d 1417, 1421 (9th Cir. 1984), aff’g, 79
T.C. 714 (1982); Markosian v. Commissioner, 73
T.C. 1235, 1245 (1980); Christal v.
Commissioner, T.C. M emo. 1998-255. This
principle applies even though the trust may have
been properly formed and has a separate exigence
under applicable local law. Several criminal cases
have endorsed the lack of economic substance or
sham theory including United States v. Noske, 117
F.3d 1053, 1059 (8th Cir. 1997); United States v.
Tranakos, 911 F.2d 1422, 1431 (10th Cir. 1990);
and United States v. Krall, 835 F.2d 711, 714 (8th
Cir. 1987).

The lack of economic substance rule prohibits
the taxpayer from structuring a paper entity for the
sole purpose of avoiding tax. Whether a particular
trust entity lacks economic substance or is a sham
for tax purposes is a question of fact. Paulson v.
Commissioner, T.C. M emo 1991-508, aff’d per
curiam, 992 F.2d 789 (8th Cir. 1993) (citing
United States v. Cumberland Pub. Serv. Co., 338
U.S. 451 (1950)). In making thisdetermination,
the trier of fact is guided by the following

considerations: (1) whether the taxpayer’s
relationship, asgrantor, to the property differed
materially beforeand after the trust’ sformation;
(2) whether the trust had a bona fide trustee; (3)
whether an economic interest passed to other
benefidaries of the trust; and (4) whether the
taxpayer felt bound by any restrictions imposed
by the trust or the law of trusts. See Zmuda, 79
T.C. at 720-722; Markosian, 73 T.C. at 1243-45;
Hanson v. Commissioner, T.C. Memo 1981-675;
aff’d per curiam, 696 F.2d 1232 (9th Cir. 1983);
Buckmaster v. Commissioner, T.C. Memo 1997-
236.

To evaluate the first factor, the trier of fact
must look behind the trust documents to
determine the identity of the true grantor. Sham
trust arrangements typically use nominee or straw
grantors to conceal the identity of the true grantor.
The true grantor is the individual who furnishes
the trust with funds/assets, not the individual who
nominally acts as grantor. Buhl v. Kavanagh, 118
F.2d 315 (6th Cir. 1941). It is also helpful to look
at before-and-after snapshots to see if any
economic change occurred as aresult of the
formation of the trust, other than the creation of
tax benefits. Thereis alack of economic
substance to atrust if the taxpayer continues to
treat the income and assets as his/her own after
purportedly transferring them to the trust.

With regard to the second factor, sham trust
arrangements typically involve nominee trustees
who have no authority or responsibility in
managing the trust s income and assets. Ingead,
the taxpayer/grantor retains control through
variousmeans. The taxpayer may control the
funds in the trust bank account by maintaining
custody of the checkbook, ex ercising signature
authority over the trust bank account, or using a
rubber stamp with the nominee trustee’s signature
to issue checksfrom thetrust bank account. The
taxpayer may also exerdse control over the
trustee, and hence the trust assets, by filing a
secret wish lig with the nominee trustee.
Alternatively, thetaxpayer may be appointed the
trust manager to handle the day-to-day activities
of the trust, or the nominee trustee may give the
taxpayer blank sgned trust minutes that the
taxpaye may useany time to justify use of the
assets.
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The third factor to consider when determining
if atrust arrangement is a sham is whether an
economic interest passed to other beneficiaries of
the trust. The original owner of the trust assets,
rather than the named third-party beneficiary, is
usually the true beneficiary of an abusive trust
arrangement. It is essential to trace the flow of
funds through the multiple layers of truststo
determine who is the real beneficiary. In most
instances, the funds flow in a circular pattern back
to the taxpayer. Attempts are made to conceal that
the taxpayer is the true beneficiary by routing the
funds through offshore banksand disguising the
return of funds as sham loans or gifts. A common
indicia of fraud occurs when the taxpayer
transfers on pape his/her beneficial interest in a
valuable asset for little or no considerdtion.

Lastly, if it is apparent from the taxpayer’s
conduct that he/she did not feel bound by the
restrictions imposed by the trust itself or the law
of trusts, then the trust is probably a sham. Thisis
the case when the taxpayer exercises unfettered
control over the income and assets of the trust. For
example, the taxpayer uses trust assets and income
to pay personal expenditures (such as payments
on a personal residence, vacation expenses,
educational expenses, etc.) and daims deductions
for such payments on the trust tax returns. This
theory has been the most widdy used and
accepted in the abusive trust area.

B. Unlawful Assignment of Income

Another possiblelegal theory involves the
assignment of income doctrine. It is along-
standing principle that gross income includes all
income from whatever source derived. | .R.C.

§ 61(a). Thisincludes compensation an individual
receives for services. Fundamental to this
principleisthatincome is taxable to the person
who earned it. Commissioner v. Culbertson, 337
U.S. 733, 739-40 (1949). The person who earns
the income cannot deflect the tax on it by
attempting to assign or transfer the income to
another person or entity. Lucas v. Earl, 281 U.S.
111, 114-15 (1930). The test of taxability is not
who is theultimate redpient of the income, but
rather, who controlled the earning of the income.
American Savings Bank v. Commissioner, 56 T.C.
828, 839 (1971).

Courts routinely invalidate trust arrangements
that are designed to allow atax payer to unlawfully
assign income which he/she earns from personal
services. See Vnuk v. Commissioner, 621 F.2d
1318, 1321 (8th Cir. 1980)(medical doctor cannot
assign income to trust when trust did not supervise
doctor’s employment, did not determine doctor' s
compensation, and doctor was under no legal duty
to earn money for or perform services for trust);
Holman v. United States, 728 F.2d 462 (10th Cir.
1984) (same); United States v. Russell, 804 F.2d
571 (9th Cir. 1986)(" personal services contract”
through w hich taxpayers attempted to sell life
services to atrust was an unlawful anticipatory
assignment of income); United States v. Krall,
835 F.2d 711 (8th Cir. 1987)(optometrist
unlawfully attempted to assign business receipts
to foreign trusts); Estrada v. Commissioner, T.C.
Memo. 1997-180 (nurse anesthetist who
administered anesthesia and received
compensation for servicescannot assign such
income to trust), aff’d, 156 F.3d 1236 (9th Cir.
1998); and Leonard v. Commissioner, T.C.
Memo. 1998-290 (taxpayer, who earned income
as firefighter, welder and contractor, unlawfully
assigned income to trust).

C. Grantor Trust Rules

A third theory courts useto find income
taxableto the individual grantor, rather than the
trust, is based on thegrantor trust provisons
found in sections671-679 of the Internal Revenue
Code. Generdly, “if thegrantor of a trust retains
certain rightsor powers, then for income tax
purposes he is treated asthe owner of the portion
of the trust over which the rights or powers
extend.” Hanson v. Commissioner, T.C. Memo.
1981-675.

Under I.R.C. § 671, agrantor or other person
isrequired to include in his/her taxable income all
items of income which are included in the trust’s
income if he or sheistreated as the trust’s owner.
Sections 673 through 678 define the
circumstances under which a grantor or other
person is treated as the “owner” of atrust. See
Wesenburg v. Commissioner, 69 T.C. 1005
(1978), for an explanation of how the grantor trust
provisions are applied to a specific trust
arrangement. The Tax Court commonly uses the
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grantor trust rulesto resolve civil disputes aout
trusts. The grantor trust theory, however, is not
typically used in the context of criminal
prosecutions.

IV. Criminal Violations in Abusive Trust Cases

As discussed above, many schemes utilizing
domestic and foreign trusts have been used by
taxpayers to evade taxes. Some schemes not only
seek to conceal or misidentify the responsible
parties, but also attempt to structure transactions
in a manner that places the taxable event a a point
where liability cannot be imposed. Others attempt
to disguise false deductions or to conceal sources
of income. A taxpayer utilizing an abusive trust
scheme could violate a number of criminal
statutes. For example, he or she may engage in tax
evason by knowingly omitting taxable income
from thetrust tax return, or commit tax perjury by
claiming fal se deductions for personal expenses or
charitable contributions that were never made or
by failing to disclose the existence of aforeign
bank account over which he or she has signature
authority. Additionally, atrust has independent
reporting requirements for which the fiduciary has
responsibility. Ignoring these requirements could
resultin prosecution. Finally, any actions
undertaken in concert with any other person or
entity may amount to a conspiracy.

As the Service increases its focus on
prosecuting those involved in sophisticated tax
schemes, tax advisors may become likely targets
of investigations. In most abusive trust schemes, a
lawyer or accountant rendered advice concerning
the underlying transactions. T he Service will
scrutinize the practitioner s role in any
transactions under investigation and will
recommend prosecution if it believes a
professional has violated the law.

The Tax Division’s criminal tax enforcement
program includes prosecuting both the promoters
of abusive trug schemesand the taxpayers who
use the schemes. The criminal violations usually
charged against promoters include Klein-type
conspiracies (18 U.S.C. § 371), aiding and
abetting income tax evasion (1.R.C. §7201 and 18
U.S.C. § 2), aiding and assisting in the preparation
of false tax returns (1.R.C. § 7206(2)), and
possbly violaions of theomnibus cause of I.R.C.

§ 7212 (a). For guidance in prosecuting promoters
of abusive trust schemes, see United States v.
Schmidt, 935 F.2d 1440 (4th Cir. 1991), and
United States v. Scott, 37 F.3d 1564 (10th Cir.
1994).

In Schmidt, the defendants promoted the use
of unincorporated business organizations (UBOSs)
as a meansto conceal taxpayers’ income and
assets from the IRS. Most of the trust purchasers
were Form W -2 wage earners w ho assigned their
wages to UBOs, yet retained control over the
income and assetsostensg bly transferred to the
UBO. The government’ s theory of tax fraud
focused on the use of the trust entities in the
scheme of evasion and did not challenge the
entities as “shams.”

In Scott, the defendants were promoters who
marketed a multi-tiered trust scheme as a device
to eliminate taxpayers' income tax liabilities while
allowing them to maintain control over their
income and assets The schemeinvolved four
layers of trust: a domestic trust and three foreign
trusts. The god of the scheme wasto funnel the
income tothe third foregn trust and repatriate the
money tothe taxpayer tax-free in oneof the
following ways: in the form of a sham gift under
$10,000; through the use of debit or credit cards at
an offshore bank; or in the form of sham loans.
The government’ s theory of prosecution focused
on the manner in which the trusts were operated,
not on ther form. The indictment alleged that the
promoters had engaged in sham transactions
which had no economic substance or business
purpose and created the illusion that the
purchasers had relinquished control of their
income and assets, when in reality, the taxpayers
had continued to exercise control over their
income and assets.

V. Indicia of Fraud

When investigating a trug structure, the
presence of several factorsis suggestive of
possible fraudulent activity warranting further
investigation. While no single characteristic is
determinative, these factors can be used to
identify the existence of criminal activity. The
factors include the deduction of personal living
expenses, such as, school tuition, home mortgage
payments, auto payments, home utility billsand
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home repairs and maintenance expenses by the
trust. These otherwise nondeductible ex penses are
improperly deducted as disguised trust expenses
against wages or income.

A claim that asignificant portion of atrust's
income is being distributed to a charity or other
nontaxable entity is often an indication of
fraudulent activity. T he existence of acharitable
remainder trust from which the taxpaye makes
interest free loansat hisdiscretion could be
viewed as an indicia of fraud. Also, when thereis
no evidence of charitable activity on behalf of a
so-called "charitable" beneficiary, the trust could
be facilitating the grantor's evasion of taxes.
Payments to an organization that purports to be a
qualified charity under the Internal Revenue
Code, when in fact it is not, is one of the most
common vehicles used to unlawfully transfer
otherwise taxable income out of atrust tax free.

Fraudulent trusts generdly lack trustees who
are either professional or have a personal relation
to the grantor. Legitimate trustswill usually have
aprofessional trust company acting as trustee, or
one of the grantor'sintended beneficaries will be
named as trustee. Named trustees that are not
related to the grantor and appear unqualified to act
as atrustee can be a sign that they are merely
nominees. Additionally, fraudulent trustees
commonly do not adhere to generally acceptable
business practices. When an unrelated individual
controls both the trustees and the beneficiaries, the
trug may be a sham.

The control of assets and income by an
unrelated "promoter” can be indicative of an
abusive trust. Co-mingling of assetsalso is
frequently found in these situations. A legitimate
trustee will keep the assets of the various trusts
separate. With the assets co-mingled, the promoter
hopes to make particul ar assets untraceabl e, thus
thwarting tax collection efforts.

Promises of tax reduction by trust marketers
are often signs that the trusts are going to be used
illegally. A legitimatetrust is used for inheritance
and probate reasons, among others, and there
usually is no appreciable change in the amount of
income tax paid by a business owner by virtue of
placing his/her business in a trust. Claims to the
contrary should be treated as suspicious.

Additionally, promises of protection from tax
collection should raise ared flag.

Although legitimate trustees frequently make
loans to trust beneficiaries and/or trust grantors, a
pattern of loans to a large number of trust
grantors, or frequent loans to a single grantor, may
be evidence of an attempt to return trust income to
the grantor tax free. Additionally, the use of
anonymous post office boxes to communicate
between the taxpayer and the trustees is indicative
of an abusive arrangement.

Fraudulent trusts often create a paper trail of
financial transactions supporting the alleged flow
of money through the varioustrusts. Often the
flow of fundsis on paper only, as no actual money
is transferred betw een the various entities. This
happens with the use of foreign entities and bank
accountsas well, where the finandal transactions
never occur. Similarly, upon the creation of the
various trusts, the title to property is never legally
deeded or assigned to the newly formed entity.

Other indicia of fraud which may be present
in abusive trug arrangementsinclude: backdating
of documents; thelayering of trusts such tha one
trustis made the beneficiary of another trust; the
use of units of beneficial interest rather than
simply naming the beneficiaries in the trust
document; the deduction of “management fees” or
“consulting fees” in lieu of payment of wages;
promoters advidng taxpayersnot to talk tothe
IRS about the trusts; and promoters steering
taxpayers to attorneys and accountants affiliated
with the promoter.

V1. Conclusion

Schemes involving abusive trusts, both
foreign and domestic, have become a favorite tool
of unscrupulous promoters trying to assist
taxpayers in fraudulently reducing or eliminaing
their tax liabilities. It is not the trust entity itself
that is abusive, but rather the manner in which the
trusts are being used by taxpayers to reduce or
eliminate taxes. W hen looking at the validity of a
trust set-up, one must determine who is
controlling the income and assets. In many
abusive trust schemes, the income and assets are
controlled no differently than if the taxpayer had
never formed a trust. In situaions like these, the
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trusts are digegarded and the income is attributed
to the true owners.

A number of prosecution strategies are
available to attack these abusive trust schemes.
Past experience has show n that one of the most
successful approaches in combating these schemes
is proving who controlled and spent the money
rather than attacking the actual trust gructure.
Juries are often left confused in situations where it
becomes a battle of the experts on the question of
the validity of the trusts. Therefore, prosecutors
have focused on tracing the flow of money and
attributingit tothe individualswho earned and
controlled it. The government has directed its
prosecution efforts primarily against promoters
and their clients who have willfully taken
advantage of these egregious schemes to evade
their taxes. In such cases, the government has
experienced a high degree of success.
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The latest illegal tax protester scheme to
sweep the nation is a hybrid of the “redemption”
scheme popular in the 1980s and thefictitious
financial ingrument schemes popular in the
1990s. The 1980s redemption scheme promoted
the use of federal income tax forms, usually
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Forms 1099, to retdiate againg government
employees or privatecitizens for perceived
wrongs tothe illegal tax proteser. The scheme
was designed to trigger an Internal Revenue
Service (IRS) audit, during which the Form 1099
recipient would have to explain the discrepancy
between the income reported on his or her return
and that reported on the Form 1099. See

United States v. Van Krieken, 39 F.3d 227 (9th
Cir. 1994); see also United States v. Lorenzo, 995
F.2d 1448 (9th Cir. 1993).

The most popular scheme of the 1990s used
fictitious financial instruments to “pay” tax
liabilities and obtain erroneous IRS refunds, as
well asto “pay” private creditors. These
instruments — often entitled “ Certified Money
Order,” “Certified Bankers Check,” “Public
Office Money Certificate,” or “Comptroller
Warrant” — were designed to deceive the IRS and
financial institutions into treating them as
authentic checks or real money orders.

The recycled “Redemption” scheme combines
the use of fictitious financial instruments with the
use of IRS forms for harassment purposes. The
scheme was uncovered in 1999 during the
prosecution of Veral R.H. Smith and his wife,
Judy, in the District of Idaho. Both had been
indicted for failing to file federal income tax
returnsfor the years 1992 through 1994. The
defendants had earned gross receipts totaling over
$435,000 during the prosecution period from their
business Lead Bullet Technologies (LBT).LBT
manufactured and sold bullet molds and other
ammunition-related products. Smith operated
LBT out of his Moyie Springs, Idaho, home, a
fairly isolated forty-acre property near the
Montana-Canada border.

Early in the prosecution, Smith canceled a
court-ordered doctor’s appointment for his wife to
assss her physical competency to gand trial. He
also wrote to the United States Attorney
“canceling the [criminal] proceedings.” Despite
notification to both defendantsthat the
proceedings were not canceled, neither defendant
appeared in court. As aresult, thecourt issued a
bench warrant for the arrest of defendant Veral
Smith. Hoping to avoid execution of the bench
warrant, the United States Marshals drove to

Smith’s property in northern Idaho. They spoke
with Smith across the fence that lined his property
and encouraged him to come to court. Smith
refused and told the Marshals that he had sent a
letter to the court to resolve the matter.

Subsequently, theclerk of the court received a
“Sight Draft,” dated July 20, 1999, payable to the
IRS in theamount of $1.5 million, signed by
Veral R.H. Smith. The draft was purportedly
issued by the U.S. Treasury. It was later learned
that Smith had al so attempted to usea “ sight
draft” for over $106,000 to purchasetwo brand
new automobiles, a Toyota Tundra pickup truck
and aLexus LS400 sedan. On August 3, after a
scuffle with two Deputy Marshals, Smith was
arrested as he left the M oyie Springs Post Office.

A superseding indictment returned on October
7, 1999 charged Smith with three counts of failure
to fileincome tax returns (26 U.S.C. § 7203), two
counts of presenting fictitious obligations (18
U.S.C. § 514), one count of resisting arrest (18
U.S.C. § 111), and one count of failure to appear
(28 U.S.C. § 3146(a)(1)). During the trial, Smith
admitted filing fdse IRS Forms 8300 (Report of
Cash Payments Over $10,000 Received in a Trade
or Business) against one of the prosecutors and
the judge, alleging that each had been paid $200
trillion dollars in foreign currency. Prosecutors
used these documents as justificaion for an
obstruction enhancement at sentencing. See
United States v. Veral Smith, 3:99-CR-00025 (D.
Idaho 2000) <http://www.id.uscourts.gov>
(district court considered false Forms 8300 filed
against prosecutors and judge as evidence
supporting obstruction enhancement). Smith was
sentenced to fifty-one months in prison.

Within monthsof learning about the sight
drafts presented in the Smith case, the Treasury
Department received hundreds of sight drafts with
face values ranging from as little as $1,200 to
amounts in the trillions of dollars. The Office of
the Comptraller of Currency and the Office of the
Fiscal Assistant Secretary of the Department of
Treasury issued A lerts to the banking industry in
August 1999. See
<http:/www.occ treasgov/dtl£99.htm>.
Simultaneously, participantsin the new
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“Redemption” scheme were sending false Forms
8300 by the hundreds to the Detroit Data Center.

The theory behind the“ Redemption” scheme
is based on the erroneous premise that when the
United States went off the gold standard in 1933,
the government began to be funded with debt
instruments secured with “the energy of current
and future inhabitants.” A fictitious identity or
“straw man” was created for each American, and
the value of a person’s birth certificate became the
collateral for our currency. The value of an
individual’s birth certificate is determined by the
number of timesit is traded on the world futures
market and the amount is purportedly maintained
in a Treasury Direct Account under that person’s
social security number.

A participant in the scheme attempts to
reclam his or her straw man, and therefore the
value of the fictitious identity, by redeeming his
or her birth certificate. The participant first files a
Form UCC-1 with the Secretary of State in any
statethat acceptssuch filings, claiming title and
security interest in his or her social security,
driver s license, and birth certificate numbers. The
individual then writes “acceptance for value,”
“non-negotiable charge back,” or other prescribed
language diagonally on some government
document and returnsit to the government official
who issued it. The types of documents used for
redemption include anything from atraffic ticket
to afederal indictment. The “charge back”
allegedly creates a Treasury Direct Account with
the U.S. Treasury that containsthe amount
assigned to the charge back, which the participant
can then draw upon by writing “sight drafts.”
“Sight drafts” are then written for varying
amounts, some as high as trillions of dollars. A
Form UCC-3 indicating the partial release of
collateral in the amount of each sight draft is
usually filed with the Secretary of State for the
state in which the UCC-1 wasfiled.

The “sight drafts” look like checks, are of
very high print quality, and usually contain some
reference to HJR 192, the House Joint Resolution
that took the United States off the gold standard in
1933. These “sight drafts” purport to be drawn on
the United States Treasury Department. Since the
prosecution of individuals w ho hav e attempted to

pass these fititious “ sight drafts” began, the
scheme has continued to evolve: “sight drafts” are
now sometimes called “bills of exchange,” or
“trade acceptances.” All reference HIR 192.

The harassment component of the scheme
usually involves filing a fd se Form 8300,
although some Forms 4789 (Currency Transaction
Reports) and Suspicious Activity Reports (SARS)
have also been filed. These documents report that
alarge amount of cash, sometimes foreign
currency, waspaid to the named recipient. IRS
agents, federal and state prosecutors and judges,
statetroopers, and private creditors are the
common targets. Typically, the proteger will send
his or her victim an IRS Form W -9, requesting a
social security number. Even without the target’s
social security number, the protester filesa Form
8300. Unless the document has already been
identified as fraudulent, the IRS sends a letter to
the named recipient requesting additional
information and warning of possible penalties for
incomplete information. A “fraud” indicator is
attached to the computerized record of those
documents identified as part of this scheme. The
fraudulent Forms 8300 are then sent to the
appropriate IRS Criminal Investigation Division
(CID) office or to the Treasury Inspector General
for Tax Administration (TIGTA) for invegigation.
Those who receive one of these false forms should
contact the local CID office. CID investigates all
non-1RS employee filings, while TIGTA has
jurisdiction over filings against IRS personnel. All
of these cases, whether investigated by CID or
TIGTA and regardless of the statutescharged,
require authorization from the Tax Division
before conducting a grand jury investigation
and/or prosecuting.

Historically, bogus financial instrument cases
involving private creditors were prosecuted under
avaiety of gatutes: conspiracy (18 U.S.C.

§ 371); mail fraud (18 U.S.C. § 1341); uttering a
falsesecurity (18 U.S.C. § 472); bank fraud (18
U.S.C. § 1344), and possessing and uttering a
counterfeit security (18 U.S.C. § 513). See,
United States v. Pullman, 187 F.3d 816 (8th Cir.
1999); United States v. Hanzlicek, 187 F.3d 1228,
1230 (10th Cir. 1999); United States v. Wells, 163
F.3d 889 (4th Cir. 1998); United States v.
Stockheimer, 157 F.3d 1082 (7th Cir. 1998).
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In 1996, Congress pased a new statute, 18
U.S.C. § 514, yecificallyin reaction to the
notorious Schweitzer/Broderick comptroller
warrants. Noting that anti-government groups use
fictitious financial instruments to commit
economic terrorism against government agencies,
private businesses, and individuals, Congress
enacted Section 514 as a Class B felony, which
carries a maximum prison sentence of 25 years.
142 Cong. Rec. S10155-02 (Sept. 10, 1996), pp.
196-197. Section 514 provides, in pertinent part,
that:

(@) Whoever, with the intent to
defraud—

(1) draws, prints,
processes, produces,
publishes, or otherwise
makes, or attempts or
causes the same, within
the United States;

(2) passes, utters,
presents, offers, brokers,
issues, sells, or attempts
or causes the same, or
with like intent possesses,
within the United States;
or

(3) utilizesinterstate or
foreign commerce,
including the use of the
mails or wire, radio, or
other electronic
communication, to
transmit, transport, ship,
move, transfer, or
attempts or causes the
same, to, from, or
through the United States,

any false or fictitious instrument,
document, or other item
appearing, representing,
purporting, or contriving through
scheme or artifice to be an actual
security or other financial
instrument issued under the
authority of the United States, a
foreign government, a State or

other political subdivision of the
United States, or an organization,
shall be guilty of aclass B felony.

When prosecuting a case involving the
“Redemption” scheme, the prosecutor should first
determine if the protester has attempted to pass
any fraudulent sight drafts or other financial
instruments. Thiswill require coordination with
the U.S. Secret Service (USSS), Federal Bureau of
Investigation (FBI),IRS and TIGTA. Title 18,
U.S.C. § 514 is the obvious charge when
prosecuting a case involving a sight draft. To date,
four trialsin the District of Idaho have had
successf ul results: United States v. Boone, 1:99-
CR-00119; United States v. Clapier, 1:99-CR-
00120; United States v. Pahl, 1:99-CR-00121,;
United States v. Smith, 3:99-CR-0025. For filings
relating to these cases, see the Idaho federal courts
web page at <http://www .id.uscourts.gov >.

If the protester has filed only afew false
Forms 8300 and used sight drafts, the prosecutor
might condder charging the sight drafts pursuant
to 18 U.S.C. § 514 and using the false Forms 8300
as evidence of intent. Filing a large number of
false Forms 8300 may warrant char ges pur suant to
26 U.S.C. § 7212(a) (omnibus clause). Section
7212(a) cases require Tax Division authorization
at the Deputy Assistant Attorney General level,
unlike other charges in these cases that require
only Section Chief authorization. Becausethe
Forms 8300 are signed under penalties of perjury,
filing afalse return in vidation of 26 U.S.C.

§ 7206(1) may also be aviable charge. Neither
Forms 4789 nor SA Rs contain jurats, so they
cannot form the bads for a Section 7206(1)
charge.

Sentencing for violations of 18 U.S.C. § 514
isgoverned by § 2F1.1 of the United States
Sentencing Guidelines (USSG), and is based on
the intended loss that the defendant was
attempting to inflict. One common concern in the
prosecution of this scheme involves the
sometimes great difference between “intended
loss” and “actual loss.” Often, little or no actual
loss resultsfrom the use of afictitious financial
instrument. In United States v. Ensminger, 174
F.3d 1143 (10th Cir. 1999), the court was faced
with a scheme to obtain ownership in real
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property through submission of bogus financial
instruments. The district court enhanced
Ensminger’ ssentence under 18 U.S.C. § 1001,
based on an intended loss of $540,700, the
uncontested value of the property. The factsin
Ensminger, however, showed that there was no
way the scheme could have succeeded, because
the properties Ensminger attempted to obtain had
already been sold to third parties. Based on these
facts and two previous decisions (United States v.
Galbraith, 20 F.3d 1054 (10th Cir. 1994);

United States v. Santiago, 977 F.2d 517 (10th Cir.
1992)), the Tenth Circuit held that a ten-level
enhancement for the intended loss was clearly
erroneous. The Ensminger court noted that the
Fifth, Seventh, Ninth, Eleventh, and District of
Columbia Circuits disagree with this analysis, in
reliance on application note 10 to section 2F1.1 of
the guidelines. Ensminger, 174 F.3d at 1146-47.
Furthermore, in cases spedcifically involving the
use of bogus financial instruments, the Fifth
Circuit upheld sentencing based on the face value
of the Certified M oney Orders even though there
was no actual loss. See United States v. Moser,
123 F.3d 813, 830 (5th Cir. 1997). See also
United States v. Switzer, 162 F.3d 1171, Nos 97-
50265, 97-50293, 97-50442, 1998 WL 750914
(9th Cir. Oct. 19, 1998) (upholding sentence
based on intended loss); United States v. Lorenzo,
995 F.2d 1448, 1460 (9th Cir. 1993).

Sentencing for violations of the omnibus
clauseof 26 U.S.C. § 7212(a) isgoverned by
either USSG § 2J1.2 or § 2T1.1. USSG App. A.
Because the filing of the false Forms 8300 is
designed to harass targeted individuals, rather
than generate fraudulent refunds or reduce the
perpetrators tax liabilities, there is an argument
that USSG § 2J1.2 (base offense level 12) should
be applied. In addition, the application of § 2T 1.1
requires a calculation of thetax loss that was the
object of the offense. Although it can be argued
that the targeted individual would have sustained
alossif the false Form 8300 was accepted at face
value by the IRS, the absurdly high amounts on
the forms could discourage courts from finding
that the defendants actually intended a tax loss.
See United States v. Krause, 786 F. Supp. 1151
(E.D.N.Y . 1992) (court held there was no tax loss
from Forms 1096 falsely stating payments of huge

fictitious salaries to various individuals and tax
return claiming entitlement to arefund in excess
of $23 million because the documents were
specious on their face and did not represent an
actual attempt to obtain something of value from
the government), aff'd, 978 F.2d 706 (2d Cir.
1992); see also United States v. Telemaque, 934
F.2d 169 (8th Cir. 1992). But see United States v.
Dentice, 202 F.3d 279, No. 99-50101, 1999 WL
1038003 (9th Cir. Nov. 15, 1999) (N inth Cir cuit
declined to follow Krause because "it was decided
under a different guidelines scheme and unlike
Dentice, Krause was a tax protestor who was
acknowledged as such by the government and
who did not actually intend to claim arefund, like
Dentice”).

Sentencing for violaions of 26 U.S.C.
§ 7206(1) based on the filing of false Forms 8300
isgoverned by USSG § 2S1.3. Section 2S1.3
providesfor a base offense level of six plusthe
number of offense levels from the fraud loss table
(8 2F1.1) corresponding to the amount of funds
involved in the false report.

The “ Redemption” scheme continues to
evolve. Consequently, thebest prosecutions
require coordination of investigations by all
involved agencies IRS, TIGTA, FBI and USSS.
The T ax Division has sample indictments and is
available to help however possible. Any questions
concerning these schemes or requests for
assistance should be directed to Jennifer E. lhlo,
Special Counsel for Tax Protest Matters
(Crimind), a 202-514-5171.
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Y ou receive atelephone call from a criminal
defense attorney you know and trust who tells you
the following: he represents two partnersin a
three—partner business concern that isin the midst
of a nasty dissolution. The rift between the
partners stems from the partners’ discovery that
the third partner had apparently diverted hundreds
of thousands of dollars of partnership funds over a
five-year period for personal use, and that the
diverted funds w ere book ed as partnership
expenses on the partnership tax retumns and thus
not picked up as income on the third partner’s
personal returns. (The attorney knows this
because the partnership’s accountant also prepares
the partners’ personal returns.) The defense
attorney wishes to present this case to you, in the
hopes that you will commence a criminal tax
investigation of thethird partner. There’s ahitch,
though — thetwo partners represented by the
attorney have their own tax problems, in that they
each improperly deducted, as business expenses,
approximately $100,000 of personal expenses,
through the use of a partnership credit card. The
attorney explains, however, that his clients had
already voluntarily disclosed their improper
deductions by filing amended (and completely
truthful) returns, which spanned a three-year
period, and that they had paid their back taxes
with interest and penalties. The attorney
concludes by suggesting that, given his clients’

voluntary disclosures, he expects that their cases
will nat be referred for criminal prosecution.

Do you give the two partners a pass becau se
they madea “voluntary disclosure”? What are the
factors you consider when making that decision?

. Overview

Given the number of tax returns filed each
year, and the inherent limitations of law
enforcement to police our self-reporting tax
system, it stands to reason that many tax crimes
go undetected. In order to encourage taxpayers to
remedy past failuresto file tax returns, or
previously filed false returns, the Internal
Revenue Service creaed what has come to be
known asthe "Voluntary Disclosure Policy."

The IRS' voluntary disclosure policy provides
that the IRS will generally take into account the
fact that a tax payer came forward voluntarily, to
file delinquent returns or correct false returns, in
determining whether to recommend criminal
prosecution. Both the IRS sIntemal Revenue
Manual and the Department of Justice Tax
Division’s Criminal Tax Manual have provisions
discussng the paicy and set out in detail the
requirements that a taxpayer must satisfy in order
for the RS to condder the taxpayer’s filings to be
a"timely," and thus truly "voluntary", disclosure.

It must be emphasized at the outset that the
IRS and DOJ guidelines regarding voluntary
disclosures are simply that — guiddines. Both the
IRS and D OJ have made clear that those
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